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PREFACE 

This book has been written to set forth the principles and 
practices of investment banking. No systematic exposition of 
this subject has heretofore been made in book form. Both 
among bankers and banking teachers the need for a general 
treatise has long been felt. It is hoped that the volume will 
supply to the investment banking community for use in its own 
instructional work, as well as to the college teacher of banking, 
a comprehensive and usable statement of the economic basis, 
the policies and the methods characteristic of this fast-develop- 
ing branch of banking. 

During the past few years, the teaching of banking has 
undergone a complete transformation. Not only has the num- 
ber of courses offered in academic institutions, as well as the 

degree of their specialization, been largely increased, but there 
has been a decided alteration of content as well as a consid- 
erable change of method. 

The older instruction in banking (so-called), in which pre- 
dominant emphasis was placed upon the legislative and public 
aspects of the subject, and in which major attention was given 
to doctrinal points, has been largely superseded. This has not 
implied any reduction in the importance assigned to the earlier 
view of the subject, but has been the result of the great exten- 
sion of the borders of the study. As in most branches of scien- 
tific inquiry, advance in knowledge has produced a lessening 
of assurance or positiveness in dogmatic instruction, and has 
tended to defer the presentation of theory until the later stages 
of the student’s work. Discussion of policies applicable to the 
legislative treatment of banking, and analysis of prices and 
price movements are logically recognized as best presented to 
those who have already become acquainted with banking tech- 
nique and procedure, at least in outline. 

Such a change, wherein first attention is given to fact-study 

and to an understanding of procedure, would naturally broaden 
1x 
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the general scope of the material presented to the student. 

“Banking” unavoidably becomes much more than the analysis 

or description of the actual procedure of the commercial bank. 

It is seen as closely connected with other fields of economic 

thought, a basic analysis of “financial civilization,” and hence 

as a study which must orient itself in the general scheme of 

economic science. The result has been to broaden the field of 
what is called “banking” so as to include all phases of the 
process generically thus designated; while at the same time the 
increasing attention of the commercial world to long-term 
financing and the security markets has helped considerably to 
supply a more adequate and inclusive body of data. Current 
business tendencies and changes have called for larger recogni- 
tion of certain types of banking procedure, at the same time 
that scientific reconsideration of material already available has 
pointed to new syntheses of banking data. 
Among the specific fields indicated by these parallel factors 

of thought and experience as calling for separate description is 
investment banking. The field covered by, or included in, this 
subject comprises some topics formerly sporadically dealt with 
under such heads as Stock Exchange Speculation, Corporation 
Finance, Investment Analysis, and the like. It does not in any 

sense duplicate these older fields, or even include a principal 
part of the areas covered by them. Like the subject of banking 
in its commercial aspect, which naturally presupposes some 
knowledge of accounting, business law, and general economic 
principle, investment banking makes use of previous studies in 
the field of speculation and stock market organization, of 
commercial law, of corporation finance and of banking itself. 
It is a synthetic treatment of material which, although always 
available, has not until lately been afforded combined presen- 
tation. 

The authors firmly believe, furthermore, that more intensive 
study of investment banking will necessarily occur in courses 
now devoted to the general field of investment, as well as in 
the banking curriculum. In the teaching of banking, it has 
become common to stress the description of banking institu- 
tions, far more than the instruments of banking, such as notes, 
checks, etc. In the teaching of investment, on the contrary, 
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almost exclusive attention has been devoted to the instruments 
—various types of stocks and bonds—and altogether too little 
to the institutions by which they are evolved and sold. This 
volume aims to fill this gap, which is a real one since a growing 
number of students plan to enter the field of investment bank- 
ing in one or another of its manifold phases. Their needs are 
not met by a cursory review of the more obvious character- 
istics of different classes of securities from the viewpoint of 
the investor. 

Teachers of investment banking, like the early teachers of 
banking in the older sense of the word, have had to encounter 
serious obstacles growing out of the fact that their material 
was scattered, fugitive, and hard to present in compact form. 
There are many valuable books dealing with investment, ac- 
counting analysis, corporation finance, and with the specialized 
investment banking institutions such as trust companies, in- 
vestment trusts and insurance companies. There are few in 
which the effort is definitely made to outline the general 
processes of investment banking which underlie all these insti- 
tutions, and which condition their activity. In presenting the 
subject to classes, especially where such classes are too large 
to permit much detailed work in the library-laboratory, and 
especially in presenting it to students in the smaller institutions 
of the country where available current financial sources of 
information are fewer, the teacher has had to overcome in- 

creased difficulty. 
This volume is the outgrowth of experience at two universi- 

ties in which the subject is followed by classes often of con- 

siderable size. In presenting investment banking to such classes 
during past years, it has been found needful to accumulate 
extensive notes for distribution to students, and to proceed 
largely by the assignment of library readings; in the absence 
of a general text covering the entire ground. Within the past 
two or three years, the question of consolidating portions of 
this material and giving it a more formal and available shape 
has been under advisement, and the book as now published is 
the result. It is intended as a handbook for the use of students 
of investment banking. 

In dealing with the subject, the authors have thought best 
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to make the volume primarily descriptive and to reduce the dis- 
cussion of theory to the smallest limits possible, while eliminat- 
ing matter that was in any definite way controversial. Dis- 
cussion of most of the fundamental problems of theory is thus 
left for the instructor and his students, the handbook providing 
merely a convenient basis for the descriptive outlining of the 
field, with a few essential theoretic discussions. The data pre- 
sented are chiefly well-known, though it is thought that in some 
chapters it has been possible to furnish more nearly current 
accounts of methods and technique than are easily available 
elsewhere. In preparing the chapters which relate to current 
practice, special care has been taken to “check over” the pages 
on these topics with practical investment bankers, and to com- 
pare them with recent or current discussions. Valuable criti- 
cisms were received from Dr. Marcus Nadler of New York 
University, who read the entire manuscript. Dr. William 
Howard Steiner contributed interesting material to one of the 
chapters. While there has been an equal division of work 
between the authors, they have collaborated at all points, and 
are jointly responsible for statements made and views ex- 
pressed. 

With the purposes thus set forth, and the circumstances out- 
lined, the volume is presented to the public. 

New York, 
October, 1929 

H. Parker WILLIS 
Juxes I, BocEn 
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Chapter I 

INVESTMENT BANKING—CONCEPT AND 
INSTITUTIONS 

Scope of Investment Banking 

The term investment banking has come into general use 
only within recent years. It is now employed to designate a 
distinct phase or department of banking. The old generic 
term of banking has, on the one hand, been broadened con- 
siderably to permit this inclusion, and, on the other hand, the 
concept has been more sharply limited and defined through 
division into the two departments of commercial and invest- 
ment banking. 

By banking in the most general sense is meant the business 
of receiving, conserving and utilizing the funds of the com- 
munity, or of any special section of it. A bank is an institu- 
tion which devotes itself to this particular class of business 
operations. 

In its most primitive form, the bank merely receives and 
safeguards the funds of the individual. In earlier days, this 
type of banking was best illustrated by the operations of the 
goldsmith bankers of England, who in the seventeenth century 
were the chief custodians of the public’s money in that coun- 
try. In our own time, this type of banking is still carried on 
by safe deposit companies, which are formed by banks to rent 
space in safe-keeping vaults to individuals and corporations. 
A step forward in the evolution of banking occurred when 

the bankers lent out at interest the funds which they received 
from the public. This added a vital feature to the banking 
process—the study and analysis of credit for the purpose of 
assuring the safety of the loan. The Lombard bankers in Italy 
and the German bankers in the Rhine cities carried on lending 
operations, with both their own money and that of depositors, 
even in the Middle Ages. The bank thus became an inter- 

3 
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mediary between the owners of capital who cannot use it pro- 

ductively and those who wish to utilize this capital in one 

form or another. 
A final step in the evolution of commercial banking was the 

issue by the bank of its own obligations in the form of notes 
or deposit credits, while the bank retained from its own funds 
and those of depositors merely enough actual cash to assure 
its ability to meet such obligations on demand. Instead of 
merely handling the existing media of exchange, the bank 
thus creates such media. Instead of acting merely as an inter- 
mediary between those who are in possession of cash and 
those who wish to borrow it, the bank permits those who are 
in possession of any form of property or wealth to gain pos- 
session of buying power in the form of bank credit. With 
this property as the basis, the bank makes loans which give 
current purchasing power to the borrower. 

In the course of this evolution of technique, however, there 
has been evolved a separate type of banking activity which 
only in recent years has developed into a distinct division of 
the credit system with a recognized individuality. Efforts to 
determine which type of banking first appeared in history 
would be fruitless, for some of the most primitive banking 
operations recorded even in ancient times smack of both. Suf- 
fice it to say that investment banking has followed a line of 
development somewhat parallel to commercial banking. In its 
more primitive form, investment banking involved a loan of 
the capital of the investment banker, or that of a few clients, 
on a long-term basis to some sovereign. Such loans were 
common in Europe in the later Middle Ages and after, and 

. were often represented by long-term securities. Now, how- 
ever, the investment banker buys the stocks and bonds of gov- 
ernments and corporations which desire capital, after he has 
made some analysis of the credit risk corresponding to the 
study of credit made by the commercial banker, and then he 
resells these obligations to others. Up to this point, the invest- 
ment banker is like the commercial banker who relends only 
funds which are deposited with him. In special fields of 
investment banking, however, a third step has also been taken, 
where the investment institution sells its own obligations to 
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investors, advancing the proceeds to those who can utilize the 

capital. The mortgage bank is an example of such an insti- 
tution. 

Functional Distinction between Commercial and Investment 
Banking . 

General usage would hardly sanction any single clear-cut 

and definite distinction between commercial and investment 
banking. Perhaps the factor which is most frequently used 
in making rough practical distinctions between the two is that 
of time—commercial banking involving short-term advances 
to borrowers, while investment banking involves long-term * 
advances which generally take the form of negotiable secu- 
rities. But, as will be seen below, other factors, such as the 

purpose of the loan, the character of the institution making 
it, etc., are also frequently to be considered in making this 
distinction. 

Although there is no intrinsic reason why this must neces- 
sarily be the case, commercial banking institutions operate in 
the main through the system of deposit and discount, while 
investment banking is carried on through the purchase of secu- 
rity issues and their subsequent sale, at a profit, to investors. 
jExceptions may be noted. Commercial paper may be bought 
and sold like securities, and commercial banks, after making 
short-term loans, may rediscount such paper with a Federal 
Reserve Bank. On the other hand, the savings bank receives 
deposits in much the same way as commercial banks, but uses 
the proceeds to buy securities in the capital market. Further- 
more, investment houses have been known to keep short-term 
securities purchased from issuing governments and corpora- 

tions until their maturity, instead of selling them to others. 
Hence, from the point of view of method of operation, only 
rough and approximate distinctions can be made.y p~ye® 

In any case, it must be remembered that the two divisions 
of banking are closely related, and in practice one cannot be 
adequately understood without a knowledge of the other. 
Thus, one connection between the two is found in the fact that 

the commercial banker is the custodian of the liquid funds of 
the community, so that when an individual wishes to put his 
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funds into investment securities to be purchased from or 

through an investment banker, he draws the amount he needs 

out of the commercial bank which is the holder of his current 

resources. It is thus often said, with substantial accuracy, 

that the funds for investment which the investment banker 

receives are drawn from the commercial banker. That is to 
say, the commercial banker is called upon to part with that 
portion of current funds which represents the means of ~his 
customers devoted to the purchase of income-producing invest- 
ment securities. It is also true that the commercial banker 
often finds it desirable, in order to keep his own resources at 
work, to convert some of them into income-producing secu- 

rities which are issued by an investment banker. A fuller 
discussion of the rdle of the commercial banker in the field of | 

investment banking is given in Chapters IV and V. 

Institutional Distinction 

In what has been said thus far, reference has been made to 

investment and commercial banking as distinct types of finan- 
cial operations, and the discussion has been carried on as if the 
two were always separated, 1.e., as if it were possible to pick 
out or designate certain commercial banks as carrying on one 
kind of operation, and certain investment banks as carrying 
on another. This clean-cut functional distinction was permis- 
sible for the purpose of clarifying underlying ideas, but it 
does not correspond to what is found in practice. It is, there- 
fore, necessary now to consider commercial and investment 
banking from the institutional viewpoint, and see how actual 
banking institutions exist to carry on one, or the other, or both 
types of operations. 

For many. years banking or financial institutions have ex- 
isted which have carried on both kinds of banking concur- 
rently; the practice has continued up to the present time, and 
is still a prevailing one. The evolution of pure investment 
banking institutions on a large scale began with the stabiliza- 
tion of government credit in Western Europe and the conse- 
quent growth of popular investment in government securities, 
This resulted in the formation of houses of issue, such as 
those of the first generations of the Rothschilds) The develop- 
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ment of corporate financing enormously expanded the field of 
operation of such firms in buying, selling and dealing in secu- 
rities. At the same time, many institutions have exercised 
both commercial banking functions and some, or in a few 
cases all, -of the investment banking functioris) Such institu- 
tions engage in what is sometimes called “department store 
banking,” a separate department in the organization frequently 
being created to exercise each separate function. - 

In order to bring out more clearly this institutional over- 
lapping within these two fundamental banking functions, it is 

worth while to classify the principal financial institutions found 
in this country. Such a classification would be roughly as 
follows: 

1. National Banks.—The national banking system was orig- 

inally organized as a commercial banking system primarily, 
“but it gradually took on investment banking functions, partic- 
ularly in the farming regions where_a large part of country 
bank loans came to consist of long-term accommodations 
secured in one way or another by land, though such loans were 
nominally not permitted by law. Bond investments by the 
banks and the receipt of savings deposits were also accom- 
plished without specific legal sanction after 1900. The Federal 
Reserve Act granted a limited permission to invest in land 
mortgages, and the McFadden Act of February 26, 1927, 
greatly broadened the investment functions of the national 
banks by permitting investment of a large fraction of their 
time deposits in mortgages on real estate, and also by allowing 
them to enter the business of security issue and distribution. 

2. State Banks.—The state banking systems were originally 
organized along lines parallel to those adopted in the National 
Bank Act. They also have tended during recent years to 
develop an investment banking business, and it was the fact 
that they had done so through aiding in the issue and distribu- 
tion of investment securities, making them severe competitors, 

that led to the modification of the National Bank Act in 1927. 
3. Trust Companies.—Trust companies organized under 

state laws were from the beginning chiefly designed to carry 
‘on an investment banking business. At first, in many cases, 

they devoted themselves primarily to the buying of securities 
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for clients establishing trusts, but many of them in the course 

of time developed commercial banking departments so large 

as to dominate the rest of the business. Within the past 

twenty years, trust companies have, more and more been dis- 

posed to take up also the function of securities issue and dis- 

tribution, either directly or through auxiliary corporations 

organized for that purpose and owned either by themselves or 

by their stockholders. Under the Federal Reserve Act, na- 

tional banks were also given trust powers on a limited basis, 
later much broadened by the McFadden Act of 1927. 

4. Savings Banks.—Savings banks, either mutual or stock, 
are recognized as investment banking institutions that receive 
deposits from the community on a time or savings basis and 
use them to make loans on real estate, as well as to buy other 
securities allowed by law. 

5. Mortgage Banks.—Mortgage banks, best represented in 
the United States by the Federal Farm Land Banks, devote 
themselves to the financing of agricultural and real estate devel- 
opment. They sell securities to raise funds to be used in this 
way, and thus constitute a highly developed, albeit narrowly 
specialized, type of investment banking institution. The build- 
ing and loan association is a special but very important variant 
of the mortgage bank. 

6. Investment Houses——The investment house, sometimes 
called the bond house, devotes itself exclusively to investment 
banking operations in most instances. The following chapter 
is devoted to a full discussion of this class of institution, which 

supplies investment securities for purchase by other financial 
institutions or individual investors. 

7. Brokerage Houses and the Stock Exchanges.—These 
organizations buy and sell already issued securities, thus mak- 
ing a market for them. They facilitate the distribution of 
securities, and constitute a highly important cog in the invest- 
ment banking machinery. 

&. Investment Trusts—Investment trusts are organizations 
which issue their own securities for the purpose of raising 
capital with which to buy other securities. They. thus act as 
securities substitution companies and, as such,, facilitate the 
investment banking process. 
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9. Other Institutions—A variety of other types of institu- 
tions may be properly classified in the investment banking field, 
although not always thought of in that connection. Thus, 
insurance companies are properly grouped as operating on the 
demand or buying side of investment banking, since they are 
large buyers and holders of investment securities which they 
purchase in order to keep the funds of their policyholders 
profitably employed. Large business corporations and eleemos- 
ynary institutions are also frequently large-scale security 
buyers, thus constituting an,element in the investment banking 
organization. 

From the brief descriptive accounts just afforded, it is pos- 
sible to reclassify American financial institutions on the basis 
of functional banking activities performed, as follows: 

1. Institutions engaged primarily in commercial, and sec- 
ondarily in investment, banking: national banks, state banks 
and most trust companies 

2. Institutions engaged primarily in investment banking, but 
with commercial banking as an important auxiliary : some trust 
companies and some investment houses 

3. Institutions engaged in investment banking pure and sim- 
ple: investment houses, savings banks, mortgage banks, invest- 
ment trusts and brokerage houses. __ 

This reclassification is necessarily imperfect, owing to the 
varying degree in which different institutions engage in the 
investment banking business. From time to time individual 
institutions change the scope of their operations and take on 
new functions or slough off others. On the whole, however, 

the investment banking structure of the United States is tend- 
ing to assume a definitely organized form, notwithstanding the 
fact that the tendency has been in the direction of uniting com- 
mercial and investment banking functions under the same 
institutional or organizational control. While the same insti- 
tution may do both kinds of banking, the underlying functional 
difference is understood and allowed for by departmental or- 
ganization or otherwise, so that it may be fairly said that 
there is today a much more distinct and inclusive functional 
separation of the two types of banking in actual practice than 
ever before in the past. 
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The Capital Market 

The buyers and sellers of securities taken together consti- 

tute what is often loosely defined as the capital market. All 

of the institutions connected with: investment banking’, as 

described above, therefore constitute factors in the capital 

market. The capital market is to be distinguished from the 

money market, which includes buyers and sellers of short-term 

obligations, such as commercial paper, acceptances and govern- 

ment obligations of short date. 
The term investment banking, which at times is used in a 

narrow sense to signify only the purchase of securities from 
their original issuers and their sale to all types of investors, 
institutional and individual, is to an increasing extent being 
expanded to include the operation of the entire capital market.* 
This is quite proper, as the mechanism which has been evolved 
to take care of and direct the flow of long-term capital is a 
complicated one, and is so closely interlocked in its various 
elements that it can best be studied as a whole. This corre- 
sponds to the broader view that is being taken of the term 
commercial banking, which is now frequently used to include 
all aspects of the money market, including acceptance houses, 
commercial paper houses, installment financing houses, ete. 
It is recognized that the individual national or state bank is 
merely one element in a larger mechanism which can be fully 
understood only when grasped as one whole. 

As a preliminary to a study of the investment banking insti- 
tutions which together constitute the main factors in the capital 
market, we shall consider in a general way the character of 
the demand for capital which comes on the market. 

Commercial vs. Investment Borrowers 

The major factor which determines whether a business enter- 
prise shall enter the money market or the capital market to 
meet its needs for funds is probably the length of time for 
which an advance is required, although numerous exceptions 
to this generalization can be cited. However, there are certain 
*The term “investment banker,” on the other hand, is generally confined 

in current parlance to one whose business it is to buy security issues for 
resale. Brokers are usually excluded from this appellation. 
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purposes for which resort is almost invariably made to the 
capital market where this is feasible. Among these are the 
purchase of expensive items of fixed capital, such as plant and 
equipment, or the raising of a minimum amount of permanent 
working capital to relieve the business from chronic reliance 
upon the banks. Repayment of maturing long-term indebted- 
ness is another purpose for which corporations frequently 
enter the capital market. 

The commercial borrower generally seeks funds for tempo- 
rary purposes, such as seasonal expansion of his inventories to 
carry him through a busy period in his business, or the antic- 
ipation of trade liabilities for the purpose of gaining cash dis- 
counts. The special or seasonal nature of commercial banking 
operation is emphasized by the fact that the customer of the 
commercial bank is expected to pay off or “clean up’ his 
obligations to it at stated intervals, when such demands are 
supposed to have passed over. It often happens, however, 
that such a customer gradually falls into the habit of being 
more or less permanently indebted to the bank, paying off one 
note by the issue of another. His borrowing ceases to be 
seasonal and becomes permanent or semi-permanent. He has 
then become a prospective customer for investment banking 
accommodation, owing to the change which has taken place 
in the character of his credit requirements. 

The commercial bank, however, often does not wish to lose 

him to another organization by simply sending him to that 

institution or by compelling him to transfer. This is one main 

reason why many commercial banks have organized their own 

investment banking departments, or have established institu- 
tions controlled by themselves for the extension of investment 
credit. Through these, the customer of the type under con- 
sideration becomes an applicant for investment credit and re- 
ceives his accommodation from the capital market. He pays 
off his indebtedness to the bank from which he originally bor- 

rowed, retaining his ordinary account with it for the sake of 

banking service, and still borrowing from it such part of his 

requirements as are of a purely seasonal and hence commer- 

cial credit variety. 
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A still different type of customer is seen in the borrower 

who wishes to obtain funds upon a kind of “intermediate” basis 

for terms of from six months to three years. Such a borrower 

might, in certain circumstances, obtain accommodation from 

the commercial bank on the basis of his statement, and the 

bank might carry his loan along either through renewals prom- 

ised under lines of credit or, where legal restrictions permit, 
with actual loans running for the full period of the borrowing. 
Alternative accommodation is afforded by a resort to the 
investment market with short-term notes or some other suit- 
able security. 

Often the borrower may be uncertain as to which type of 
bank he should use for his financing. In such borderline 
cases, the question of comparative cost generally becomes the 
guiding factor. At times of rising security prices, such as 

prevailed during most of the third decade of the century, 

corporations prefer to sell bonds and stocks, and thus gain 

independence of the banks, even for seasonal and special work- 
ing capital needs. On the other hand, in times of low security 

prices and high yields, such as the war period, the banks are 

called upon to do a maximum amount of financing, much of 

it designed to raise funds, directly or indirectly, for fixed 

capital purposes. It was the large amount of bank borrowing 

for such non-liquid purposes which accounted in part for the 
severity of the deflation of 1920-1921. 

Limitations of the Capital Market 

There are certain definite limitations on the efficacy of the 

capital market as a channel for financing business enterprises. 

Perhaps the greatest one is the fact that it is not available for 

small enterprises in the great majority of cases. The commer- 
cial bank, since it means to keep in its own portfolio the paper 

which it takes from its borrowing customers, must merely be 
convinced itself of its goodness. The investment house, on 

the other hand, must also convince its clients that such is the 

case, for it wants to resell the securities it purchases to inves- 

tors. This reselling function involves considerable effort and 

expense, and hence it will not be undertaken unless the issue is 
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large enough to absorb this expense and yield a profit neverthe- 
less. A loan of $50,000, for example, is a fair-sized piece of 
business for a small bank; but an investment banker can hardly 
afford to undertake to advertise and sell a stock or bond isssue 
of this size. Only where such smaller loans can be reduced 
to a uniform basis and handled on a large scale by special 
institutions, as in the mortgage banking business, is the small 
borrower on a par with the large one. 

Another factor which operates against the small business in 
the investment banking field is the fact that the large company 
is already well known to investors through other contacts, and 
information concerning it is available in financial manuals and 
other easily accessible places. Thus, the initial sales of secu- 
rities of the Dodge Brothers’ automobile manufacturing enter- 
prise to the public in 1924 was not a particularly difficult 
matter, since the company already had a nation-wide reputa- 
tion. The Great Atlantic & Pacific Tea Company similarly 
has been able to introduce its securities to the general public 
recently on a favorable basis and with little difficulty. But the 
investor generally hesitates for a long time before purchasing 
securities of small local enterprises about which he has never 
heard. 

The Demand for Securities 

We have thus far considered the relation of the borrowing 
government or business enterprise to the capital market, and 
the conditions under which access to it is sought. There are 

several channels through which the funds of investors are 
directed into the capital market, to constitute a demand for 

securities. 
In the simplest case, the investor merely purchases securities 

from an investment house which has originated them and is 
selling them for a profit. Such direct investment has always 
assumed large proportions, and perhaps half of all new invest- 
ment security issues are absorbed in this way. This direct 
investment may also consist in the purchase of already out- 
standing securities from their former holders, thus placing in 
the hands of the latter buying power with which to purchase 

new issues in their turn if they see fit. 
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But many investors do not care to undertake the difficult 

function of choosing securities for investment, nor do they 

want to incur the further task of caring for them and watching 
conditions affecting their value in the future. The simplest 
course for the investor is to deposit his savings in a savings 
bank which promises to pay back such sums on: due notice 
and then proceeds to invest them conservatively and pay a 
moderate rate of interest. The bank thus constitutes an inter- 
vening element between the issuer of securities and the in- 
vestor, performing a number of services for the latter in keep- 
ing and profitably using his funds. Also, a special measure of 
safety for the principal of the investor is obtained. 

Where the investor seeks a larger rate of return without 
wishing to assume more responsibility for the management of 
his funds, the investment trust has been found suitable.? 

This type of institution sells its own securities and utilizes the 
proceeds for investment. As it does not make any promise 
of repayment on demand, or after short notice, of funds left 

in its custody, the investment trust is free to adopt more specu- 
lative policies in the management of its funds. Mortgage 
banks constitute similar institutions operating under special 
laws in the field of agricultural and real estate finance. 

Finally, individuals place large sums of money with insti- 

tutions that are formed primarily for other purposes, but 
which nevertheless gather large sums which they must invest. 
The insurance company and eleemosynary institutions are in 
this class. 

Types of Investment Banking Institutions 

There are a number of different types of institutions per- 
forming their own special functions in the capital market, as 
has already been indicated. The first part of this book is 
devoted to a detailed description of their organization and 
operation. 

*Freedom from management responsibility is obtained by the investor 
from the fixed investment trusts and those operating along old-fashioned 
British lines. The same can hardly be said of securities of many recently 
organized concerns in this field which turn over their holdings rapidly for 
market profit. The investor must often give such commitments close at- 
tention. 
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The investment house will first be considered as the security 

middleman. Taken together, these organizations originate 
new security issues through purchasing them from the govern- 

ALREADY ISSUED SECURITIES 

INVESTING 

INSTITUTIONS 

1. Savings Bank 

2. Investment Trust 

3. Commercial Bank’s 
Saving Dept. 

4, Trust Company 
5. Mortgage Bank 

CORPOR- 

ATION 

OR 

GOVERN- 

PUBLIC 
SAVINGS 

INSTITUTIONAL 

INVESTORS 

1. Life Insurance Co. 

2. Corporation 

3. Commercial Bank 

4, Eleemosynary 
Institution 

(NEW 
CAPITAL) 

INVESTMENT 
BANKING 
HOUSE 

(Middleman) 

Fic. 1. CHART OF THE INVESTMENT BANKING SYSTEM. 
This chart shows in schematic form the movement of capital from in- 

vestors to corporations and governments which sell their securities. Funds 
flow from investors through investment houses to the user of capital. Part 
of these funds comes to the investment banking house through investing in- 
stitutions and institutional investors. Another part goes into already issued 
securities; but the proceeds of the sale of such securities will, to a large 
extent, go into new security issues. 

ments and corporations that seek to raise funds in the capital 
market. Following the investment house, there will be con- 
sidered the brokers and the stock exchanges, which furnish 
a market for these securities after they are issued and thus 
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make them marketable from the viewpoint of the individual 
investor. 

After these two broad classes of investment banking insti- 
tutions, consideration will be given to two other groups of 
organizations which devote themselves to purchasing invest- 
ment securities for others. First, there are the specialized in- 
vesting institutions, such as the savings bank, investment trust, 

trust company and mortgage bank. Secondly, there are insti- 
tutions which are formed primarily for some other purpose, but 
which incidentally carry on large-scale security-buying opera- 
tions because of the large funds they accumulate in the course 
of their other activities. The insurance companies, commercial 
banks, eleemosynary institutions and large business corpora- 

tions all fall within this class. 
This institutional framework of the capital market is out- 

lined in Fig. 1, which seeks to summarize briefly the position 
of the several types of institutions which have been developed 
to facilitate the investment of the savings of the public in 
the securities of governments and corporations that turn to 
the capital market for funds. 

Institutional Transition 

It is worthy of renewed emphasis that the classification of 
investment banking establishments cannot be sharply made 
according to any logical line of division drawn between insti- 
tutions performing distinctly separate functions. Functions, 
as we have noted, are exercised today in combination with 
one another, and the degree of this combination varies a great 
deal even over very short periods. 

This is another way of saying that the form and types of 
investment banking are now passing through a transitional 
phase. New functions and duties are being assumed from 

time to time by existing institutions. For example, national 
banks are taking up fiduciary duties and undertaking the or- 
ganization of securities departments to buy and sell all security 
issues. Other institutions are sloughing off functions which 
they have exercised in the past, but which have been found 
incongruous or unprofitable. The result is to bring about a 

far-reaching and constant modification of financial relation- 
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ships. Perhaps the most striking example is that already 
referred to—the rapid transformation of the banks of the coun- 
try in their scope of operations since the passage of the Federal 
Reserve Act in 1913. Still another striking development is 
seen in the organization of investment trusts subsequent to 
1925. Although the latter institutions had previously been 
but little known in the United States, they have quickly 
assumed an important place on the market, while at the same 
time they have developed along lines that were quite unex- 
pected. The consequence has been the evolution of a new type 
of institution of first-class importance, while a new class of 
investment security has been placed on the market as a result. 
It is probable that this process of growth and change will 
continue for some time among the financial institutions of the 
United States. Parallel transformations are being noted in 
other sections of the field of investment banking. 

The theoretical bearings of this transitory character of the 
present situation need to be noted. Some have taken it for 
granted that because the investment banking structure was by 

no means complete or final, it was not possible to develop a 

satisfactory theory of investment banking, much less a definite 

description of its practice. There would seem to be little basis 

for any such attitude. The technique of investment banking 

has attained a practically stereotyped form, at least in its 

fundamentals. In the same way, the general theory and prac- 

tice of investment as a process are, from the individual or 

institutional viewpoint, becoming increasingly well recognized, 

and are not likely to change under a capitalistic system which 

is itself already full-fledged and likely in the early future to 

be subject only to relatively minor modifications. The point 

at which nothing final can be said and no conclusive opinions 

expressed is in neither of these matters, but is found in the 

institutional organization of the investment banking system. 

That can be outlined only as a contemporary matter. 

A discussion of investment banking, therefore, must be 

developed largely independent of the particular types of insti- 

tutions by which it is carried on, and with a view chiefly to 

indicating the processes and methods underlying institutional 
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organization. The latter is important from the immediate 

standpoint of practical observation. Because, however, it is 

subject to constant change, the more important analyses of 

investment banking relate to principles and methods, though 

they necessarily are represented as being carried out by insti- 

tutions whose form is passing through continuous alteration. 

These fundamental principles and practices are treated in 
Parts II and III of this volume. 
A body of principles relating to investment banking is stead- 

ily developing and has already assumed in many respects a 
definitive form. Some portion of the body of doctrine on the 
subject is still undoubtedly in the form of mere generaliza- 
tions of practice which have yet to undergo the test of analysis 
and criticism before they can be accepted as in any sense 
ultimate statements of fundamental theory. Still other state- 
ments which are frequently put forward as representing the 
theory or principles of investment banking must be regarded 
as essentially transitory, growing in some cases out of current 
legal requirements, and in others being the product of the 
immediate institutional organization of investment banking. 
In still other cases, the so-called principles of investment bank- 
ing will necessarily call for restatement or for adaptation, as 
the institutional organization of the subject enters a new 
phase. 

While these limitations must be constantly borne in mind 
in dealing with the subject, it has nevertheless, as already 
stated, reached the point at which it deserves recognition as 
a definite branch of banking, with a set of underlying ideas 
and a technique which are peculiarly its own. The purpose 
sought in this volume is that of stating these ideas and of 
relating them so far as practicable to the actual technique of 
the subject, as developed in current practice. 
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Chapter II 

INVESTMENT MIDDLEMEN—THE INVESTMENT 
HOUSE 

The Securities Business 

The present-day organization of society is often termed capi- 
talistic, because its most typical feature is the aggregations of 
capital goods—machines, railroads, power plants, etc.—-owned 

by large business organizations. In the United States we now 

have more than a dozen individual enterprises which report 
that they have in excess of a billion dollars of such fixed assets. 
These companies must raise capital on a large scale to keep 

pace with the growth of the country and the improvement of 
industrial technique, and, not being equipped to reach the widely 

scattered investment market, they must appeal to middlemen 

who have developed an organization that is ready and able to 

gather the funds of thousands of investors. 
These middlemen are the chief type of investment bankers in 

this country. They constitute the central factor in the capital 

market. On the one hand, they gather the funds of the com- 
munity either directly from investors or through intermediate 

institutions presently to be described. On the other hand, they 

establish contact with those in need of this capital, and direct 
the stream of new capital to the most promising channels. 

In view of the fact that a commitment of capital for invest- 
ment purposes is to cover a long period of time, it is neces- 
sary to evidence it in transferable form, so that the investor 
may realize upon his investment, should he need the cash for 

some other purpose.’ Under legal safeguards, therefore, gov- 
* While the issuance of securities was not unknown in ancient Greece 

and Rome, and negotiable bonds were issued by the Venetian State in the 

twelfth century, large public security markets came into existence only with 
the growth of corporate enterprise after the middle of the eighteenth century. 

The corporation became the favored form of organization for large enter- 

20 
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ernments and corporations issue negotiable securities. These 
take the form either of bonds—evidences of debt—or shares 
of stock—showing fractional ownership in the assets ot a 
corporation. 

The relatively large issues of securities put out by present- 
day corporations make many of them widely known, and so 
they readily lend themselves to modern merchandising methods 
by middlemen. An issue of bonds of the New York Central 
Railroad is like any other trade-marked article of commerce; 
it is known and demanded by thousands of prospective buyers, 
and so it can be sold at low cost because of the small “sales 
resistance.” This is because the credit of the company has 
become established and “seasoned” through extended favorable 

experience by investors with its securities. The investment 
banker’s problem of distribution differs in details, but not 
essentially, from that of other merchants. 

Security middlemen, buying entire issues on one hand and 
distributing them to numerous investors, large and small, in- 

stitutional and individual, on the other, handle the bulk of new 

security issues. However, their services are often dispensed 
with in the sale of new stock by large corporations, which 

make direct offering of the shares to old stockholders on a 
pro rata basis. The reason for this is largely of a legal nature. 

Each share of the capital stock of a corporation represents a 

fractional interest in the equity existing over and above the 

debts of the enterprise. Stockholders thus have a claim to 
their proportional share of the surplus accumulated from rein- 

vested earnings; and to protect their interest in this surplus, 

the law requires that new issues of capital stock must first be 

offered to the old stockholders, and only if they refuse or 

contract themselves out of the privilege of subscribing can the 

stock be offered on the same terms to outsiders. The result 

of this situation has been some cleavage in the practices con- 

nected with the selling of stocks and bonds, the former being 

offered for the most part directly to old shareholders, except 

prises because of the limitation of liability to the shareholder which it 

accorded; and thus it came about that the bulk of security issues have been 

those of corporations. 
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in the case of new corporations, while bonds are almost invari- 
ably sold through investment banking houses to the public.* 

Because most of them handle chiefly bonds, these investment 

banking houses are often called bond houses, although practi-. 

cally all of them now handle a substantial amount of preferred 
stock, and not infrequently issues of common stock as well. In 
late years, the tendency has been in favor of such common stock 

issues. 
The bulk of the new capital raised in the American market 

is secured by the issuing corporation, in the first instance, from 
these middlemen, the investment houses. Every year these 
organizations put out billions of dollars of new securities. 
They are in the investment banking field what the ordinary 
commercial bank is in the field of short-term financing—they 
gather together the capital of the nation and make it available 
to those able to put it to work profitably. In their method of 
operation, however, they are fundamentally different, in that 
they deal in negotiable securities that are generally known and 
can be bought and sold with ease; whereas, as we have seen 

in the previous chapter, the commercial bank uses the method 
of deposit and discount, in view of the specialized knowledge 
necessary to value individual commercial loans and the short 
term of these advances, making the development of a public 
demand for individual commercial obligations impracticable. 

Kinds of Investment Houses 

As in all branches of marketing, there has been a consider- 
able degree of specialization among security-selling houses. 
The broadest classification on the basis of function is into the 
three groups of wholesalers, retailers and “dealers,” or smaller 
retailers. Within each of these groups, individual firms exer- 
cise a varying degree of specialization, some dealing in all kinds 
of securities, and others specializing narrowly in one or more 
industries, such as railroads, utilities and real estate bonds. 

There are only two exclusively wholesale general investment 

*In several corporations, the sale of convertible bonds, or bonds with 
warrants attached to buy common stocks at fixed prices, must be made to 
shareholders on the same principle, under the provisions of the charter 
or by-laws. 
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houses at the present time—J. P. Morgan & Company, and 
Kuhn, Loeb & Company. Other houses have found it neces- 
sary or profitable to supplement their buying or originating 
activities with a selling organization. The wholesaler relies 
primarily upon the retailers and the dealers for distributing 
securities, J. P. Morgan & Company having a list of retailers 
usually associated with them in selling their new offerings—a 
so-called “syndicate list’—numbering 1,000 and more at the 
present time. 

Most of the larger investment houses of the present day 
are a combination of wholesaler and retailer. They both buy, 
alone or with others in a purchase group, entire issues of 
securities, and sell them to ultimate consumers, either individ- 

ual investors or institutions. The following table shows the 

volume of securities sold by the leading bond houses in the 

country for the year 1927, sales being divided into those made 

as syndicate head, or wholesaler, and those made as a partici- 
pant in a syndicate, which usually means as retailer: 

As Syndicate As 
Head Participant 

J. P. Morgan & Co. .. $502,590,000 

Total 

$ 502,590,000 
National City Co. ... 435,616,000 $1,154,695,000 1,590,311,000 
Kuhn, Loeb & Co. ... 423,988,000 20,640,000 444,628,000 

Harris, Forbes & Co.. 419,086,000 938,319,000 1,357,405,000 

Dillon, Read & Co. .. 400,980,000 168 , 100,000 569,080, 500 

Halsey, Stuart & Co.. . 321,110,000 469,059,500 790,169,500 

Lee, Higginson & Co.. 
Blane & Contac sie os 
DMrexeliss Cox... .--+ 

First Nat’l Bank of 

Bankers Trust Co. ... 
Chase Securities Corp. 
Union Trust Co. of 

Pittsburgh ss 47...» 
Bonbright & Co. .... 
H. M. Byllesby & Co. 
J.& W. Seligman & Co. 
Hallgarten & Co. .... 
Equitable Trust Co. . 
Brown Brothers & Co. 

295,600,000 
269,625,000 
218,578,000 

169,125,000 
162,714,000 

152,943,000 
135,896,000 

135,000,000 

97 250,000 
QI, 500,000 
90, 500,000 
88,125,000 

83 ,643 ,000 
67,358,200 

982,872,000 

322,580,000 

49,000 ,000 

659,530,000 
I ,050,690,000 

668 , 893, 200 

172,550,000 

432,515,000 
294,762,000 

236,400,000 

220,987,000 

210,163,500 

379,430,000 
575 368,000 

I,278,472,000 

592,205,000 
258,578,000 

828,655,000 

I, 213,404,000 
821,836, 200 

308 , 446,000 

567,515,000 
302,012,000 
327,900,000 
311,487,000 

298, 288, 500 

4545073 ,000 
642,726,200 
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The above compilation clearly shows that certain of these 

organizations emphasize origination in their activities, and 
others distribution. Thus, J. P. Morgan & Company is the 
only house on the above list which does not join any syndicate 
merely as participant, for the latter role involves chiefly dis- 
tribution. On the other hand, the National City Company, 
while a leading originator of new issues, surpasses all other 
bond organizations in the size and extent of its distribution 
facilities, with a nation-wide chain of offices in the United 

States, and a series of branches in Canada and Cuba as well. 

Harris, Forbes & Company and Lee, Higginson & Company 
are other investment houses which have developed extensive 
distributing organizations, as a result of which their originat- 
ing work has been correspondingly benefited. Bonbright & 
Company is one of the largest of the specialized houses, its 
dealings being restricted chiefly to public utility securities. 

The Union Trust Company of Pittsburgh plays an important 
role in new security flotations because it is closely affiliated 
with the powerful Mellon interests in that city, and thus 

joins as a rule in the financing of the numerous properties 

controlled by them. 

The “dealer,’’ as the small retailer is often called, is at the 

outer fringe of the securities business. He usually takes little 
or no part in originations and syndicates because his selling 

ability is too small. On new offerings he will take over 5 to 
25 bonds, as a rule, getting his profit from a dealers’ allowance 

provided for in the agreement among the issuing firms, a docu- 
ment known as the syndicate agreement. This allowance 
varies from 1% to 1% points, according to the quality of the 
issue and the state of the bond market. The dealer will also 
frequently purchase in the market a block of bonds of an al- 
ready outstanding issue directly from investors or other bond 
houses, and then sell them at a moderate advance. This is 

called “taking a position” in an issue. Practically all bond 
houses act in the capacity of dealer in this sense at one time 
or another, thus furnishing the bond market with an engine 
for secondary distribution after the offering has apparently 

been placed with investors by the original offering group. 
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Specialization in Securities Handled 

Specialization among bond houses has long been common. 
At times, this occurs as a result of the special knowledge needed 
to handle certain types of securities, such as real estate mort- 
gages and bonds and municipal securities. In other cases, 

specialization results from the fact that the house appeals to 

a definite group of clients with limited interests. An example 
of this is a house specializing in securities permitted by law 
as investments by savings banks and insurance companies, 
termed “legals” in the parlance of Wall Street. Lastly, spe- 
cialization may result from the financial connections of the 
investment house. The Electric Bond & Share Company, for 
example, is now an important wholesaler of public utility secu- 
rities ; but this organization is primarily a public utility man- 
aging and investment company, its security marketing work 
being merely a result of, and supplement to, its other functions. 

Over a period of time, experience shows, specialization tends 
to break down in the case of the average investment house. 
Changing conditions, and the desire to utilize marketing facil- 
ities more intensively, make bond houses extend their interests, 
despite any original specialized organization. Especially after 
a corps of salesmen have been gathered and trained, the temp- 
tation becomes great to give them a more diversified list of 
issues to offer clients. This tendency to broaden the scope of 
activity of the individual investment house is visible partic- 
ularly in the interest manifested in stock issues during the 
past few years by firms which hitherto have restricted their 
activities narrowly to bonds. 

Other Security-selling Institutions 

The business of dealing in investment securities, until the 
war, was carried on almost entirely by firms specifically formed 

for this purpose. It was a highly specialized activity. Since 
the war, however, the old distinction between commercial and 

investment banks has more and more tended to break down, 

the former invading at every point the field of investment 

banking in order to share in the phenomenal expansion enjoyed 
by the latter. Commercial banks now share in investment 
banking in two ways: they form departments or subsidiaries 
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to buy and sell securities, and they buy securities as invest- 

ments under the recently liberalized provisions of our bank- 

ing laws." 
The formation of a securities subsidiary has become the 

rule with the large city banks. In order to escape the restric- 
tions placed on the banks themselves by law, .as well as to 
avoid danger to the bank from large security losses, these 
subsidiaries are incorporated separately. Thus, the National 
City Bank formed the National City Company, in 1911, and 
the Guaranty Trust Company formed the Guaranty Company. 
These companies are provided with a separate and substantia! 
capital, with which they carry on the activities common to 
other general investment banking houses. The stock in the 
company is usually sold to stockholders of the bank, being 
paid for automatically in many cases out of a special dividend 
to bank shareholders, so as to give them no choice as to whether 
they want to buy the stock or not. 

Steps are generally taken to assure permanent identical 
ownership of the bank and securities subsidiary. Sometimes 
this is achieved through printing the stock of the securities 
subsidiary on the bank stock certificate, so that they cannot be 
detached from each other. In other instances, the stock of the 

subsidiary is deposited with a trustee for the benefit of bank 
stockholders. 

The securities subsidiary of the bank has a number of ad- 
vantages because of its connection with a commercial banking 
institution. It can utilize the same quarters, and it has an 
excellent list of prospective customers in the clientele of the 
bank. On the other hand, large clients of the bank also fur- 
nish an excellent opportunity to obtain securities for distribu- 
tion, as the contacts have already been established to lead to 
such a transaction. An examination of the issues put out by 
the securities companies of the large banks will frequently 
show that they are to a great extent of firms which have been 
banking clients for many years. The bank is already so well 
versed with the affairs of its large clients that additional 
investigation is often unnecessary for putting out security 
issues, and there is less uncertainty as to the correctness of 

moeerchapau, Dp. 5. 
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its judgment. On the other hand, when a client is heavily 
indebted to a bank, the temptation is sometimes strong to shift 
the burden of carrying the debt to the public through the issue 
of securities by the subsidiary. 

Smaller banks, instead of doing a full-fledged security busi- 
ness, are often content to act as “dealers’’ in the narrow sense 

of the word. They sell securities offered by the larger city 
banks and investment houses, receiving the regular dealers’ 
commission on such sales. This avoids the necessity of tying 
up capital in securities pending their sales, and also practically 
eliminates the risk of loss. 

In addition to the commercial banks, a large number of stock 
brokerage houses have opened bond departments, and thus 
swelled the ranks of investment houses. Here also the desire 
has been to exploit further the connection made with clients 
in other ways. 

The efforts of stock brokerage houses to establish profitable 
bond departments have not been attended with success in every 
case. The reason for this is that the two activities do not 
in many instances fit into each other. Where the stock ex- 
change house is one of high repute, with many wealthy cus- 
tomers, the bond department may become nearly as important 
to it as stock trading activities, and membership in the stock 
exchange will facilitate such dealings in bonds. But many 
stock exchange houses have a reputation for prominence in 
speculative deals which does not help them in efforts to sell 
conservative bonds and preferred stocks on a low-yield basis. 
In the case of not a few stock exchange houses, in fact, the 

management is satisfied if the bond department “‘breaks even” 
financially, regarding the investment activities as worth while 

merely because they add to the prestige of the firm. 

Form of Investment House Organization 

The form of organization of investment banking houses 
shows wide variation at the present time. Originally, prac- 
tically all the firms were partnerships, in which the several 

members often possessed equal power. Most of the older firms 

retain this form of legal organization, and several of them 

have a dozen or more partners in the business. Where mem- 
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bership is desired in security exchanges, which generally admit 

only unincorporated firms, this form of organization is, in 

fact, compulsory. 
The corporate form of organization is now becoming in- 

creasingly common among investment houses. Perhaps the 

greatest advantage to be gained is limited liability for the 

principals of the firm who own its stock. A second advantage 
is more centralized organization. In a partnership it is dif- 
ficult in practice to curtail the powers of individual partners," 
but in a corporation there is a fixed hierarchy of officers, from 
the chairman of the board or the president down. The cor- 
porate form also permits the sale of stock to outsiders, for 
the sake of raising additional capital or interesting influential 
persons in the firm, without passing on at the time any share 
in the management of the business. This latter objective has 
also been attained in many partnerships through securing 
limited partners who have no voice in the business. However, 
it is necessary to conform to the legal requirements concerning 
limited partnerships in each state in which business is trans- 
acted, if such limitation of liability is to be assured in practice. 

As a result of the entry of the commercial banks and stock 
brokerage houses into the security distribution field on an 
extensive scale, a change in the typical form of organization 
of the investment house has been stimulated. It has further 
increased the number of incorporated organizations. On the 
other hand, brokerage houses going into this field, as well as 
many old-time investment houses who retain membership in 
large security exchanges, maintain the partnership form of 
organization, which, as has already been seen, is a necessary 
prerequisite for membership in these exchanges. 

Internal Organization 

Because of the great diversity in types among bond houses, 
their internal organization shows wide variance. The accom- 
panying chart depicts the actual organization of a typical firm 
doing a wholesale and retail business. Whatever the division 

*One large house has secured centralization of control by requiring each 
partner, on entering the firm, to give the leading partner an undated letter 
of resignation, which becomes effective on the latter’s acceptance at any time. 
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in responsibility among departments and individuals, practi- 
cally every bond house is organized for the functions of: 

1. Purchase of securities 
2. Sale of securities 
3. Trading in issued securities 
4. Statistical analysis of securities 
5. Mechanical handling of and accounting for the trans- 

actions of the firm 
In most investment houses, the departmental organization 

conforms fairly closely to these basic functions. The manage- 
ment of an investment house is also organized as a rule along 
these departmental lines. Where the corporate form of or- 
ganization is adopted, the department heads are frequently 
vice-presidents and directors. In this respect, investment house 
organization differs from that of most commercial banks 
where the board of directors consists chiefly of outside persons, 
and the operating officials are simply employees. In a partner- 

ship the different departments are headed largely by partners; 
while vital decisions, such as the purchase of new security 
issues or the adoption of general policies, which in a corpora- 
tion the board of directors would make, are made in confer- 

ences of the partners. The general factors governing the 
operation of each such department will now be discussed. 

Purchase of Securities 

The purchase of securities from the issuing company, either 
as member of an originating group or as dealer from other 
houses, is a difficult matter, especially under present conditions 
of intensive competition for desirable new issues. In originat- 
ing a new security issue, the investment banker exercises the 

important social function of directing the flow of capital into 
industry. He must, for his own protection, determine the 
ability of the applicant for capital to use investment credit 
safely and profitably, just as the commercial banker analyzes 
his customers’ statement to fix a safe “line of credit.” 

The work incidental to the origination of security issues is 
concentrated in the buying department. Here proposals for 

new offerings are received from many sources and put in 
definite form. Close contact is maintained with the statistical 
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department in the study of these proposals. In a number of 
houses, the statistical department is included in the buying 
department, or made auxiliary to it. The legal and other 
details of security buying are also handled in this department. 

The syndicate department, separately organized in many of 

the larger houses, handles the work involved in the organiza- 
tion of groups of investment houses to codperate in the sale 
of securities originated in the buying department. 

Usually the ultimate decision as to the purchase of new 
securities rests with an investment committee, consisting of 
several or all the partners of the bond house. This investment 
committee is the counterpart of the loan committee of the 
board of directors of a bank. It sifts out the desirable pro- 
posals from among the many applications for loans and stock 
sales coming to it. In a well-managed investment house, the 
decisions of the investment committee are based on a mass of 
data received from the issuing company, checked and supple- 
mented by the statisticians of the firm and associated engineers 
and accountants working under the direction of the partner 
in charge of the buying department.’ 

The question of the relationship between the investment bank 
and the corporation on whose behalf it has issued securities 
is important and interesting. In the case of the commercial 
bank the borrower, as is well known, submits a statement which 

is analyzed by the credit department of the lending institution, 
and then, if the statement is approved, funds are placed to the 
credit of the borrower. The bank is the holder of the paper 
of the enterprise, although it may and frequently does transfer 
this paper to some other institution, either through sale in the 
open market or rediscount. Sometimes, where the amount of 
money involved is large, some participation of the banker in 
the affairs of the borrower is provided. Because he is largely 
concerned with the liquidity of the borrower, as well as with 
his solvency, and because he frequently has a title to portions 
of the property of the borrower, the banker is sometimes even 
allowed a seat on the board of directors so that he may be able 
to keep track of what his customer is doing. In investment 

*For a fuller discussion of the technique of security-issue buying, see 
chap. xvii. 
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banking this close relationship is so general as to be well-nigh 
universal. The investment banker, intimately concerned as he 
is with the affairs of the corporation for which he has sold 
bonds, since the continued meeting of the obligation on these 
bonds is essential to the maintenance of the investment banker’s 
prestige, often takes such a voice in control as a matter of 
course. He demands a seat on the board of directors of the 
concern, and in some cases he even undertakes to prescribe its 
entire management. To assure this, he may acquire and hold 
a substantial stock interest.in the company. This kind of 
power over the affairs of the borrowing enterprise represents 
the correlative of the moral responsibility which he has assumed 
toward the holder of bonds or stock he has sold. 

Where this management function is well performed, it of 
course gives the buyer of bonds an assurance that the banker 
has knowledge of what is being done by the borrowing concern, 

and also of better management. This factor generally proves 

an important consideration in inducing the bond buyer to part 
with his money, and explains why investors have learned to 

place so much stress, in purchasing securities, on the character 
and reputation of the house of issue. 

The history of American business has hitherto been marked 
by a steady increase in the influence of the investment banker 
for these reasons. He now exercises a voice in the manage- 

ment of more individual business enterprises than ever before. 

The “entrepreneur” of the economists, who in traditional eco- 

nomic theory is supposed to bring together the “factors of 

production,” including capital, is a figure rapidly fading from 

the business horizon. In the railroad industry, with its aggre- 

gate investment of more than twenty billions of dollars, the 

executive is usually held closely under the thumb of the banker 

who has lent his name as issuer to the hundreds of millions 

of securities the company has sold to the public. In numerous 

industrial concerns, the banker element is dominant on the 

board of directors. Even in the public utility industry, where 

the technically trained engineer for a long time retained con- 

trol, the present period of widespread consolidation has resulted 

in bringing the banker into a more prominent place. 
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In a competitive society, rivalry between individual enter- 
prises results in a kind of natural selection and the survival 
of the fittest—financially. Hence, financial difficulties gen- 
erally mean that control of an enterprise is to shift from its 
promoters and executives to the bankers who are asked to 
supply new capital. The early history of the General Motors 
Corporation, involving two separate battles for control be- 
tween W. C. Durant, its executive head at that time, and a 

powerful banking group, ended, as most such struggles end, 
with the victory of the bankers. Similarly, the great packing 
house of Armour & Company fell under banking control when 
post-war financial difficulties hurt the fortunes of the con- 
trolling family. 

The investment banker gains in power not only through the 
misfortunes of business enterprises, but also through the death 
or retirement of their founders and chief executives. ‘There 
are many cases, such as that of the Vanderbilts and the New 
York Central Railroad, where family management gradually 
changes to banker management. The descendants of the 
founders of great family fortunes seldom care to lead the 
strenuous life of their forbears, and they then welcome the 

opportunity to shift the responsibility for the continued suc- 
cessful operation of inherited enterprises to some outstanding 
banking firm, with which they thereafter become affiliated in 
the control of the property. 

Sale of Securities 

The sales department is of the greatest importance in most 
bond houses. An efficient selling organization, through assur- 
ing a market for new security issues, gives the investment 
house a reputation which makes it a popular member of new 
offering syndicates, and thus facilitates the work of the buying 
department also. 

The sales department of an investment house consists of a 
corps of individual salesmen under the supervision of a sales 
manager. One large New York house reported in 1928 that 
it had more than 500 salesmen; smaller ones have only a few. 
These salesmen gather, through the years, customer lists which 
they are constantly trying to enlarge. In this way, the aver- 
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age client of the house deals only with one salesman, thus 
introducing a large personal element which is one of the out- 
standing characteristics of investment banking in this country. 
The strength of many an investment house is an adequate, 
trained and loyal sales force; and in the interest of efficient 
public service it is necessary that these salesmen, as far as 
possible, should do their work in the spirit of trustees for the 
investors’ interests. 

The bond salesman depends for his compensation in most 

cases primarily upon a commission on each bond sold, if the 
bond is one of a new issue of securities. He gets as a rule 

no return from turning in orders for securities already out- 
standing which must be acquired in the market. This system 
results in a steady pressure to sell new issues, and tempts the 

salesman to switch his customers out of securities they already 
hold and into new offerings. Many houses pay no fixed sala- 
ries in addition to these commissions, but allow older men a 

drawing account against future commissions. Others, recog- 
nizing the general good will brought to the institution by a 

salesman, give a substantial fixed salary which is paid regard- 

less of the commissions earned, and allow commissions on sales 

in excess of a minimum amount. 

The sales department is aided in many houses by an adver- 

tising department, which seeks to extend constantly the list of 
clients by mail, periodical and newspaper advertising. 

The Trading, Statistical and Other Departments 

In larger bond houses, the trading department assumes sub- 
stantial proportions. This is so because it must both purchase 

in the market many of the bonds sold by the sales force, and 

also get rid of a mass of bonds which are brought into the 

house by the latter as a by-product of present methods of bond 

selling, involving as it does frequent switching of investors 

from old issues into new. However, this department is gen- 

erally placed under the supervision of the sales or buying 

department. 

1Security selling is discussed at greater length and in more detail in 

chaps. xviii and xix. | 
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A new offering of securities is not necessarily ideal material 

for merchandising by the sales department. In fact, already 

outstanding seasoned bonds can often be handled more safely 

and with far less overhead, and therefore with larger profit. A 

- good trading department can pick up, either in the market or 

from large private or institutional investors, several hundred 

bonds of an issue which is recognized as selling too low. They 

can then be resold at a sufficient advance in price to make the 
operation profitable. 

The trading department is also kept busy disposing of bonds 
which clients have turned in, receiving in exchange bonds of a 
new issue which the firm is eager to sell. Frequently, a sales- 
man out to sell a new issue will be met with the cold reply that 
the investor has no funds available for investment at the mo- 
ment. But, if experienced, he will not be dismayed, for he 

can ask the investor to turn in some security he has, perhaps 
at a price somewhat above the market, and take in exchange 
the new issue on which a profitable commission is being paid. 
The trading department then faces the task of passing the 
bonds received in this way back into the market; and, if ably 
managed and if market conditions are not adverse, this can 
frequently be done by gathering substantial blocks of bonds 
in this way and selling them to some institution or other dealer 
at a small additional profit to the house. 

Another function sometimes performed by the trading de- 
partment is the making of secondary markets in issues origi- 
nally offered by the investment house. Finally, the trading 
department, or the trader attached to the buying or selling 
department, almost invariably handles the execution of com- 
mission orders for customers in securities which must be 
purchased in the open market. 

As a result of the activities of the buying, selling and trading 
departments, the investment house has a constantly changing 
volume of inventory. Many houses have sought to give uni- 
fied thought and control to this problem by stable nine an 
inventory committee composed of heads of each of these de- 
partments. This committee can then determine the wisdom 
of entering into new originations, the necessity for pressure 
on the sales department to clear the shelves of unsold issues, 
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and the policy to be followed by the trading department in 
adding to or reducing the stock of securities on hand through 
the market. 

The statistical department, when separately organized, serves 
the others with facts and figures required to reach intelligent 
judgments as to values. When a new financing proposal first 
arises, this department analyzes the company, the industry and 
the market for similar securities. It makes up a “circular” 
and gathers other data bearing on the issue, when the actual 
offering is made. It helps the salesmen in answering questions 
of prospective clients, and gives them additional data to 
push sales. It continually analyzes securities to guide the trad- 
ing department; and, finally, it prepares special studies and 
circulars used as part of mail-order and advertising campaigns, 
as well as press “‘releases.”’ 

The statistical department also acts as a service agency for 
the benefit of outside investors. A bond house of standing, 
especially one which advertises frequently, receives many gen- 
eral and specific inquiries which must be answered. These are 
turned over to the statistical department. In this way, con- 
tacts are established with investors. One device frequently 
used to further this development is to invite investors, both 
clients of the house and others, to send in their holdings ‘‘for 
analysis.” The list is then studied by the statistical depart- 
ment in the light of certain general investment principles, and 
exchanges are suggested, usually into issues sponsored by the 
house making the analysis and which it is seeking to distribute 
to investors. Furthermore, the list is retained and a permanent 
record of the customer’s holdings is thus secured. This can be 
used in selling him securities in the future by suggesting shifts 
from time to time from issues on the list into new offerings 
of the investment house. This is generally done by a salesman 
assigned to that particular account. 

The statistical department also keeps a record of bond re- 
demptions and, to a certain extent, of important developments 
affecting individual issues. This permits it to advise clients 
accordingly in timely fashion by form letters to small investors 
and, at times, special letters to large investors, thus giving them 
a large measure of personal service and at the same time put- 



36 INVESTMENT BANKING 

ting the house in a position to suggest specific exchanges and 

purchases of its securities. Competition among houses is rais- 

ing the standard of this service which investors are coming to 

expect. ‘ 

The accounting department of the investment house keeps 
the records of both security and money transactions. Cost 
accounting, auditing, budgeting and statistical analysis of 
records have not been carried far in this field, a study of typi- 
cal bond houses reveals. However, codperative studies are 
being made for the purpose of improving practice in this 
respect. Many houses restrict their bookkeeping activities to 
the “cage routine” involved in keeping records of cash and 
securities, the bookkeeping on customers’ accounts, and the in- 
come and balance sheet. Few have an auditor permanently 
attached to the organization, and budgeting of expenses is as 
yet not at all common. Sales data analysis to determine the 
average cost of selling bonds has been worked up in a few 
instances, as has also departmental expense analysis to check 
on the profitability of the important operating departments. 
Much remains to be done to bring investment house account- 
ing up to date." 

Finally, the investment house must build up an organiza- 
tion for the mechanical handling of securities. This involves 

a department for the receipt and safe-keeping of securities, a 
mailing department, and one for the handling of coupons and 
redemptions. This type of service, like the statistical service, 
is coming to be expected by customers in many places, as a 
result of keen competition in service among the houses. 

Branch Organization 

_ Investment banking is characterized by a far greater devel- 
opment of branch organization and activity than is found in 
commercial banking in this country. The American system 
of bank organization remains chiefly one of individual units, 
although in our large cities, as well as in the State of Cali- 
fornia, branch banking has made much progress. The high 
*See Report of Sub-Committee on Cost Accounting of the Business 

Problems Committee, Proceedings of the Investment Bankers Association 
of America, 1928. 
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degree of regulation and government control to which banking 
has been subjected has made it difficult to expand the activities 
of individual banks to cover a large area, although this has 
been accomplished to some extent through the formation of 
holding companies owning stocks of a number of individual 
banks. 

In the investment banking field, which has been regulated to 
a far lesser extent, the’same causes have not existed to localize 
the operations of the individual investment house. As a result, 
a number of the leading firms have branches in the principal 
cities from coast to coast, connected by telephone and leased 
wire connections so that they may be operated together to a 
large extent. Even the security subsidiaries of banks, such 
as the National City Company, have established a string of 
branch offices in a number of outside cities, and thus have been 

able to reach inyestors throughout the country with their own 
organization. 

Larger branches usually have a complete organization of 
their own along the lines outlined in the above discussion. 
This applies especially to the many houses which began busi- 

ness in some large outside city, like Boston or Chicago, and 
have since established offices in New York, which has gradu- 
ally become their most important center. Smaller branches 
retain a skeleton organization only, usually including a branch 
manager or assistant sales manager, a corps of salesmen, and 

a small accounting and cashier department, as the main office 
may be too distant to permit the handling of customers’ ac- 
counts there. Where branches are maintained within the same 
city, as is done, for example, by many New York houses, all 
bookkeeping and cash transactions may be concentrated in the 

main office. 
While the smaller branches thus largely restrict their activi- 

ties to the sale of securities, it has been found good practice to 
give each branch as much autonomy as possible, because of the 
varying tastes of investors in different regions. When the 
house is putting out a new issue, it is customary to invite 
branch managers to take on as much of it as they think can 
be sold within their territory, always having it understood 

that each branch will codperate as far as possible. Where 
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efforts have been made to assign arbitrarily a certain quota to 
a branch, results have frequently proved disappointing. 

Not only do the investment houses expand their field of 
operation through branches, but they also send out salesmen 
to cover smaller towns and even rich rural districts. These 
out-of-town salesmen give investors residing within a radius 

of, say, 200 miles of the city in which the office is located, a 
direct personal service and the opportunity to do business with 
a leading house. As the larger houses thus expand their 
activities geographically, they constitute strong competitors of 
the local houses and banks who seek to sell securities in their 
own territory. However, this competition doubtless has raised 
the standards of the business in the smaller towns, and as such 

has generally been a desirable development from the point of 
view of the individual investor. Efforts to impede such out- 
side competition in some states through discriminatory blue- 
sky laws are discussed in Chapter XXII. 

Financing the Investment House 

In studying the financial problems facing the investment 
banker, we shall take as a typical house a relatively small firm 
doing both an issuing and a selling business. The largest 
houses have such powerful banking connections and financial 
resources that the same considerations do not always apply to 
them. The smallest houses, because they seldom purchase 
securities outright for resale, have few and simple financial 
needs. 

The capital of the investment banker is usually a definitely 
contributed sum, which should be in some substantial propor- 
tion to his average outstanding liabilities, actual and potential. 
It is quite true that a good many investment bankers regard 
themselves as being virtually in the brokerage business, and 
so are disposed to think that they can “get along” with prac- 
tically no capital at all, provided they have good opportunities 
for borrowing at banks. This is not as hazardous as it is in 

the case of the commercial banker, who, a hundred years ago, 

often undertook to set up a business in this same way. The 
lower degree of hazard, however, is due merely to the fact 
that the same insistence on immediate cash payment of liabil- 
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ities, such as deposits and note issues, does not exist. The 
internal risk involved for the enterprise itself is not less in 
one case than it is in the other. An investment banking house 
should be adequately capitalized, and its capital should be paid 
in, before beginning business. 

The capital of the investment banking house is of course 
invested in some small degree, just as in the case of the com- 
mercial bank, in equipping the institution and obtaining a 
definite headquarters for it, either through purchase or rental. 
Whatever this outlay may be, it is generally a small percentage 
of the total capital, and should be regularly reduced by writing 
off until it has been cut to a nominal amount. After provid- 
ing for working capital to be used in current running expenses, 
overhead outlays, developmental work and the like, the re- 
mainder of the capital originally contributed constitutes the 
fund which the concern. has in hand for the purpose of buying 
securities for sale and guaranteeing the fulfillment of obliga- 
tions it undertakes to those who wish it to issue or underwrite 
securities. The fund so engaged is not only an evidence of 
good faith and the basis of the concern’s business, which to a 

corresponding extent relieves it of the necessity of borrowing, 

but it represents a guarantee to customers that the concern is 

responsible, and that even though it may incur some losses 
in the natural conduct of its business, it will be able to write 

them off. 
We may most clearly explain the methods by which the 

investment banker finances himself by taking the case of a 
house which has embarked upon the business of floating a loan 
on behalf of a corporation. It may be assumed that the free 

or available capital of the investment banker is $1,000,000, 

and that he has been asked to float an issue of $1,000,000 in 

bonds on behalf of some industrial enterprise. It is evident 

that he is theoretically able, making no allowance for his cur- 

rent necessities for running expenses and so forth, to take 

up this issue and hold it in his portfolio. He may, in other 

words, make the loan himself, resorting afterward to the sale 

of the bonds to others with such commission or profit to him- 

self as he may see fit. If now he finds it convenient or profit- 
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able to dispose of only $750,000 of the bonds, he will be in the 

position of carrying $250,000 himself out of his own capital, 

or, in other words, he will have subscribed to a quarter of his 

own issue. As a matter of fact, most investment bankers do 

not like to do this, and they see a lack of success in an opera- 

tion which has left them with a substantial residuum of bonds 
or other securities that are not sold. If the investment banker 
does succeed in selling the entire issue, his capital has served 
simply to enable him to make the needed advances to the bor- 
rower pending sale of the securities to the public. As he is 
bringing out successively or simultaneously a number of issues, 

his capital may be almost entirely engaged in carrying the» 
temporarily unsold portions of each issue, thus avoiding to 
that extent the necessity of calling upon banks for extensions 

of loans. 

Use of Bank Credit 

As a matter of fact, most investment bankers are unwilling 
to take over the placing of issues which in the aggregate equal 

only their own capitalization. The work and detailed investi- 
gation involved do not warrant them in undertaking transac- 

tions on which the turnover is no larger than their own 

contributed capital. Accordingly, they are inclined to seek 
the assistance of commercial banks for the purpose of obtaining 

advances which will practically carry for them the outstanding 

unsold issues in which they have participated. They thus 

become perennial or semi-permanent customers at banks, and 
they look to the latter to furnish the means necessary to the 
conduct of a large volume of business. In such an event the 

capital, originally paid up and deposited in cash with bankers, 
constitutes a fund which merely supplements the much larger 

volume of credit which is secured by loans—mainly collateral 
loans on securities purchased—from the banks. 

Enough has been said of the theory of the investment bank- 
ers’ issue and loan operations to make it clear how their capital 
is used and to indicate that it may be engaged either in actually 
buying securities for sale, or in establishing a basis for credit 
with the banks, such credit being advanced primarily on the 
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security of deposited collateral, upon which a high percentage 
of the market value is usually loaned. 

The use of bank credit is the first important way in which 
the investment banker enlarges the scope of his operations 
beyond the limit allowed by his own capital resources. An 
equally important expedient is the formation of syndicates of 

bankers, who through codperation among themselves are able 
to reduce the liability of each on any one transaction and 
vastly speed up the process of distribution to the public by 
letting each sell only a relatively small portion of the issue to 
his clientele. This codperation among individual houses on 
individual loans, which exists in commercial banking in only a 

rudimentary degree, is discussed fully in Chapters XVII and 
XVIII. 

The investment banking house runs the constant risk of 
having its liquid capital tied up because of the failure of the 

public to take new issues of securities after they have been 
acquired and paid for by the investment house. The smaller 

house can frequently get aid from the larger ones, the big 

organizations often aiding dealers by taking back when the 

market becomes bad bonds which had been allotted the latter. 
This fills up the shelves of the large houses, of course, and 

may at times strain even their facilities. 

The large houses, moreover, generally have excellent banking 

connections, and they can expand their capital easily by the 

expedient of collateral loans. On the other hand, the. banks 
will not usually lend more than 80 to go per cent of the value 

of even the highest grade bonds to them, so that great capital 

resources are needed in order to maintain the firm in a liquid 

condition and permit it to take advantage of new investment 
opportunities as they come along. Very few investment houses 

which are honestly run get into financial difficulties, provided 
the banking situation is normal, because of the relatively small 
amount of their own capital needed in relation to the size of 

their undertakings. However, where the investment house 

retains large interests in the companies which it finances, and 
where it carries out a number of private deals which do not 
involve public financing in the first instance, such as reorgani- 
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zations and mergers, the house must frequently have command 

over several millions of its own free capital at all times. 
While investment houses practically never make their state- 

ments public, neither balance sheet nor income account, indica- 

tions are that the large organizations utilize from $10,000,000 

to sums in excess of $100,000,000 of their own capital, in 

addition to what is borrowed from the banks.1. This can be 
judged from details concerning the estates of investment bank- 
ers as filed in surrogate courts, and from the amount of capital 
invested by commercial banks in securities subsidiaries. Thus, 
the National City Company, the largest investment house in the 
country from the point of view of volume of sales, had in 1929 
a capital of $50,000,000 and a substantial surplus, but no 
statement was available outside of these figures, so that the 
total assets could not be learned. When the Bank of America 
of New York merged in the same year with the old investment 
banking house of Blair & Company, Inc., a house regarded 
as being only of moderate size, the value of the capital of the 
latter was placed at more than $60,000,000, and its owners 

actually received stock of the bank having a market value in 
excess of this sum for their company. Small local dealers 
exist whose capital probably does not exceed $10,000 to $20,- 
ooo. It is unfortunate that no publicity is given statements 
of investment banking houses, for the public cannot gauge their 

financial strength, as can be done for banks from statements 
required by governmental regulating authorities. 

A way of cutting down the amount of liquid capital which 
an investment house must possess has been recently evolved in 

the investment trust. Many investment houses are forming 
such organizations to aid them in distributing securities, as 
their assured participation in new offerings reduces to that 
extent the possibility of the investment house tying up its own 

liquid capital in any one undertaking. A fuller discussion of 

*In California, the Investment Dealers Audit Association has been formed 

by investment houses, and once each year a complete detailed financial state- 
ment is submitted to a firm of accountants by members. ‘This report is 
held confidential, however. Blue-sky laws also generally require the sub- 
mission of financial statements by dealers seeking to be licensed, as shown 
in chap. xxii. 
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the investment trust in relation to the investment house will 
be found in Chapter IV. 

Summary 

The origination and distribution of security issues, the basic 
functions of investment banking, are carried on chiefly by spe- 
cialized institutions called investment houses. These firms, 

organized mostly as private banking houses, specialize among 
themselves to a large extent, some stressing wholesaling or 
retailing in their activities, while others restrict their activities 
to specific classes of securities. The ranks of the investment 
houses have been swelled, furthermore, by the addition of se- 
curity companies or departments of commercial banks, and by 
many brokerage houses which have opened what are called 

“bond departments,”’ devoted to new security offerings. 
The departmental organization of the investment house con- 

forms as a rule to its chief functional activities. Houses which 
engage in originating new security offerings have a buying 
department which receives and studies proposals for new financ- 
ing, and prepares them for sale. The work of distribution rests 
with a sales department, the nucleus of which is a corps of 

salesmen working largely on a commission basis. Advertising 

is assuming a growing role in supplementing the activities of 

the salesmen. A trading department is generally maintained 

to handle purchases and sales for the house and its clients in 
the open market. The accounting, security handling and other 

operating departments are organized separately. 
Looked at from a broader viewpoint, this type of institution 

appears admirably appropriate for expanding the number of 

investors and building up a wider capital market in a rapidly 

growing country in which investment is a relatively new popu- 
lar activity. The stress upon the sales problem means that the 
investment house is organized primarily as a merchandising 

institution. There are certain aspects of this system which are 

not altogether desirable. For one thing, the individual sales- 
man seeking his commissions is not always an impartial advisor 

to his client. Secondly, the aggressive sales and advertising 
efforts of the many investment houses lead to great duplica- 
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tion of effort and much useless switching from old to new 

issues. 
While the investment house is the central factor in the flow 

of long-term capital from investors to corporations and govern- 
ments, it is concerned primarily with new issues of securities 
as they appear. But new security offerings appear at any one 
time only in small amount compared to the total volume of old 
securities already outstanding. Those who own already out- 
standing securities, the total amount of which is estimated to 
be well in excess of one hundred and fifty billion dollars, often 
wish to sell them, while others may wish to purchase them, 
either for long-term investment or for speculation. Accord- 
ingly, the brokerage house, which performs this function’ of 
buying or selling securities as agent, has assumed an important 
role in the investment banking business; and in the following 
chapter the characteristics of the brokerage business are dis- 
cussed. 
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Chapter III 

FACILITATING INSTITUTIONS—BROKERS, DEALERS 
‘AND THE STOCK EXCHANGES 

The Need for a Securities Market 

Because investment is furidamentally a long-term commit- 
ment of funds, one of the greatest problems it gives rise to 
is the creation of a market where the individual investor, who 

buys from the investment house described in the preceding 
chapter, may dispose of his securities at will. A buyer of bonds 
with, let us say, a maturity of fifty years is almost certain to 
wish to dispose of his holdings long before this period has 
elapsed. He may need the money for other purposes, or he 
may wish to sell them and invest the proceeds in something else. 
He may die, and the executors of his estate will want to liqui- 
date his investments in order to carry out the provisions of 
his will. 

The quality of being readily salable without substantial loss 
in value is termed marketability. This exists where the price 
offered for a security is not much below that at which it can 
be purchased at the same time. Every investment that has any 
apparent value has this quality to some degree, as may be seen 
from the daily reports of the security auction houses, where 
securities wholly unknown even to the banker are bought and 
sold for a consideration. But there is a wide difference between 
marketability in the highly uncertain market of the auction 
room and marketability on an organized exchange, where the 

execution of the orders of millions of buyers and sellers results 

in the maintenance of a close market in which billions of dollars 
of stocks and bonds may be turned over with little effect on the 

market price. 
It is the existence of this organized securities market in the 

background which has made possible the growth of the invest- 

ment houses described in the preceding chapter, houses which 

45 
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purchase some ten billions of new securities annually and find 

a ready market for them among all classes of investors. These 

investors buy so freely only because the bulk of the securities 

offered are readily marketable, so that they can liquidate the 

investment when the need or desire arises. Furthermore, this 

market has facilitated enormously the direct sale by corpora- 
tions of their own stock to shareholders for the same reason. 
Marketability in the field of investment banking is the counter- 
part of liquidity in commercial banking. 

From the social point of view, the benefits derived from a 
securities market, including brokers and the stock exchanges, 
are enormous. When business activity of any kind is carried 
on by numerous small and little-known enterprises, the cost 
of securing capital is often high, and at times so exorbitant 
as effectively to prevent expansion. It is only when the large- 
scale corporate organization is adopted, and securities become 
widely known, that a market can be created for the raising of 
large amounts of additional capital at low cost. Doubtless the 
ideal form of business organization, for the purpose of financ- 
ing at lowest cost, is the amalgamation within every line of 
activity of all enterprisers into a few powerful companies whose 
bonds and stocks are listed on the stock exchange, which would 
then reflect in the value of its listed shares substantially the 
whole material wealth of each country. This ideal is doubtless 
being approached in many countries. Professor Pigou esti- 
mated in 1918 that 60 per cent of English wealth was repre- 
sented by securities. In the United States, the proportion is 
much smaller, despite the general trend evidenced in recent 
years toward consolidation and the capitalization and public 
issuance of securities against all kinds of companies of even 
relatively small size and in highly specialized industries. There 
are about $150,000,000,000 of securities outstanding in this 
country—two-thirds of them listed on the New York Stock 
Exchange—while the aggregate national wealth is usually esti- 
mated at about $410,000,000,000. Thus, about 37 per cent of 
the national wealth of the United States is represented by se- 
curities, according to these very rough estimates. 

The organization of a market for already issued securities 
predates the birth of our investment banking houses. The 
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reason for this is that it was customary for governments and 
large enterprises to sell their securities directly to investors 
before the practice of underwriting their sale by bankers led to 
the formation of investment houses as middlemen. The sale of 
Revolutionary War bonds and the formation of banks during 
the last two decades of the eighteenth century first created an 
investing class, and to serve them individuals here and there 
set up in business as brokers. 

The typical stock and bond broker differs from the invest- 
ment house or securities middleman in that he has no dealings 

with the original issuer of securities. He stands between 
investor and investor. He does not as a rule acquire title to 
the security, but acts merely as agent for the buyer or seller 
and gets a commission for his services. At times, however, he 
may choose actually to buy a security outright from the seller, 
and then sell it in his own right to the buyer. When he thus 
acts as a principal, and actually acquires title to the securities 
in which he deals, he is said to “take a position,” and may 
more properly be called a dealer than a broker. 

Security exchanges are merely aggregations of brokers, who 
build up machinery which permits them to trade readily one 
with another at a single place. The security exchange, like the 
security broker, grew up as the counterpart of the brokers and 
exchanges already developed for the trade in corn, slaves and 
other staples. These slave and commodity exchanges have ex- 
isted in commercial centers since ancient times. 

Types of Brokers and Dealers 

A. broker executes an order in the character of agent for a 
principal. A dealer buys and sells securities on his own ac- 
count. In the former case, the broker does not take legal title 
to the securities; in the latter, the dealer owns the securities 

he buys and sells. 
Where a securities market has been fully organized, the 

broker predominates. Where trading is still carried on in 
relatively informal fashion, and the number of buyers and 
sellers is not large, those who create a secondary market often 
act in the capacity of dealers. Unless they are willing to do so, 
it may prove difficult to find bids for and offers of the less 
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active sectirities at any one time. The lack of adequate trading 

machinery for bringing buyers and sellers together, and the ° 

desire for a larger profit on each transaction because of the 

small volume of turnover, further explain this tendency. 

A compilation made in 1927 showed that there were about 

7,600 security brokers and dealers in this country, of whom 

the great majority were interested in making a secondary mar- 
ket for securities of one kind or another. Only a fraction of 
these specialized in the highly articulated type of brokerage 
business connected with operations on a stock exchange. How- 
ever, the stock broker who is a member of the New York Stock 

Exchange, and often of other exchanges as well, is by far the 
most important cog in the machinery for creating a secondary 

market for securities beyond the new issue stage. This type 
of broker stands ready to buy or sell securities through these 
exchanges, and in accordance with their rules, receiving uni- 

form commission rates fixed by the exchange authorities. The 
large brokerage houses, like other successful financial institu- 
tions, have expanded the scope of their activities beyond the 
mere purchase and sale of securities for a commission. They 
have developed bond departments, which are usually miniatures 
of the investment banking houses discussed in the previous 

chapter. Many of them do business on commodity exchanges 
also. 

A very important feature of the service of the brokerage 
house belonging to the large exchanges is the arrangement of 
margin transactions, where the buyer of securities merely pays 
a fraction of the purchase price, the broker arranging to borrow 
the rest from a bank, giving the securities so purchased as 
collateral. In this respect, he acts as an agent for the buyer 
in arranging a bank loan. Another special function of these 
stock brokers is to arrange short sales. In this instance, the 
broker sells securities for a client who does not possess them, 
but who expects they will decline after a time, when he will 
he able to buy back at a lower price the securities he has sold. 
The broker arranges to borrow the securities sold short from a 
third party in order to deliver them to the purchaser. The 
diagram in Fig. 3 explains a short sale. 

There are 1375 members of the New York Stock Exchange, 
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of whom over 500 have offices in the financial district in New 
York City. The remainder are out-of-town houses and indi- 
vidual traders. A dozen of the leading brokerage houses gen- 
erally account for the bulk of the orders which are exercised on 
the floor of the stock exchange. 

The investment houses discussed in the preceding chapter 
also do a large volume of brokerage business in most cases. 
Although primarily interested in selling securities which they 
themselves originate, they are compelled to execute orders for 

other stocks and bonds, at the established uniform commission 
rates, in order to give their clients a complete service and so 

ENDING 
BROKER 

SHORT Selling order Ae 

SELLER for Stock 

Stock Stock 

== Stock 
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; Fic. 3. Di1acRAM ILLUSTRATING A SHorT SALE. 
The short seller orders his broker to sell stock he does not owh, expecting 

a decline in price and an opportunity to buy back at a lower figure. The sale 
is made on the floor of the exchange to another broker representing the 
security buyer. The seller’s broker then borrows stock from another lend- 
ing broker, and delivers it to the buyer’s broker. The lending broker happens 
to be carrying this stock for a customer. The lending broker makes a 
loan of the stock against the deposit of cash which the short seller’s broker 
has received from the buyer’s broker. 

retain their patronage. Some of these houses belong to the 
large exchanges, while others do their exchange business 
through other brokers. This function is performed, as has 
been seen, by the trading department of the investment house. 

While the bulk of stock trading takes place on the exchanges, 
the same cannot be said of dealings in bonds. There are many 
dealers in the bond market whose chief function is to buy and 
sell large blocks of issued bonds, both listed and unlisted. It 
has been estimated that the transactions in bonds on the New 
York Stock Exchange, the one important organized bond mar- 
ket of the country, represent perhaps Io per cent of the total 

Beis? 
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sales of bond issues listed on the exchange. The bulk of the 

sales are made by large financial institutions directly through 

brokerage and investment houses acting as bond dealers. An 
insurance company wishing to dispose of a block of 1,000 
bonds of $1,000 denomination would probably find the stock 
exchange a very poor market for so large an offering, since here 
there are no speculators ready to pick up large blocks of securi- 
ties at small concessions in price. But a bond dealer who 
knows of many savings banks and insurance companies ready 
to take these bonds in large blocks at a uniform price can make 
a good profit by buying them at, say, 97% and selling them at 
9734. This profit of $2,500 can frequently be earned in a few 

minutes of telephoning by a well-placed bond dealer. 
There is also a large group of brokers and dealers who 

specialize in making a market for securities listed on no ex- 
change. This market is referred to as the unlisted or over- 

the-counter market, because business is transacted within the 

office and “over the counter” of the individual broker or dealer, 

rather than at a central organized trading place known as an 
exchange. A more correct name under present conditions 
would be the “over-the-telephone” market, for the great bulk 

of the orders are consummated by phone calls from house to 

house. In over-the-counter trading dealers predominate, for 

the market is often too narrow to make it practicable for a 

buyer and seller to be brought together through the intermedi- 
ary of the broker. 

Organization of a Brokerage House 

Every firm registered as a member of the New York Stock 
Exchange must adopt the partnership form of organization in 
order to insure unlimited liability for the protection of cus- 

tomers.’ The partnership consists of a group of individuals 
who contribute varying sums to constitute the initial capital of 
the business. An important part of the capital goes to buy 
one or more seats on the New York Stock exchange, and as 
*The liability of inactive partners may be limited by forming a limited 

partnership. To gain such limited liability for the special partnership, it 
must be registered as such. See GeRSTENBERG, C. W., Financial Organization 
and Management, pp. 49-50. 
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many other exchanges as the firm decides to do business upon. 
The rest of the money goes into furniture and fixtures for the 
brokers’ quarters, and into bank accounts, usually in several 

leading institutions, to facilitate its ordinary business. Owing 
to the high cost of exchange seats, most brokerage houses now 
require capital of upward of a million dollars, and several 
utilize many times that amount. 

The organization of a typical stock exchange brokerage 
house is shown in Fig. 4. The same essential principle of 
organization is used generally, although individual firms show 
wide variations in accordance with the peculiar features of 
their business. It will be seen that brokerage house organiza- 
tion follows functional lines. The several departments may 
be grouped, according to function, into six divisions: 

ORGANIZATION OF A BROKERAGE HOUSE 

BOARD MEMBERS OFFICE MEMBER CUSTOMER MEMBERS 

2p ate invade Vigra 
iiawe Offices 

Order 1 ae Customerg' 
| Department Men 

Clearing House 
Department 

Statistical 
Department 

Accounting 
Department 

Cashier’s Margin 
Department Clerks 

Relations with customers 
Handling of orders 
Handling of securities 
Handling of cash and collateral loans 
Records 
Statistical 

1. Relations With Customers.—This function of the firm 
is usually under the direction of one or more of the partners. 
These latter may have special connections with large financial 
interests or with stock market operators who provide the firm 

SAR folly gc a 
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with a great part of its business. As the cost of executing an 

order for several thousand shares is not much greater than that 

of executing one for ten shares, several big accounts may pro- 

vide the house with the major portion of its profit. 
In addition to one or more partners who establish relations | 

with the customers of the firm, the larger brokerage houses 

have a number of customers’ men, the counterpart of the sales- 
man in the investment banking house. The customers’ man 
receives orders to buy and sell securities, by personal call, tele- 
phone, telegraph or mail. He may, if he wishes, advise his 
customers, and the latter, being composed in large part of 
speculators, are usually quite avid for “tips.” The New York 
Stock Exchange forbids the payment of a commission to cus- 
tomers’ men based on the volume of business transacted, in an 

effort to make the latter a disinterested adviser. But, in fact, 

records of the business brought in by each customers’ man 
are carefully compiled by most houses, and those that fail to 
obtain sufficient orders either are dropped or have their salary 
reduced, while those with a successful record enjoy correspond- 
ing increases in remuneration. 

The customers’ man is an important cog in the stock trading 
machinery. Through his hands pass the bulk of orders from 
the smaller investors and traders to buy and sell stocks listed 
on the big exchanges. Usually only the larger clients deal 
directly through partners of the firm. If the customers’ man’s 
advice is interested, serious loss may ensue. Those wishing 
to induce public buying of individual issues sometimes try to 
do so by bringing influence to bear on the customers’ man, 
through giving him what passes as “inside information” and, 
none too seldom, through permitting him to benefit directly or 
indirectly from an advance in the price of stock. This can be 
done by placing a number of shares in his name, although he 
makes no payment, or by giving him an option to buy the 
stock at a fixed price, known as a “‘call.”” Fortunately for the 
public, these practices, once rather widespread, are now gener- 
ally frowned upon by many customers’ men and by the mem- 
bers of the firms employing them. In fact, as public knowledge 
of securities grows, the customers’ man tends increasingly to 
become a mere agent for receiving buying and selling orders, 
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rather than to advise. The advice-giving function is then left 
to the trained men of the statistical department. 

The bulk of the business of the brokerage house is done on 
a margin basis, although a substantial volume of orders may 
also be executed on a full-payment or cash basis. A margin 
account is one in which customers may buy securities with a 
fractional cash payment, the balance being borrowed from a 
bank by the broker. Thus, a customer who buys 100 shares of 
Union Pacific at 200 owes the broker $20,200 for this trans- 

action, including the commission. He may be expected to 
deposit only 20 per cent of this amount, or $4,040, while a 
loan is made at the bank for the balance, the loan being secured 
by the deposit of the stock certificate as collateral. 

2. Handling of Orders.—Orders received by the customers’ 
men take several forms. They are: 

1. Market orders: These are executed immediately at 
the best price obtainable at the time the order reaches the 
floor of the exchange. 

2. Day orders: Such orders are automatically canceled 
if not executed during the day in which they are placed, 
at the price stated. All orders are day orders unless other- 
wise specified. 

3. Good until countermanded (G.T.C.): Orders of this 
kind remain valid until either executed at the price stated 
or canceled by express order of the customer. 

4. Good this week (G.T.W.): Such orders are auto- 
matically canceled if not executed by the close of business 
on Saturday of the week in which the order is placed. 

5. Good this month (G.T.M.): These orders are auto- 

matically canceled if not executed by the close of business 
on the last business day of the month in which the order 
is placed. 

6. A “stop-loss” order is one which becomes an order 
to buy or sell at market, as the case may be, as soon as a 
certain named price has been reached by the stock. 

The order department is responsible for keeping files of 

these various orders up to date, as an error may be costly, and 

prove a source both of monetary loss to the firm and serious 

friction with the customer. 
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The orders are executed by the floor members and the order 
department. The orders are turned in by the customers’ men 
and through other channels to the order clerks, who send them 
in by telephone to the floor of the exchange. There the orders 
are executed and reports of them are immediately telephoned 
back to the office. A record of each order is then sent to the 
clearing house department, which arranges the actual transfer 
of the stock certificates; to the report department, which sends 

a confirmation to the customer through the mails, and to the 
accounting department, which makes the necessary entries on 
the books of the firm. The accounting department, in turn, 
quickly notifies the margin clerk, whose sole function is to see 
that the individual accounts of clients are adequately protected 
by deposit of sufficient cash and securities. 

3. The Physical Handling of Securities—This is the work 
of the clearing house department, so called because the bulk of 
the work attached to this task has been enormously simplified 
through the organization of the Stock Clearing Corporation 
of the stock exchange. The exchange clearing mechanism 
will be described presently. Attached to this department is a 
fleet of runners, who carry securities and checks hither and 
thither in the financial district as the business of the firm 
requires. 

4. The Handling of Cash_—The cashier’s department is re- 
sponsible for the handling of cash. By handling receipts and 
disbursements, the cashier knows at about 2.15 P.M. of each 
day the approximate money position of the firm, and therefore 
the amount of new loans needed or the number of loans which 
can be paid off. Accordingly he, or a subordinate loan clerk, 
arranges to borrow money, generally using customers’ securi- 
ties as collateral, or to call loans which he is able to pay off, 
thus reducing the interest charges which the firm must pay. 
The cashier’s department also has jurisdiction over the securi- 
ties in the possession of the firm, keeping a record of each 
certificate received and delivered, thus supplementing the work 
of the clearing house department in the physical handling of 
securities. The margin clerk is often attached to the cashier’s 

department, and his approval is required before a client can 
withdraw cash or securities from his account. 
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5. The Handling of the Records——This is the work of the 
accounting or bookkeeping department, although in many firms 
this work is placed within the jurisdiction of the cashier’s 
department. Not only are the accounts of customers and the 
firm itself kept here, but also the records of payment of inter- 
est and dividends on customers’ securities, and the accounts of 

branch offices. 
6. The Statistical Department.—The statistical department 

of a large brokerage house does more than the name implies. 
It not only serves the present customers of the house, but it 
also seeks to gain new ones through giving service to prospec- 
tive clients and through advertising. 

The direct service given by the statistical department takes 
many forms. The most characteristic is the market letter, 
a daily sheet discussing market trends and individual se- 
curities. In their efforts to avoid committing themselves 
as to the actual trend of events, many market letter writers 

have gained a reputation for proverbial tergiversation. In 

addition, individual securities in which the brokerage house 

may or may not have a special interest are described in circu- 

lars, booklets and, during trading hours, ‘‘flashes.” A “flash” 
is a short statement on an individual stock or group of stocks 
advising immediate action, and it goes out over the wires to all 

the offices and correspondents of the house, and at times to 
its chief clients. 

The work of the statistical department is made the basis 

of the firm’s bids for business from new clients. The literature 
described is sent by mail to selected lists of prospective custom- 
ers, and to the newspapers for possible quotations. Also, the 

advertising of most brokerage houses is built around the sta- 
tistical department, the typical advertisement of many such 
houses consisting of invitations to inquire for circulars or let- 
ters which have been prepared on specific topics or securities 

of general interest. 
The statistical or service department also handles inquiries 

from clients and others on individual securities. The direct 

personal service thus given often proves an important builder 

of new business. 
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Financing the Brokerage Business 

It has been estimated that during the year 1928 alone the 
value of securities traded in on the New York Stock Exchange 
was in excess of one hundred billion dollars. The brokerage 

house must possess a substantial amount of capital to gain the 
confidence of the banks and thus secure the credit needed for 
effecting this turnover, and it must also finance the expenses of 
its own organization. 

The average stock exchange house includes three types of 
partners: floor members, business getters, and moneyed men— 
the latter to supply the capital. This capital may be in the. 
form of cash or securities. Often only the use of securities 
is contributed, equitable title to the securities remaining with 
the contributor, who also receives interest and dividends as 

paid. Whether cash, securities or merely the use of securities 
is contributed, the result is the same; the firm has working 
capital with which to facilitate purchases and sales of securi- 
ties, cover part of the balance due over and above customers’ 
margin in the unusual cases when this is necessary, take posi- 

tions in stocks and, in many cases, engage in the flotation of 

new issues from time to time as an investment house. 

However wealthy the firm, the capital contributed by the 
partners is usually only a small fraction of the working capital 
used in the business. The bulk of the capital comes from 
loans. New loans are frequently secured in the first instance 
as a “day loan accommodation” or “clearing loan” from the 
bank. Checks against this loan are paid out through the day as 

needed in the firm’s business. These advances, sometimes 

termed over-certifications or note-accommodations, are loans 

paid the same day they are made. No interest was charged by 
the banks on such advances until recently, but now one per 
cent is charged. A brokerage house usually leaves its un- 

secured note with the bank to cover such advances from day 
to day as they are made. Such loans are granted by a bank 
as an accommodation to a brokerage house customer, and in 

return the brokerage house leaves a fair-sized balance with the 

bank. For a firm that gets day loan accommodation up to 
$1,000,000, it is customary to leave an average balance of 



1 

FACILITATING INSTITUTIONS 57 
$70,000. Very large houses will keep such accounts in several 
banks. 

These accommodation loans are never carried overnight, and 
are expected to be paid up by 3 o’clock of the day in which they 
are contracted. By that time, the loan clerk of the firm knows 
what receipts have come in and therefore how large his over- 
night requirements are going to be. He can then adjust his 
collateral loans accordingly. Carrying such loans until 4 
o’clock may entail a penalty charge by the bank, such as one 
day’s interest at the full call money rate. 

The loan clerk arranges in the afternoon to borrow as much 

money as is needed to repay the accommodation loan and make 

-any other payments due. Under normal conditions, about one- 

half of his borrowings will be call loans, and the other half 
time loans. This will vary, however, according to the interest 
rate on the two types of loans. The rate on time loans usually 
is lower than on call loans, and furthermore it is immune, 

during the period of the loan, from the sharp flurries which 

characterize the call loan market. On the other hand, a sudden 

influx may depress the call rate well below the time rate.’ A 

fuller description of the collateral loan market will be found 

below in Chapter X. 
The brokerage firm, like the investment house, is free from 

the necessity of periodically making public its statement of 
condition and subjecting itself to rigid government regulation, 

as is the case with commercial banks. Therefore, the public 

is necessarily in the dark as to the condition of any specific 

firm, although periodic statements are required of brokers by 

security commissioners in many states, and by the New York 

Stock Exchange of its members. 
One brokerage house in 1929 broke precedent and sent a 

statement of its condition to its customers. This statement 

indicates the large volume of business a broker can do with 

a relatively small capital of his own. The statement follows: 

1In times of high interest rates, such as 1928-1929, time loans become 

of negligible importance because they are not exempt from the operation 

of the usury law. 
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Assets 
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Captish 2 230-08) Fis cient pee ena ere wa tee $ 2,610,980 
Undivided isunpl uss sf yacitem anes suetort dears rars 576,543 
Bankeloansi payable Gyrvmncmcman cri anit 23,642,000 
@ustomersucreditabalancesmae eerie tree EE 100% 5 72 
Customers’ short commitments............. 558,206 
pectritiesal oaried Wy eee Neree e cee nee ier 3,044,700 
SOUS HO) EOS Sanchucacadagoencosoee 710,670 
Accounts with Other PFOKeEIrS je ssa se sie ee 557,590 
Commissions payalleme career treet 8,629 
HN TILErESt wa metctaineye cms ete crete colar tore te 70,778 
RESELVE. aeicietnde Sees cina Hie at dees bi eaters 88,455 

OAL eae. tener tier acta erent neta eee $33,029, 209 

It will be noted that the bank loans of the house, together 

with credit balances due customers and securities loaned to 
short sellers who turn over cash as collateral, aggregate about 
eight times the capital and surplus of the broker. It must 
be borne in mind in connection with statements of this kind, 

however, that they do not reflect the real position of the firm. 
The real protection against difficulties lies in the value of the 
securities held for customers, against which they owe the firm 
$30,586,603. If this value remains largely in excess of the 
debit balances of the customers, the position of the house is 
not endangered even if its own capital is negligible. The size 
of this margin of excess value depends on the rigidity of the 
firm’s margin requirements. 
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Sources of Income of the Broker 

The brokerage business, like any other business enterprise 
in a capitalistic order of society, is operated to earn a profit. 
Brokerage house expenses are large. First, there are the ex- 
pensive quarters which most of the larger houses maintain in 
the financial districts of New York and other important cities. 
Large clerical forces are required to handle the routine, while 
the partners, outside of a return on their investment, naturally 
expect to receive substantial compensation for the time spent 
in the strenuous task of running a securities trading business. 
Finally, the profit must be sufficient to give an ample rate of 
return on the capital invested in exchange memberships and 
the working capital put into the business by the partners. 

The income of the broker on the ordinary margin account 
consists of two elements : commissions, and a differential inter- 

est charge. Commissions on the leading exchanges are fixed 
at uniform rates for all members; deviations are rare, and are 

generally considered cause for expulsion or fine. On the New 
York Stock Exchange, the following rates were established in 
1923, and have been maintained since: 

For Shares Selling at: Commission Rate per Share: 

MATA CRIS OCR Reais ac -ays, sete vingelo3; os any rate agreed upon 
OCT OO Cetra Ha mieyerd geese er Be. 
PRES EO FOO ares sities + ecte.s ¢ 7Vac. 

PO MDAC OG ae telaveys-ate thee tele ele. 2 T24c. 

QE eMA GR OO echt cere bas Gye Sto 0 15¢. 
a= “GUNG OS oa to Ae COOL D72C, 

Fe am OO x stextser a. | seen 20C. 
OO LOO OG, er tae aive hake os (ose 25C. 
ZOO atid ADOVE | s-- 65. eon oes 3oc. plus sc. for each 

$5oor fraction thereof 
above $250 per share 

A minimum commission varying from $1 to $5 is charged 
by most brokerage houses for any one transaction. These 
rates are reduced one-half when business is transacted for other 
members for their own account, and, as is seen below, to $2.50 

per hundred shares when transacted for other members for 
the account of customers. 

The second source of income for the brokerage house is the 
interest charged by the broker on the debit balance due from the 
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customer, over and above the amount paid by the broker to the 

bank. This charge is generally regarded as constituting a 

service charge by the broker for arranging the loan. Thus, 

when the average rate for money through the month is 4% 

per cent, most brokerage houses will charge their customers on 
their debt balances from 5 to 5%4 per cent, depending on the 
size of the account. In fact, the broker’s “spread” is usually 
even more, for he is probably borrowing a part of his require- 
ments on a time basis at a lower rate than the average call rate. 
Furthermore, he pays those customers who have a credit bal- 
ance a relatively low rate of interest, generally one or two per 
cent below the average call rate, but such credit balances cut the 
amount of bank loans he makes. Finally, lending stocks to 
short sellers may give the broker substantial sums at low inter- 
est rates. 

Demand collateral loans are exempt from the usury laws 
in New York and most other states. This exemption does not 
apply to time loans, however, nor to demand loans of less than 
$5,000. Therefore time loans become unpopular with lenders 
after the rate rises above 6 per cent, for the interest cannot — 

be collected at law. Also, a few brokers will not charge more 
than 6 per cent on debit balances of less than $5,000, despite 
legal decisions holding such higher charges permissible because 
the broker borrows in large amounts without regard to specific 
requirements of individual small accounts. 

The New York Stock Exchange insists that the same uni- 
formity exist in interest charges as in commissions, although 
some differential for the size of the account is allowed in prac- 
tice. The by-laws of the New York Stock Exchange state that 
allowing a client a preferential rate of interest for the purpose 
of getting business is an act against the interest and welfare 
of the exchange. 

The broker’s profit on short sales are usually larger than on 
“long accounts.” When stocks are sold short, the proceeds 
received from the sale are turned over to the broker from whom 
stock is borrowed, the borrowed stock then being turned over 
to the purchaser in fulfillment of the sale. Now the lender of 
the stock usually pays a specified rate of interest on the money 
he receives as security for the stock loaned. The interest thus 
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paid is retained by the broker who made the short sale, and 
constitutes clear profit for him, in addition to the commissions 
received. Furthermore, the broker lending the stock. which 
belongs as a rule to clients holding it on margin, generally pays 
less than the market rate of interest for the use of the money, 
thus cutting the average cost of his funds. 

Besides the income from commissions and interest charges, 
most brokerage houses eke out their profits in a number of 
ways. Some establish commodity trading departments, others 
trading departments for over-the-counter securities, acting as 
dealers and brokers in this important market. A few do a 
foreign exchange, arbitrage or commercial paper and acceptance 
business. The majority at one time or another take positions in 
securities on their own account, or open investment depart- 
ments where they act as investment bankers in floating new 
enterprises or bringing out new issues of securities. Many 
brokerage houses make substantial profits from “making mar- 
kets’’ in securities, an operation more fully described in Chap- 
ter XX below. Another source of profit that has been tapped 
lately by many brokers is the establishment of investment trusts, 
usually in cooperation with other interests. These investment 
trusts then become important clients of the brokerage house, 
and thus largely increase its commission business. Besides, 
the brokers may make large profits from the ownership of the 
junior securities of the investment trust. 

Relation between the Broker and His Client 

Owing to the comparatively complex dealings which take 
place between the broker and his customers, a number of fine 
legal points have arisen which have resulted in long litigation. 
The law of the brokerage business has now been largely clari- 
fied, so that the relation of the broker to his client can be 

stated in definite terms. 
The broker occupies more than one legal position in his deal- 

ings. In fact, four distinct relationships are involved in the 
handling of the usual brokerage account. These are: 

1. The broker as agent, the customer as principal. This is 
the basic relationship, typical of the brokerage business gener- 
ally. In executing orders the broker is subject to the usual 
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liabilities of agents, and in practice, owing to the superior 
financial responsibility of the broker, he is looked to in case 
contracts are broken by the customer. 

2. The broker as creditor, the,customer as debtor. This 

relationship applies to the unpaid balance of the customer owed 
on the stocks he may purchase. It will also apply in case of 
any loss suffered by the customer in his account, as where short 
sales prove unprofitable. 

3. The broker as pledgee, the customer as pledgor. This 
relationship applies to the stock which, purchased for the cus- 
tomer on margin, is then pledged by him to secure the unpaid 
balance. The unpaid balance due to the broker from the owner 
of a margin account actually constitutes a secured debt, with 
the purchased securities themselves hypothecated as security. 
In lieu of cash margin, a customer will frequently deposit other 
securities that he owns, which are also then considered pledged. 

4. The broker as trustee, the customer as beneficiary. This 

relationship applies to stocks and bonds owned by the customer 

and deposited with the broker when no debt is due to the latter. 
Frequently customers will have credit balances in their account, 

or the debit balance due is far less than the value of the depos- 
ited securities. It has been held that the broker cannot freely 
use the customers’ securities as collateral for bank loans in such 

a case, but must consider himself as a fiduciary holding them 
for the client as beneficiary. Sections 956-957 of the Penal 

Code define penalties to which the broker subjects himself by 
illegal pledging of such securities; but a waiver of this pro- 
vision on a so-called “hypothecation card” is usually required 
by brokerage houses, to permit them to hypothecate all securi- 
ties in a margin account, regardless of the debit balance, as 
the amount owed to the broker by the customer is called. 

While the brokerage relationship has these four different 
aspects, the major one is that of agent and principal. The 

broker in practice undertakes and agrees to do the following: * 
1. To buy or sell the stocks indicated by the customer at 

once. 

*See Markham vs. Jaudon; 41 N. Y. 235, decided in 1860. This is an old 
but leading case on this subject. 
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2. To advance all the money required for such purchases 
beyond the usual and customary margin required of the cus- 
tomer. 

3. To carry or to hold such stocks for the customers’ benefit 
, 30 long as that usual and customary margin is kept good, or 

until notice is given by either party that the account be closed. 
4. To have within his control and ready for delivery to the 

_ customer at all times the shares purchased, or an equal amount 
_ of other shares of the same issue within the broker’s right of 

reclamation or possession. : 
5. To deliver such shares to the customer when required, 

upon payment of the balance due. 
6. To sell such securities upon the order of the customer, 

and to account to the customer for the proceeds of such sale. 
The relationship between the broker and his client is usually 

put to a test when the latter’s account is impaired through an 
adverse movement in the price of the securities held. When 

a fall in stock prices impairs the margin of a customer, the 

broker, to protect himself, calls for an additional deposit of 
funds. When these are not forthcoming, the broker may, and 

in fairness to his other clients and the solvency of his house 
should, place stop-loss orders against the account, at the same 
time sending the customer notice. The latter step is necessary, 
as the broker has no right to place such stop-loss orders with- 

out specific notice after the customer fails to respond to the 

margin call. The broker’s right to place a stop-loss order is 
based on the legal principle that an agent with an interest in 

the subject matter of a contract reserves his right to protect his 
interest in that contract. It has been held judicially that reason- 

able notice must be given the customer of the broker’s intention 

to close out his account when the margin deficiency is not made 

good, for the brokerage relationship constitutes an agency ter- 

minable at will.’ 
In the case of a short sale, the broker may buy in the stock 

sold short immediately when it can no longer be borrowed, for 

1 This notice usually states the securities to be sold, and the time and the 

place of sale. It is sent by registered mail, with a return receipt required. 

This sale amounts to a foreclosure on hypothecated property, and the cus- 

tomer is liable for any remaining deficit in his account. 
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the implied agency contract is then abrogated by impossibility 

of performance. 
Since the broker is primarily an agent, it is best as a rule 

to restrict his activity accordingly. , Discretionary accounts or 

orders, where the broker is given the right to buy or sell for 
a client without consulting him, usually lead to dissatisfaction, 
and most houses and customers’ men discourage this practice. 

Wire System 

Branch banking is practically non-existent in the United 
States, except in the great cities and in California. In the 
brokerage business, however, because of the nation-wide de- 

pendence upon the market furnished by the New York Stock 
Exchange, there are a number of chains, either under one con- 

trol or including several different houses. In 1928, there were 
more than 1105 branch offices of stock exchange houses, several 
houses having a dozen and more out-of-town offices, as well as 
numerous correspondents for whom they execute orders. A 
small group of the larger houses have as many as fifty branch 
offices each, including correspondents. 

The leased wire system is a remarkable example of mechani- 
cal efficiency, and has been developed to a point where the dif- 
ferent parts of the country are closely tied in with the major 
market places, especially New York. The maintenance of this 
service at a very low cost is made possible through the use of 
so-called “carrier current,” by which a single pair of telephone 
wires may be used simultaneously for 24 telegraph conversa- 
tions. This is accomplished through carrying on the telegraph 
conversations by currents of different frequencies going over 
the same wires, and separated at each end by a “‘selecting cir- 
cuit” device. 

Fig. 5 shows the private wire system of a large stock ex- 
change house as it was in 1928, with connections from coast 
to coast, from Boston to New Orleans, from Los Angeles to 
Seattle. 

The New York Stock Exchange 

There has been a great centralization of security trading in 
the United States. It is of the essence of any good market 
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that orders from numerous individuals to buy and sell should 

converge on one trading place, for only then is there reason- 

able assurance that any individual order can be executed. Al- 

though there were 28 recognized stock exchanges in the United 

States in 1928, with an estimated total of 1,000,000 persons 

directly dependent upon the security markets for a livelihood, 

the bulk of the transactions take place on the New York Stock 

Exchange. It is a prototype for the‘other security markets, 
which are modeled along the same lines in their organization 

and operations. 
The New York Stock Exchange is a voluntary association of 

1375 individual members. The members may act either as 

brokers for others or as dealers, but in the case of the great 
bulk of transactions they adopt the broker relationship. The 
majority of exchange brokers are so-called “floor members” 
of commission houses doing a regular brokerage business along 
the lines described in the first part of this chapter. As only 
individual members of the exchange are allowed’ on the floor 
to engage in trading, firms with extraordinarily large vol- 
umes of business, and those whose floor members do not 

care to spend the day at the grueling task of buying and selling 
stocks, make use of members who specialize in doing business 
for others. These are the “two-dollar” brokers, so-called be- 

cause formerly they received two dollars, and now two dollars 
fifty cents, for each 100 shares they buy or sell for another 
stock exchange member. 

Two highly important specialized types of exchange mem- 
bers, who may also act as general brokers, are the specialists 
and the odd-lot brokers. The specialist concentrates his activ- 
ity on one or a small group of securities, and gets a large num- 
ber of orders from many sources to buy and sell these issues. 
Thus he facilitates all transactions and makes a closer market 
usually than would otherwise be the case. He also frequently 
trades in these issues as dealer or principal. To avoid an 
abuse through this concentration of functions, the exchange 
provides that a specialist cannot act both as broker and dealer 
in the same transaction. Odd-lot brokers take care of the 
huge business now transacted on the exchange in lots of less 
than 100 shares. This business is concentrated in the hands of 
a few houses, which get odd-lot orders from other member 
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firms. They stand ready to buy or sell odd lots generally at 
one-eighth or one-quarter point differential from the last re- 
ported quotation for a full lot. These houses match buying 
and selling orders, and often necessarily take positions. An 

_odd- lot house, in order to be in a position to even up its posi- 
‘tion quickly, has a number of exchange members on the floor 
at all times. 

Activities of the New York Stock Exchange 

The stock exchange at the present time consists of a large 
floor, upon which are twenty-two trading posts, each devoted to 
dealings in a group of stocks. At these posts the members 
carry on their trading. Around the room are the telephone 
stalls, each connected with a broker’s office. Large annuncia- 
tor boards call the members by number to their telephone stalls 
when necessary to take orders. A separate section is devoted 
to the bond market. 

This physical equipment has proved remarkably expansible. 
During the decade following the World War, the daily volume 
of trading in stocks varied from less than 1,000,000 shares 

to nearly 5,000,000; and while some houses suffered the pinch 
of inadequate business at one time, and at others were literally 
swamped with work, the machinery of the exchange itself 
appeared quite capable of adjusting itself readily to both condi- 
tions. The reason for this is that great flexibility is imparted 
by the specialist, the two-dollar broker and the odd-lot house, 
and the burden of trading can be shifted to them as conditions 
indicate. Only in 1929 was the membership of the exchange 
increased from 1100 to 1375, because of the great expansion in 

trading volume which had taken place. 
_ In the expansion of the New York Stock Exchange, how- 
ever, the ticker device for reporting transactions has continually 
acted as a limiting factor. This device, which in principle is a 

printing telegraph instrument, was adopted in 1867 for report- 

ing, from the floor of the exchange, the volume and price of 

each full-lot transaction. Technical improvements have con- 

stantly increased its speed, but every improvement merely raises 

to a limited extent the aggregate number of letters and num- 

bers that can be printed per minute. Inevitably the point is 

reached where the ticker falls behind the market, causing con- 
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siderable hardship to traders and defeating the very purpose of 

the device, which is to give an instantaneous record of transac- 

tions completed on the floor of the exchange to every part of 

the country. 

The actual buying and selling of securities involves, as a 

necessary counterpart, the delivery of these securities from 

seller to buyer. This is a second huge physical task, one which 

is taken care of by an organization affiliated with the exchange 

and known as the Stock Clearing Corporation. The Stock 

Clearing Corporation makes possible an enormous saving in 

the number of deliveries of securities and cash that must be 

made by exchange members as a result of each day’s trading, 

through having each firm deliver to or receive from the Stock 
Clearing Corporation only those shares and sums due to or 
from it on balance. A firm which has sold for clients 10,000 

shares of General Motors and bought 6,000 shares need only 
deliver 4,000 to the Stock Clearing Corporation, with the net 
cash balance due on all the transactions. The Stock Clearing 
Corporation will then settle with each of the other firms im- 
volved in these transactions. 

Besides the trading floor and the Stock Clearing Corpora- 
tion, the machinery of the New York Stock Exchange includes 
facilities where members can borrow on stocks in connection 
with margin transactions. In one corner of the exchange floor 
there is a ‘““money desk,” at which offers of call loans from the © 
banks are received, and where members resort when they wish 
such loans. The supply and demand for this type of loan thus 
converge at the money desk. As both the bank and the broker 
in each case prefer to diversify their loans to avoid heavy calls 
for repayment, such loans are made in units of $100,000 to 
$500,000. Brokers go to the money desk and apply for loans 
as offered, while the banks are represented free of charge 
by brokers who come to the money desk and turn in offers of 
call loans as received by telephone from the banks. Based 
on these applications and offers, the banks arrange the indi- 
vidual loans. For the machinery behind the work of the 
money desk, and the manner in which call loans are renewed 
from day to day, the reader is referred to Chapter X below, on 
Investment Banking and the Money Market. 
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A fourth activity carried on through the agency of the 
exchange is the loaning of stocks to those who have sold short. 
The buyer of the security in such a transaction expects his 
stock to be delivered in the ordinary way before the close 
of business of the following day. Accordingly, the broker 
who acts for the short seller must borrow the stock. After 
the close of the market at 3 p.m., the “stock loan crowd” 
gathers in one part of the exchange floor, and those who wish 

to borrow arrange to get their stock from other brokers who 
are carrying the same shares in long accounts. The lending 
broker gets the market value of the securities he loans, in cash, 

as collateral for the stock loan. The usual procedure is here 
reversed, money being deposited as security for a loan of stock. 
Interest is usually paid on this money, except where the stock 
is difficult to borrow. Then the stock is said to loan “flat,” and 

the lender of the stock may have the free use of the money 
deposited as security, and in extreme cases may also receive a 
further premium expressed as so many per cent per day, one 
per cent being $1 per day (the value of the stock being arbi- 
trarily assumed to be $100 a share for this purpose). 

The stock exchange is primarily an engine for economizing 
effort. Like the clearing house in the field of commercial bank- 
ing, it seeks to settle a multiplicity of transactions in a central 
place, with a small force, and with a minimum of derangement 
to the rest of the banking machinery of the country. The huge 
volume of stock transactions is settled with the use of a com- 
paratively small amount of deposit currency. One study shows 
that, for the year 1926, a total of approximately $50,000,000,- 
000 of securities was turned over with the daily use of only 
a little more than $30,000,000 of bank credit. However, the 

exchange accomplishes far more than does the bank clearing 
house, for it provides a central market place where securities 
can be bought and sold, as well as an institution for economi- 
cally settling such transactions. 

Organization and Government of the Exchange 

The New York Stock Exchange is managed by a commit- 
tee of governors, consisting of 40 members elected by the 

1Rocers, J. H., Stock Speculation and the Money Market. 
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membership of the exchange, and the president and treasurer. 

The president is the presiding officer both of the exchange and 

the board of governors. 

The board of governors maintains a very rigid control of 

the members through its disciplining powers, granted by the 

constitution of the exchange, which contains the general rules 

according to which it is operated. These disciplining powers 

include expulsion, suspension or fine, as the case may be, for 

any “willful violation of the Constitution of the Exchange or 

of any resolution of the Governing Committee regulating the 
conduct or business of members, or of any conduct or proceed- 
ing inconsistent with just and equitable principles of trade.” 

In less serious cases, suspension up to a period of one year is 
provided for members adjudged guilty of any act “detrimental 
to the interest or welfare of the Exchange. 

A number of separate activities are carried on by the sev- 
eral committees of the exchange, consisting of from three to 
fifteen members. There are committees on arbitration, to settle 

differences between members on contracts executed on the ex- 
change; business conduct, having jurisdiction over customers’ 
accounts ; admission, scrutinizing new members; and securities, 

regulating the delivery of securities in connection with ex- 
change transactions. Other committees have to do with ar- 
rangements, commissions and quotations, constitution and 
finance. 

One final standing committee is of great importance in the 
conduct of the exchange—the Committee on Stock List. This 
committee of five governors makes recommendations on appli- 
cations for listing to the governing committee. It has no final 
power to act itself, though its recommendations are almost 
invariably followed. 

The exchange does not formally take the initiative in listing 
new securities, but acts only after the companies issuing securi- 
ties have made formal application. It requires reasonably full 
information concerning the affairs of the company, and also 
demands that an annual report be published with income ac- 
count and balance sheet. The exchange also requests informa- 
tion on the distribution of the securities, insisting on at least 
100 holders and in practice expecting many more. Finally, 
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the Committee on Stock List has been guided by a number of 
special considerations, such as the total amount of the securi- 
ties outstanding of the corporation, and the stability of the 
enterprise itself. When the supply of the security is small, 
the danger of a corner may bring about adverse action on a 
listing application. The exchange has avoided the listing of 
most radio stocks and other similar enterprises in their develop- 
ment stage in order to avoid securities, the outlook for which 
is unusually uncertain. For such.issues a period of seasoning 
on the over-the-counter or curl markets is, as a rule, preferred 
by the exchange authorities. 

Social Functions of the Exchanges 

The securities listed on the New York Stock Exchange had 
a market value of $114,851,081,802 on January I, 1929. The 

value of securities listed solely on the other exchanges was esti- 

mated at above $10,000,000,000, and about $40,000,000,000 

are not listed at all. 

A securities exchange, especially when organized along 

American lines, gives what is generally known as a “public 

market,’ because the price at which transactions are made is 

openly stated, while competition exists in the making of pur- 

chases and sales. Where no exchange exists, the individual 

investor must “shop around” from broker to broker in order 

to learn fully the condition of the market and thus get the best 

price available. This he is seldom in a position to do. Hence 
the exchange, by bringing all bids for and offers of securities 
to one central market place, gives the individual investor a dis- 
tinctly greater degree of marketability in most instances, be- 

cause it relieves him from reliance on one or a few brokers in 
finding the best bid for his securities. 

The chief social functions performed by the exchanges may 

be summarized as follows: 
1. A central market place of numerous buyers and 

sellers is established for the security, so that its value tends 

to reflect the judgment of numerous individuals buying or 

selling it in competition with other securities and with 

each other. | 
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2, The quality of marketability is imparted to the se- 

curity, so that it will not generally suffer wide and erratic 

fluctuations merely because of inability to find buyers or 

sellers for it at a given moment. 

3. The security is made available by this marketability 

for use as collateral in a loan, thus enabling the investor 

and especially the speculator to hold it without relying 

wholly on his own resources. 

4. Supervision and publicity for securities are assured. 

Although exchanges generally seek to interfere as little 

as possible with the companies whose securities are traded 

in thereon, they do seek vigorously to prevent out and out 
frauds. Furthermore, the New York Stock Exchange 

sets a comparatively high standard in the amount of pub- 
licity required from governments and companies whose 
securities are listed thereon. 

5. The exchange acts as a shock absorber in times of 
panic and impaired confidence. At such a period, when 
the general tendency is to convert claims into cash, the 
great need is for a place in which property of any kind 
may be liquidated quickly. Securities are particularly 
suitable for this purpose, and for this reason economic 
crises almost invariably witness exaggerated declines in 
security prices, but nevertheless this liquid capital often 
largely alleviates the results of the calamity elsewhere in 
the business structure. 

Other Exchanges and Over-the-counter Markets 

Of the twenty-seven other exchanges in this country, the 

New York Curb Market stands as the leader in size. 
The curb had a very informal beginning as an outdoor mar- 

ket, on which stocks not traded in on the New York Stock 
Exchange were bought and sold. In its day, it practically 
amounted to an “over-the-counter” market, except that it was 
brought together in one place. In the course of time, especially 
during the war, its transactions expanded largely, and many 
stock exchange houses acquired membership. Finally, the curb 
moved indoors into a building of its own in 1920, and now con- 
stitutes an important auxiliary to the stock exchange. It fur- 
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nishes a market for a number of mining and miscellaneous 
securities not seeking admission to the exchange because of 
inadequate size, highly speculative character, unwillingness to 
pay high listing fees or unwillingness of the company to dis- 
close the information about its affairs which is demanded by 
the Committee on Stock List of the large exchange before the 
listing privilege is accorded. Also, securities for which initial 
distribution is desired and rights to subscribe to new offerings 
of stock have a preliminary period of activity on the curb. 
Finally, the curb has been used in many cases as a market for 
securities traded in on a “when-issued” basis, when new offer- 

ings of stock are made or old issues are split up. In these 
aspects, the curb acts as the vestibule to the exchange proper. 

It was found that the regularly listed securities of the curb 
failed to use its facilities completely, and as a result an unlisted 
department has been established, consisting of securities, the 
listing of which has not been applied for by the company. Any 
member of the curb may get a security listed by giving a skele- 
ton description of the issue and paying $25 as a listing fee to 
the exchange. In the daily quotations of the curb market, 
these quotations appear in the same form as regular transac- 
tions. The New York Produce Exchange in 1928 established 
a securities trading department of an “unlisted” character, thus 

competing with the business of the over-the-counter dealers. 
Most of the other exchanges exist in the larger cities, such as 

Boston, Chicago, Cincinnati, Philadelphia, San Francisco and 
Los Angeles. 

In addition to those organized exchanges, there is a vast 
amount of trading carried on by the over-the-counter market. 
The over-the-counter market is much less organized, and there 
is no means by which the public may learn of the volume of 
sales. Through the Unlisted Security Dealers Association, 
composed of over thirty large New York houses, quotations on 
bank stocks, insurance stocks and other important groups of 
over-the-counter issues are made public, giving the bid and 
asked prices at the close of trading each day. 

From the public viewpoint, the over-the-counter market dif- 
fers from the exchanges in that it is composed chiefly of dealers 
rather than brokers. This results from the smaller turnover in 
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many such issues and the difficulty of bringing buying and 

selling orders together at the same time when there is no central 

market place. The over-the-counter dealer seeks to buy from 

one client and sell at a higher price to another, the difference 

being his compensation in lieu of a commission. Because of 

the relative inactivity and unorganized character of the market, 

the differential is usually far larger than is the ordinary brok- 

er’s commission. This difference, usually referred to as the 
spread between the bid and the asked or offered price, is illus- 
trated in the following typical list of leading New York bank 
stocks quoted by a dealer specializing in these securities : 

NEW YORK BANK STOCKS 

Bid Asked 

Jaa err oe HN Te ee eR ay OURS SN Lt Ga oc tes 260 270 
DanksOlscne, Umi Leds St UCS aoemiaEt Ont keira eee 560 570 
BrouniNationalces eh cs Stes ete cctnner cnt antennae 625 675 
Chelsea Dxchanioe: 4)... hes eee ee eee 325 335 
Central iNational 5.2. kaha" py queeyae ee eae eee ee 200 208 
WhaserNationall..i.4..0 mite: stu oh eae ence ee ae 507 603 
ChemicalyINationzall: se.crnass cm tir) eee ee eee 882 8co 
CORNER CA ogee fen: inane ste, © nee ree ee 390 410 
@orniixchange ssi." Mare. i ee oe ree 660 670 
BitthwAvenue Ag sa iano eae a ae ee 2240 2310 
Hits Avenue. 4. Mandate dll et hel deen 3750 3825 
CATION hf Nia coe se, os 1 ses SE ilo ss ogee poe 575 600 
ETO VCR tray eee naccus ste, casos Giicth nue ora, artes a 1260 1280 
MeDanone ware a ck he oh Ce eee 190 200 

TAD EL yr nas Sean. Salto Meee Dee 230 240 
Mantatran Company.22),.<<dun.os.6 < onan eee 610 620 
National, Citys foc eda aw sxele_. » See 880 890 
POU Gis oe bie 55d dh yvigs i + 8 VAS okra 750 770 
DUM CS oni: oo cere chitin Me eccet aia goo QI5 

For a number of varying reasons, large groups of stocks 
are traded in almost entirely on the over-the-counter market. 
Included in these are shares of banks, insurance companies, 
investment trusts, the smaller chain stores, aéronautical securi- 
ties, etc. 

The Strength of the Brokerage Business 
Because of the speculative nature of the transactions which 

they handle, the business of the brokers has often proved quite 
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hazardous in the past, and public losses through brokerage 
failures were large at times. Sometimes failure was caused 
by defaults of customers unable to repay the broker for losses 
incurred in the event of a break in stock prices so sharp as to 
more than wipe out margins. In addition, the public lost large 
sums through trading with dishonest brokerage houses, often 
called “bucket shops.” A “bucket shop” is a brokerage house 
which does not buy securities as ordered by clients, but pockets 
the margin deposited and waits for the customer to be wiped 
out by a decline in the market. They flourish in periods of 
falling prices, or “bear markets.” 

The brokerage business today is doubtless in a different posi- 
tion in many respects. Periodic examination by the stock ex- 
change of its members, and regulation of brokers in many 
states through government officials, have sharply cut down the 
number of brokers who fail because of dishonest methods of 
doing business. Failures through financial weakness and the 
resultant inability to stand moderate losses arising from de- 
faults of customers, have been materially reduced through the 
mere growth of the business. 

The number of brokers has not increased in proportion to 

the vast multiplication of the volume of transactions, and as a 
result the average size of brokerage houses has been greatly 
increased. A survey made early in 19209, for example, revealed 
a dozen houses on the New York Stock Exchange which en- 
joyed an average daily turnover of 300,000 shares or more, 
giving them an income from commissions alone of some $15,- 
000,000 per annum. Naturally these houses can build up a 
large backlog of financial strength, but, even more important, 
they find it profitable to turn down weak accounts and insist 
upon adequate margin protection, for they are not impelled 
to lower their standards by the need for larger profits. 

The result of the sharp increase in the available volume of 
brokerage business, therefore, has been a general advance in 
margin requirements. Time was when a broker would accept 
five per cent margin from a customer, so that his customers 

were constantly being wiped out and he had to find new groups 

of clients continually. Now, at times of high prices, brokers 

demand 30 to 50 per cent in margins. ‘Thus, one leading 
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brokerage house reported in 1929 that it held $350,000,000 

of securities for clients, on which only $140,000,0000 was due 

the banks. Obviously a brokerage house in this situation is in 

the same position as a strong banking institution, for in the 

event of any drastic decline in prices it has large unused 

amounts of customers’ securities unpledged which can be sent 

to the banks as additional margin, giving it a secondary reserve 

to fall back upon. 

As the leading brokerage houses thus gain in strength, the 

question may be asked as to how much further security trading 

activities may expand. The answer is indicated by a considera- 

tion of the fact that if only 50,000 individuals decide to buy 100 
shares of a stock listed on the New York Stock Exchange on 

one day, the result is a daily turnover of 5,000,000 shares. 

Hence, as security ownership continues general, and many 

security buyers purchase stocks on a margin basis, the daily 

turnover on the exchange may rise in periods of great specu- 
lative activity to 10,000,000 shares a day or more, simmering 

down steadily when speculative enthusiasm disappears. In any 
event, however, the popularization of security ownership and 
trading gives a broad field for the broker to expand his busi- 

ness further, and the limitation on the number of brokers pro- 
vided by exchanges means that the brokerage business is be- 
coming one of the largest and strongest, as far as the leading 

firms are concerned, in our financial structure. 
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Chapter IV 

INVESTING INSTITUTIONS 

Direct vs. Indirect Investment 

In the simple investment banking transaction, the investor 
buys securities directly from a bond house or through a broker 
from another investor. The burden of choice and the risk of 
loss rest on him alone. 

As the volume of outstanding investment securities has 
expanded to huge proportions, and the types of issues offered 
have multiplied many times over, the choice of investments 
has become increasingly difficult. The investing process at any 
one moment is to a large extent a matter of comparing values. 
No matter what the state of business in general or the condi- 
tion of the securities markets, there are always securities which 
are “out of line,’ because their price, compared with other 

securities, is too high or too low. To appraise individual 
securities and thus find issues undervalued in the market, and 

to foresee broad changes in the general level of security prices, 
are the major functions of investment analysis. 

Under these conditions, the investor whose primary per- 
sonal interest is elsewhere has a strong incentive to use an 
intermediate institution, placed between himself and the seller 
of securities, which can adequately perform the tasks of invest- 
ment analysis. These intermediate institutions, formed for 
the specific purpose of investing other people’s money, have 
grown to such large proportions that they are now a very 
important part of the investment banking machinery. Although 
inclusive figures are not available, the capital which has been 

invested by them is certainly upward of twenty billions of 
dollars, and may well be over thirty billions, depending on the 
classification of investing institutions adopted. 

There are three basically different types of investing insti- 
tutions which have been fully developed in this country. The 

v7 
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first of these, typified by the savings bank, operates as an insti- 

tution of deposit, investing these deposits in securities. A sec- 

ond group of investing institutions issues its own securities 

and invests the proceeds of their sale. This group, which 

may be called securities substitution companies, comprises in- 

vestment trusts, mortgage banks, building and loan associations, 

and other organizations sometimes loosely described as finance 

companies. The third type of investing institution, the trust 

company, manages the funds of each investor individually, giv- 

ing a special and personal service not possible with the other 
kinds of investing institutions. Investment counsel firms offer 
investment advice alone, and fall within this third category. 

The oldest and most important type of investing institu- 
tion, which acts as the intermediary between the capital market 
and the individual investor, is the mutual savings bank. This 
type of institution now controls the placement of about ten 
billions of dollars. In addition, commercial banks have in 

recent years developed a large volume of savings deposits, 
which have been invested in securities in much the same way 

that the savings bank has followed, although with far less legal 

restriction. 

The savings bank and commercial bank are both hedged 
about by legal restrictions as to their investments, resulting 

in a relatively low rate of return to their depositors. The 

wishes of investors for larger returns are met by the investment 

trusts, which have been developed extensively since the World 

War. Land banks, building and loan associations and other 
institutions designed specially for financing the farmer and 
urban real estate development have also absorbed increasing 
amounts of capital, but, because of the numerous peculiarities 

of mortgage banking, they will be studied separately in Chap- 
ter VI. The trust company, and the commercial bank with 
a trust department, now control the investment of upward of 
$15,000,000,000, and these fiduciary companies are also stead- 
ily expanding the volume of their business. 

In this chapter, the organization of these investing institu- 
tions and the legal and economic aspects of their work are 
studied. Also, some appraisal of their activities is made from 
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the point of view of the investor. A fuller discussion of their 
investment management policies is contained in Chapter XXI. 

The Mutual Savings Bank 

The mutual savings bank is the original prototype of the 
conservative intermediate investing institution. From ancient 
times organizations have existed which sought to invest money 
for others, but at best these were often merely deposit agencies, 
and at their worst, like the John Law scheme tried out in 
France in the eighteenth century, they were based on fanciful 
projects or outright fraud. 

The mutual savings bank movement had its root in charita- 
ble and benevolent organizations formed to promote thrift 
among the wage-earning classes. It was not originally a busi- 
ness enterprise, in the usual sense of the word, and for the 
most part the profit-making motive. has been, at least nomi- 
nally, left out of mutual savings bank operation. Often, 
however, this has led to the organization’s becoming somewhat 
of an anachronism in the modern financial structure, for as it 

grows in size and its depositors in wealth, the old charitable 

and benevolent characteristics are no longer needed. 
Instances of mutual savings bank organizations were found 

in Germany in the latter half of the eighteenth century. In 
Scotland, such a bank was first established in 1810. The 

idea spread rapidly, and in 1816 such institutions were pro- 
posed in Boston and New York. During the next few years, 
savings banks were chartered in most of the important towns 
in New England and the Atlantic states. 

The mutual savings bank, as an intermediate investing insti- 

tution, possesses a number of important features which give it 
a distinct character. This character has largely been pre- 
served through the years, although in modified form, because 
of rigid legal regulation and the extreme conservatism of 
legislators in changing savings bank laws, on account of the 
feeling which prevailed that here was the basis of the thrift 
of the poorer classes, needing ultra-conservative management 
and iron-bound safeguards. The peculiar features of the mu- 
tual savings bank are the following: 

1. It is a mutual institution. 
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2. It is supposed to be non-commercial in character. 

3. Its investments are rigidly determined by law. 

Each of these characteristics will be considered in turn. 

1. The mutual savings bank is a non-stock institution, so 

that its assets are in effect the property of depositors. The 

sole exceptions are moderate initial guaranty and expense 

funds, which are returned to the trustees who advance them 

after the bank has been fully established. Earnings of the 

bank on its investments are similarly the property of deposi- 

tors, after expenses have been deducted. The bulk of the 

income is paid out, after it is earned, as a stated rate of inter- 
est. The rest goes into a reserve fund, or surplus, which 

assures permanent strength and stability to the institution. 
This further protects depositors against loss, and permits the 
payment of a higher interest rate in course of time. 

2. The savings bank is supposed to be a benevolent institu- 
tion, and therefore non-profit making. In a leading case on 
savings banks, the New York court stated: 

Savings banks are not organized as business enterprises. They have no 
stockholders, and are not to engage in speculation, or money-making in a 
business sense. They are simply to take the deposits, usually small, 
which are offered, aggregate them and keep and invest them safely, 
paying such interest to the depositors as is thus made, after deducting 
expenses, and paying the principal on demand.! 

The non-commercial aspect applies both to the mutual say- 
ings bank itself and to its managing body. The trustees in 
some states are permitted no fee whatsoever for their services. 
Elsewhere they are allowed only ‘“‘what is just and reasonable” 
for actual services performed. Also, no loans may be made to 
directors, and provisions exist for restricting, although not 
always with success, indirect gain that may come to officers 
and trustees from connection with the bank. 
3. In the operation of the savings bank, safety of the prin- 

cipal of depositors is made the first consideration. Accord- 
ingly, the individual states where mutual savings banks operate 
have passed laws governing their investments, usually within 
very narrow limits. Many of these laws were passed a long 
time ago, and have been changed very reluctantly since, so 
“Hun vs. Carey, 82 N. Y. 68, decided in 1880. 
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that they often appear out-of-date in the light of present-day 
conditions and knowledge of investment matters. 

The mutual savings bank, as described above, is the original 
and typical form of savings bank. In the- South and West, 
however, it has made practically no headway, and in the East 
it has met in later years with increasing competition from 
other less restricted types of intermediate investing institutions 
which are described later in this chapter. The stock savings 
bank, run on a commercial basis, is common in California, 
Iowa and several other states. 

Organization and Operation of the Mutual Savings Bank 

A mutual savings bank may be formed under the laws of 
eighteen states at the present time. More than go per cent of 
these banks, however, are actually located in New England, 
New York, New Jersey and Pennsylvania, and those outside 

the states mentioned are of small size for the most part. Hence, 
the mutual savings bank as an investment banking institution 
may be considered as of sectional importance only. 

Under the laws of these states, mutual savings banks may 
be organized by individuals willing to assume the burden of 
becoming trustees. The trustees are a self-perpetuating body 

in whom rests the management of the institution. The office 
of trustee is presumably sought only for the honor thereof, 

and as a result the liability of the trustee is limited to gross 
neglect of duty or violations of the law. In practice, however, 
other motives besides those of honor and prestige do admit- 
tedly operate, and generally without adverse effects upon the 

value of the institution. Those who can, directly or indirectly, 
benefit from starting a mutual savings bank are the following: 

1. Investment bankers, who can then place before the other 

trustees the advantages of buying certain of their particular 

issues. In practice, investment bankers have not played an 

important role in savings banking, however. 

2. Lawyers, who receive a great deal of business from sav- 

ings banks, especially in the searching of titles of real estate 

which constitutes security for mortgage loans, The Attorney- 

General of New York State has held that this is legal business 
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for a trustee to perform, provided payment of the fee comes 

from the borrower and not from the savings bank itself. 

3. Commercial bankers, who have a great interest in getting 

savings bank accounts. Savings banks often keep 10 per cent 

and more of their funds on deposit with commercial banks 

to meet current demands for cash and to await satisfactory 

investment opportunities. From the viewpoint of the commer- 

cial bank, such deposits constitute excellent business. 

4. Officials of title guaranty companies, who similarly seek 
savings bank business, and thus those interested in such con- 
cerns are not averse to furthering savings bank activities. In 
Massachusetts, where savings banks may now solicit life in- 
surance, the same reasoning applies to insurance officials. 

5. Salaried officials of savings banks who are interested in 
the growth of the banks, so that their remuneration may not 
only be maintained but increased with the growing volume 
of deposits of the bank. 

Deposits made with savings banks belong in the category of 
time deposits. The bank may demand notice of withdrawal 
of funds, ranging from two weeks to three months. This is 
on the theory that the funds are placed in permanent invest- 
ments, so that day-to-day liquidity need not be maintained. 
The legal provision limiting the size of individual deposits is 
similarly designed to prevent large individual depositors from 
jeopardizing the investment program of the bank through sud- 
den withdrawals of substantial sums. As a result of these 
safeguards against large and sudden withdrawals, no legal 
reserve requirements exist for mutual savings institutions. The 
deposit is evidenced by a pass book, which possesses more than 
the ordinary bank-book significance, since withdrawals are 
made as a rule only on presentation of this pass book. The 
pass book is sometimes used as security for loans. 

The savings bank is peculiar among investing institutions in 
that the depositor is not dependent upon the marketability 
factor. He is entitled at all times, subject to the notice just 
mentioned, to withdraw his principal and accumulated interest. 
His savings, as long as the bank is solvent, and mutual savings 
bank history reveals almost no real failures, are thus com- 
pletely under his control. 
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The investments of a mutual savings bank are rigidly regu- 
lated by law. The general trend of these laws is to limit invest- 
ment to real estate mortgages, government and municipal 
bonds, and a limited group of the better railroad and utility 
bonds. Stocks are not permitted as investments in any impor- 
tant savings bank state. 

The effect of these investment restrictions upon the value 
of the mutual savings bank to its depositors is twofold. In 
the first place, it cannot achieve full diversification in its invest- 
ment portfolio, for it is limited to fixed-income-bearing secu- 
rities, and any general factors which adversely affect such 
securities, such as rising interest rates, will impair the value 

of the bank as an investing institution to its depositors.t Sec- 
ondly, by limiting these banks to a relatively small and fixed 
number of investments, the market prices of the securities 
which pass the test and thus become “legal investments” are 
raised relative to other equally good but non-legal securities. 
As a result, it has become increasingly difficult for these insti- 
tutions to pay a reasonable rate of interest, and depositors are 
restricted to a lower return than would otherwise be the case. 
On the other hand, the limitation of investment to a restricted 

group of “legal” securities results generally in marked price 
stability for them, since, regardless of investment conditions 
as a whole, there is always a substantial demand for these 
“legals.” 

The investments of the 618 existing mutual savings banks 
on June 30, 1927, were reported as follows by the Comptroller 

of the Currency: 

Loans (mainly real estate)....:..... $5 064,595,000. 
U.S. Government Securities......... 220,841,000. 
State, County and Municipal Securities 458,015,000. 
Raia OMGS 7) can so aruha el cla vicina. 3 652,014,000. 
PoplicwU tility BONS 5 wise pec crs bes 374,937,000. 
Vise AMC OUS sare oi noha demubh cance drow 1,817,543,000. 

PROGaeeee rte: oe eer a oe $8 , 587,945,000. 

1 The depositor in the mutual savings bank has one advantage over the 
direct investor in gilt-edge securities, in that his principal, expressed in 
dollars, is not impaired by a rise in interest rates and a consequent general 
drop in bond prices. The savings bank’s surplus protects the depositor against 
adverse effects from this contingency. 



84 INVESTMENT BANKING 

The periodical payment made by the savings bank out of 

its net earnings is erroneously termed interest. It is strictly 

a dividend, which is contingent upon earnings; and in many 

states, such as New York, no fixed’ rate can even be prom- 

ised in advance. Interest on invested deposits and on the 

invested surplus of the bank is the source of these earnings, 

but the accumulated surplus itself is seldom used to meet cur- 

rent dividend payments. As a rule, it is found that annual 

expenses amount to about 1 per cent on the deposits of the 
institution. Hence, when 5 per cent is earned on the port- 
folio, 4 per cent may be paid as interest. Where a large surplus 
exists, earnings on it may be sufficient for expenses, so that 
all earnings on the invested deposits may be paid out; a num- 
ber of mutual savings banks are in that position at the present 

time. 

Development and Future of Savings Banks 

The growth of mutual savings banks in recent years is shown 

in the following table: 

Number ‘ Number of | Average Y a 8 
oe of banks Deposits depositors deposit 

OLA pri iais vie alsin 92 634 | $3,915,555 | 8,277,359 | $473.04 
BO 2 Osan te steers eicieeuetens 620 5,186,952 0,445,327 549.16 
LO2A eave civ ersic1 sesso 613 6,693,246 | 10,409,776 642.98 

LOZ Sire eter Velets evan oper 611 7,146,951 | 10,616,215 673.21 
LO 20 weanetee ns oreo ce 620 7,577,504 | 11,053,886 685.51 
LOO Ti vasisicctey cee rae 618 8,077,099 | 11,337,398 712.43 
THO PROS 5 Fen a eden a ae 616 8,672,823 | 11,732,080 739.24 

* 000 omitted. 

In view of the enormous expansion of investment activities 

in this country in recent years, especially in the territory in 
which the mutual savings bank is most prominent, it is evident 
that this institution has not kept pace and is not doing so. 
The reason is that the increase in average individual wealth 
and the steady spread of knowledge concerning investments 
have largely reduced the need for a purely benevolent type of 
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institution, while making the development of efficient, reliable 
investing organizations, run on business lines and unhampered 
by obsolete legal restrictions, a greater need than ever before. 
Accordingly, the savings bank has difficulty in holding its own, 
relatively, as other investment institutions, operated according 

to broader investment principles, come into being. Neverthe- 
less, the interests behind the existing savings banks are steadily 
responding to the omnipresent commercial impulse, being 
guided by the same motives which were described above as 
often operating to induce individuals to start new savings 
banks. Years ago, a court in New York held that “it is not 
legitimate for the trustees of such a bank to seek depositors 
at the expense of present depositors. It is their business to 
take deposits when offered.” Now, savings banks in many 
cases do not hesitate to use a very small proportion of their 
income for publicity and advertising purposes to increase their 
size by securing new deposits. At the same time, they have 
increased their importance also through resort to such thrift- 
building activities as school savings accounts, Christmas clubs, 

etc. Lastly, a tendency toward some moderate liberalization of 
investment provisions has been noticeable in recent years. 

The stock savings bank has revealed a similar tendency to 
slower growth, as may be seen from the following table show- 
ing its development : 

Number of t:<qg | Number of Average 
mee institutions pres depositors deposit 

NOTA cet bs « 1,466 $1,018,330 | 2,832,140 | $473.04 
EO 2 OMe aes: cieney 1,087 1,351,242 1,982,229 681.68 

HOWL ee, 6 cee Or 1,066 1,401,742 2,883,136 486.19 
EQ 2A vaya icre 3 990 1,746,609 | 3,562,017 490.34 
EO ZO tal avsr es 904 2,021,614 | 4,107,913 492.13 

OS Onteeraystate heya 791 £5501 ,500 | 35,273,162 477.08 

“000 omitted. 

Because of their location in agricultural areas for the most 
part, by far the larger portion of their resources is in farm 
mortgages. 
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The United States government was long importuned to 

establish a government savings bank along the lines of the 

European government savings institutions. The postal sav- 

ings system was finally established by Act of Congress in 

1910, but its efficacy as a competitor of private savings insti- 

tutions was practically eliminated by the establishment of a 

2-per-cent interest rate. Offices of the postal savings system 

are established in many post offices throughout the country, 
and on June 30, 1927, deposits amounted to $147,359,254. 

The low interest rate precludes the postal savings system from 
ever becoming an important factor in the investment banking 

organization of the nation. This, apparently, is in accord with 
the theory that the government is in the savings bank business 
not to compete with existing institutions, but to supplement 

them by attracting the savings of the immigrant classes who 
have brought with them from abroad a suspicion of privately 

owned banking institutions. With the cutting off of immigra- 

tion, this factor is naturally of decreasing importance in the 
investment banking scheme of the nation. 

The most important expansion of savings banking in recent 

years has arisen from the establishment of savings depart- 

ments by commercial banks, and a consideration of this insti- 

tution is given in the following section. 

Savings Departments of Commercial Banks 

Commercial banks have long sought time deposits.t In fact, 
in certain parts of the country where business opportunities 

were few, commercial banks and trust companies have long 

acted in practice primarily as savings banks for their com- 
munities. However, the large banks did not actively solicit 
savings deposits as such until recent years. 

The way was opened for the general entry of the large 
banks into the savings business when the Comptroller of the 
Currency, in 1903, ruled that “there does not appear to be 
anything in the National Bank Act which authorizes or pro- 

x Formerly such deposits were handled in a special manner, being evidenced 
by certificates of deposit. Now commercial banks in their savings depart- 
ments more nearly approximate the practices of the mutual savings banks, 
with passbooks to record deposits made. 
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hibits the operation of a savings department by a national 
bank.” The development of savings banking by commercial 
banks on a permanent basis required permission to purchase 
securities as well, and this was granted similarly in a ruling of 
the Comptroller of the Currency under Section 5136 of the 
Revised Statutes of the United States, which permits a na- 

tional bank to discount and negotiate promissory notes, drafts, 
bills of exchange, and other evidences of debt. The Federal 

Reserve Act recognized the savings deposit, and required a 
reserve of only 5, afterwards changed to 3, per cent against 
such time deposits. The McFadden Act of 1927 further pro- 
vided for them by recognizing bond investments in more ex- 
plicit terms, stating that “the business of buying and selling 
investment securities shall hereafter be limited to buying and 

selling without recourse marketable obligations evidencing in- 

debtedness . . . in the form of bonds, notes or debentures 

commonly known as investment securities, under such further 
definition of the term ‘investment securities’ as may by regu- 
lation be prescribed by the Comptroller of the Currency.” The 

Comptroller has subsequently ruled on this matter as follows: 

Under ordinary circumstances, the term “marketable” means that the 
security in question has such a market as to render sales at intrinsic values 

readily possible. 
In classifying a given security as marketable, the Comptroller of the 

Currency may in specific cases give consideration to various facts and 

circumstances, but he will require in all cases the following: 

(a) That the issue be of a sufficiently large total to make marketability 

possible. 
(b) Such a public distribution of the securities must have been provided 

for or made in a manner to protect or insure the marketability of the issue. 

(c) That the trust agreement under which the security is issued provides 
for a trustee independent of the obligor and in the case of securities issued 

under a trust agreement executed and delivered after sixty days from the 

date of the promulgation of these regulations, such a trustee must be a 

bank or trust company. 

The growth of time deposits in commercial banks and trust 
companies is summarized in the following table (in millions of 

dollars) : 
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Time Percentage of 

Year Deposits . Total Deposits 

LOOT fae oixees & 5 $6,129 20.46 

TOA oma ¢ 11,826 BI-37) 

LO ZORpe ere ler ate 14,826 Bay 2 

NOPY) 5 go O00 0% 16,815 41.70 

WON 5 coe ode6o 18,197 42.42 

The commercial banks have shown a more rapid increase in 

time deposits than have the mutual savings banks. A segre- 

gation of assets of savings departments of commercial banks, 

on the ground that otherwise the investment of such funds 

is inadequately unregulated, has often been advocated. The 
present situation in effect permits the commercial bank to 
solicit deposits on the same basis as a savings bank, and to 
invest such funds in any fashion in which it would invest 

its ordinary demand deposits, including the purchase of any 
marketable bonds. However, it has been shown that a large 

proportion of the time deposits do not represent individual 

savings, but rather large deposits of corporations and business 

men who keep funds this way in order to get a higher rate of 

interest. A time deposit is one which cannot be withdrawn 

without 30 days’ prior notice, when demanded, and thus 

is not subject to check. Under these circumstances, it is 

difficult to see where the line of segregation would be 
drawn." 

National banks are required to report savings deposits sepa- 
rately to the Comptroller of the Currency. On June 30, 1927, 

they reported a total of $5,875,670,000 in savings deposits, 
compared with $7,315,624,000 in time deposits on that date. 
The extent to which national banks have become savings 
institutions also is shown by the fact that, out of 7,796 na- 
tional banks operating on that date, 6,548 reported savings 
deposits and 4,600 had separate savings departments. The 
aggregate number of savings depositors was 14,340,687, indi- 
cating an average deposit of $409. 

= & . . . e See a discussion of “Bank Expansion versus Savings,” by BENJAMIN M. 
ape Jr, in The Chase Economic Bulletin, vol. viii, no. 2, June 

mLO2S: 
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The Investment Trust 

The essential feature of the savings bank is the reasonably 
absolute security of principal achieved by restricting investment 
to ultra-conservative fixed-interest-bearing investments. As 
the field of investment has broadened, and numerous sound and 

profitable opportunities for investment have developed else- 
where, other intermediate investing institutions have arisen, 

designed to invest other people’s money without the narrow 
restrictions typical of the savings bank. These other invest- 
ing institutions for the most part stress a larger income or 
appreciation of principal, rather than merely absolute security 
of principal with a moderate limited rate of return. 

Where these intermediate investing institutions combine 
management with investment functions, they are generally re- 
ferred to as holding companies, and such concerns have played 
an important role in the consolidation of American industrial 
and public utility enterprises. However, our primary concern 
here is with the purely investment intermediaries, generally 
termed investment trusts. 

An investment trust may be defined as an institution which 
combines and manages the funds of numerous investors, oper- 
ating without legal restriction as to the securities it may pur- 
chase. Although numerous types of investment trusts have 
lately been evolved in this country, the prototype of the invest- 
ment trust was developed in Great Britain in the latter part 
of the nineteenth century, at a time when investment became 
a popularized activity there. 

The British investment trust at first operated along specula- 
tive lines, but the debacle attending the Baring failure of 1890 
brought about a drastic change in policy, accompanied by an 
almost universal scaling down of capitalization. As a result 
of the experience of that period, the British investment trust 
movement adopted a conservative code of practice, including 
in most cases the placing of realized profits on investments 
sold in reserve accounts, to offset actual or possible losses on 
other security holdings. Further, the British trusts have 
tended to restrict dividend payments on their shares to actual 
interest and dividend receipts on the securities held in the 
portfolio. Furthermore, most of these trusts learned to di- 
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versify their holdings carefully, both as regards a balance 

between stocks and bonds and in the geographical distribu- 

tion of their investments. They increased their income chiefly 

by purchasing high-yielding foreign securities. More specu- 

lative operations, including extensive trading and purchase of 

control of concerns, are left mainly for a distinct category of 

enterprises known as “finance companies,” which more nearly 

approach our financial holding companies in character. 

Several other features characterize current British invest- 

ment trust operation. Most trusts aim to reduce their operat- 
ing expenses as far as possible, through the. obtaining of 
expert boards of directors and through the maintenance of the 
same statistical organization by a number of trusts, resulting 
in the formation of several group organizations. Further- 
more, they follow a policy of full publicity, a majority of them 
making public periodically a list of their holdings. Finally, 

they trade on the equity to a large extent, issuing bonds and 
two or more classes of stock, thus increasing the returns on 
the junior security to a high rate when earnings are satisfac- 
tory, while placing the senior securities in a strong, protected 
position. 

The investment trust was practically unknown in the United 
States until after 1920, although a few such investment or- 
ganizations did grow up here and there. Two factors then 

appeared to make the investment trust a common institution. 
In the first place, an enormous rise in security values got under 
way about 1922, and for years thereafter went forward at a 
steadily accelerated pace. This gave the general public con- 
fidence in security investment, and also created numerous spec- 
ulative opportunities which investment trusts were in a position 
to take advantage of. The large returns many of them were 
thus able to secure soon captivated the public imagination, 
and a veritable swarm of such organizations of various kinds 
and varying quality resulted. In the second place, the pros- 
tration of most capital markets abroad after the Great War 
created similar opportunities there, while the lack of prosperity 
in these countries kept their markets relatively low after the 
prices of securities here were lifted far above what anyone 
could call a “bargain level.’ As in England, the individual 

- 
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investor frequently preferred to intrust his funds for invest- 
ment abroad to those who specialized in investment matters, 
rather than to buy directly securities of foreign governments 
or corporations. 

The investment trust offers the investor two chief advan- 
tages: diversification of his holdings and expert management. 
For these advantages, the investment trust mechanism exacts 

a twofold tribute from investors: the original selling cost or 
“loading” and other benefits to the organizers, which must 

be deducted from the fund of the investor, and the expenses 
of administering the trust, including the share in the income 
which, in one form or another, goes to the management. The 
investor is supposed to receive something for which he pays. 
The investment trust, unlike the mutual savings bank, admit- 
tedly is run on a straight business basis. 

The rapid evolution of the investment trust in this country 
after 1920 resulted in an early departure from the British 
model, and the development of several different forms of in- 
vestment trust organizations. The four more important types 
developed were the general management, the specialized man- 
agement, the fixed trust and the financial holding company, 
and these will be discussed separately. The relative impor- 
tance of each type in January, 1929, is indicated by the follow- 
ing compilation : # 

Paid-in 
Number Capital 

ren eralIMANASCHTICNE oc <.ays-sys «ays wise \o: visio el oie o's IQ $781,000, 000 
ppecializedemManapement...<. nc cicecinsceeee cae 32 136,000,000 
IRMOREO! oc ieee: GS Rea ne cae ee or 58,000,000 
inaseral holdine companies ~..........0+- 26 550,000,000 

Sasa cyte eRe Het Fe Shin Wad Dhak ojerd foeveneog one! allah fe 198 $1,525,000,000 

The General Management, Discretionary or “British-type” 

Trust 

This type comes nearest to the original English prototype, 

and most American trusts, especially the earlier ones, were 

frankly efforts to imitate what had been done abroad. 

1Made by Leland Rex Robinson. The financial holding company group 

excludes pure holding companies. During 1929, about $2,000,000,000 more 

was absorbed, chiefly by general management and financial holding com- 

panies. 
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The general management investment trust is usually organ- 

ized as a corporation, although in a few cases the legal form 

of organization adopted is that of a business trust. In prac- 

tice, however, this generally proves a formalistic rather than 

an essential difference. Most of these organizations indulge 

in what is known as “trading on the equity,” issuing bonds, 

preferred stock and common stock. When earnings are large, 
the balance of income left after deducting interest and pre- 
ferred stock dividends may give a really phenomenal rate of 
return on the junior shares; the rise in security prices after 
the war permitted investment trusts to make a remarkably suc- 
cessful record in the early years of their history. The bonds 
and preferred stocks are meant to appeal to more conservative 

investors, but such issues often acquire speculative character- 
istics through being made convertible into common stock, or 
having attached to them warrants to buy common stock at 
fixed prices. In January, 1929, the following analysis of capi- 
talization was issued covering 146 investment trusts of this 
general type, in terms of paid-in capital :* 

Amount Per Cent 

bonds and debentures.c, 22.05 .<s4 chee $200,000, 000 20.5 
ipreferredistocky..4. assthies see eee 439,000,000 45.0 

Cominon Stock ev. 25ch..2 fa sire 337 000,000 BARS 

MOtale hes tise ei. Utes encase ee $976 , 000 , 000 100.0 

The securities of a general management investment trust 
are generally distributed on different bases to the general pub- 
lic and the management group. The general public, in the 
usual instance, subscribes for all or the bulk of the senior 

securities, while the management receives most of the junior 
shares, thus retaining control. In most cases the management 
makes some payment for these junior shares, although in- 
stances abound where it acquires them free of cost, in return 
for the services of promoting and managing the trust. 

The management of the trust is usually allowed to purchase 
and sell securities for investment at will, subject only to such 
general restrictions as the limitation of the percentage of re- 

*From data compiled by Leland Rex Robinson, published in the New 
York Journal of Commerce. 
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sources that may be placed in one security or type of issue, 
or in one foreign country. It can thus operate for profits on 
turnover as well as interest and dividend income on invest- 
ments, seeking security bargains in all countries and dispos- 
ing of these issues when quotations rise to a point where 
better opportunities may be found elsewhere. By maintain- 
ing a statistical organization, of an elaborate nature at times, 
the management can be on the qui vive for opportunities in 
every industry and in every part of the globe. It can liquidate 
when security prices rise too. high because of general specula- 
tive enthusiasm, and buy heavily when prices seem unduly de- 
pressed. It not only can help the small investor to avoid put- 
ting all his eggs in one basket, but it can see that the investor 
has most of his eggs in the right baskets. 

The accounting practice of American investment trusts 
differs radically from that of the British prototypes, and pro- 
foundly affects the character of their operations. When secu- 
rity prices rise, income from turnover becomes a very impor- 
tant part—often the major portion—of investment trust 
earnings here. The usual British practice is to include in the 
trust’s income for the year only interest and dividends received 
on securities in the portfolio, while trading profits go into a 
reserve account which protects the trust against future depreci- 
ation in the value of its investments. Only when profits have 
accumulated to a large sum over a period of years is any 
benefit passed on to shareholders in the form of a stock divi- 
dend. The American practice is diametrically opposite to this. 
The trusts here report income from both sources as current 
earnings, available for dividend payments. During a sustained 
period of rising security prices, the earnings reported one year 
from profits taken on securities sold could probably be main- 
tained the following year by further sales. But during a general 
decline in security prices, the earning power reported in the 
year of many profits may prove wholly illusory in the follow- 
ing period. The British trusts learned to put profits directly 
into reserves and thus make them unavailable for current 
dividends, as a result of their sad experiences of the ’nineties 

of the last century. The wisdom of this policy was confirmed 

during the war, when security prices were sharply depressed 
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generally. Presumably, similar results may follow here, 

unless American investment trust managements prove ex- 

ceptionally able in constantly finding investments that ap- 

preciate. Under the present system, there is a strong tempta- 

tion to maintain total earnings by selling out the better part 

of the portfolio each year to show turnover profits, while re- 

taining the less desirable securities. 
The general management investment trusts fall into two 

broad groups as regards management, one of which includes 

trusts which are affiliated with investment houses, and the other, 

trusts which may lay claim to an independent status. Trusts 
affiliated with investment banking houses enjoy the advantage 
of being allowed to participate with the latter in their under- 
writing transactions, getting the full benefit of the under- 
writing syndicate’s profit. The cost of distribution of their 
securities is reduced in many instances. They also enjoy the 
benefit of the statistical and other information possessed by 
the investment banking house, which may permit them to avoid 
the burden of overhead expense entailed in the maintenance 
of a separate statistical organization. To offset these gains, 
however, there is the presumptive suspicion that the judgment 
exercised in making the investments may be warped by the 
interests of the banking house. In certain cases, the publica- 
tion of the list of security holdings of such a trust shows that 
in it were placed securities which the investment house found 
it difficult to dispose of elsewhere. 

As a matter of fact, most investment trusts are now very 
closely affiliated with investment banking and brokerage houses, 
and very few of these are without such connections. An 
affiliated investment trust permits a substantial expansion of 
the activities of the investment banker, by largely increasing 
the volume of funds whose disposal he controls. 

As practice becomes standardized, a growing number of 
these general management investment trusts are raising their 
standards of operation, including the extent to which they 
make their affairs public. A great number of British invest- 
ment trusts make their holdings public periodically. In the 
beginning, hardly any American trusts did so; but when a 
‘whispering campaign’ was directed against several of them, 
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especially those connected with investment banking houses 
whose underwriting record was not good, they were compelled 
to drop the veil of secrecy. In no case has it been alleged so 
far that the publication of the holdings has adversely affected 
the position of the trust; on the contrary, it has made for 

greater public confidence in such organizations. The New 
York Stock Exchange insists upon such publication before it 
lists investment trust issues. 

A modification of the general management type of investment 
trust which has achieved a nioderate importance is the invest- 
ment fund. The basic idea is the aggregation of the funds of 
a number of investors, which are then invested by the man- 
agement, subject only to general restrictions. Investors may 
withdraw their funds whenever they wish on giving specified 

notice, at which time they will receive their principal and undis- 
tributed earnings, less certain moderate deductions. This with- 
drawal feature gives to the investor in the fund some measure 
of independence of the marketability feature. However, un- 
like the depositor in the mutual savings bank, what he gets on 
withdrawal is not always the total principal of his investment, 
for if the fund has suffered losses these are first deducted. In 
the case of an accumulative fund, holders of certificates in the 

fund receive no current income, all earnings being reinvested 
to increase the principal. 

The investment fund appeals chiefly to the wealthier in- 
vestor. It aims at providing the dual advantages of expert 
management and diversification, without the trading on the 
equity. Also, it gives the investor automatic liquidity by 

permitting him to withdraw at will. The management fee is 
usually a stated percentage of the capital, such as one-half of 
one per cent per annum. 

Specialized Management Trusts 

The specialized management investment trust restricts its 

operation to a specifically delimited field. Most of them, in 

fact, operate in the banking, insurance, mining and aviation 

industries. The thought behind their organization is that cer- 

tain fields of financial and business activity offer superior in- 

vestment possibilities for investors who are willing to intrust 

. 
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their funds to the management of a group of men expert in 

such fields. These experts can then pick out the most desirable 

securities available there, and trade in and out of them as 

circumstances may dictate. Furthermore, in the fields of bank- 

ing and insurance, prices of the individual shares are often so 

high that diversification becomes unusually difficult without an 

intermediate investment organization which pools the funds 

of many individuals. 
In view of the success of this type of investment trust in the 

aviation field, it is likely that it will assume an important role 
in the future in the financing of new industries in this country. 
Within such new industries changes are often very rapid, and 
companies which at one stage of development appear to be very 
promising may be out of existence a few years later. The 
usual kind of financial expert may be powerless to analyze such 
securities intelligently, at least without the aid of technical 
experts who have a thorough knowledge of the industry. A 
specialized management trust run by technical men and bankers 
here has an especially broad opportunity. 

The Fixed, Non-discretionary or Bankers’ Share Trust 

In the pure type of fixed trust, the investors’ funds are placed 
in a named list of securities, chosen once and for all at the 
inception of the trust. Against this list of securities, collateral 
shares are issued representing fractional ownership, usually in 
low denomination. The investor thus gains diversification, 
but the act of management takes place only at the start. 

The theory behind the pure fixed trust is that a picked group 
of leading companies, taken together, should show a steady in- 
crease in the value of their equities, regardless of economic, 
industrial and financial changes. Hence, shares in a fixed trust 
are offered at all times, regardless of the state of the security 
markets or the condition of business. Whereas the general 
management investment trust sells many of its holdings and 
keeps its funds liquid when general declines in quotations are 
anticipated, the fixed trust remains undisturbed. It ignores the 
possibility of great temporary fluctuations in security prices 
caused by abnormal conditions which may develop in general 
business, the credit structure or the money market, and instead 
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invites the investor to look only on the long, upward secular 
movement of prices of shares in the leading corporations. 

Such fixed trusts may operate either in the general run of 
securities, or in certain specified groups, such as oil stocks 
or bank stocks. In either case, the trust shares represent as a 
rule a deposit of collateral with a trust company ; and investors 
who so wish may, by securing a sufficient number of shares, 
turn them in to the trust company and get the deposited col- 
lateral. Thus, if a trust is formed in 30 named stocks, which 
together cost $10,000, 1,000. certificates may be sold against 

them, and the trust company will agree to turn over this col- 
lateral at any time against the offer of that number of cer- 
tificates. 

The shares in a fixed trust are generally sold by a sales 
company formed by the management for the purpose of dis- 
tribution. The price of the fixed trust shares to the public 
includes a varying surcharge covering selling, trustee and 
other expense. This surcharge probably averages in excess of 

IO per cent, and has been as high as 20 per cent in individual 
instances. In the case cited, where 1,000 certificates are issued 

against stocks having a value of $10,000, each certificate would 

be sold to the public for $11 where a surcharge of 10 per cent 
is desired. 

There are few pure fixed trusts in operation, most such 
organizations allowing the management some discretion. Thus, 
several of them permit a shift of the funds of the trust out 
of any security held which appears to the management to be- 
come a poor commitment in the course of time, into call loans, 

government bonds or securities on a named reserve list. Others 
operating within special industries, like bank stock trusts, per- 
mit the substitution of any other bank stock for one on the 
list which appears to become over-priced, or for some other 
reason becomes undesirable. In such cases, the fixed trust 

approaches the specialized management trust in character. 
A number of general advantages are claimed for the fixed 

trust, to offset the differential between the price paid for the 
certificates by the investors and the market value of the under- 

lying collateral. The greatest is the low price of the certifi- 

cate, usually between $10 and $30. Then there are conven- 
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iences in income payments, which are remitted regularly by the 

trustee, and certain savings and conveniences in inheritance tax- 

ation, since it is not necessary to secure the transfer of any 

underlying securities in case of the demise of the holder. 

Financial Holding Companies 

A large number of investing organizations have grown up 

in recent years which combine with the pure investment func- 

tion a certain degree of control and management. This places 

them midway between the investment trust and that much 

older form of organization so common in this country, the 
holding company. As most of these organizations exercise 
control of other financial institutions, such as commercial 

banks, insurance companies or other investment trusts, they 
are generally termed financial holding companies. Several 
such organizations have attained great size, so that they stand 
out among the most conspicuous financial organizations of the 
time, both in this country and abroad. The financial holding 
company is the most ubiquitous type of investment trust, being 
organized under the name of “holding,” “omnium” or trust in 
England, France, Belgium, Germany, Switzerland and Austria. 

The combination of investment with control of enterprises 
in which investments are made is logical, as these companies 
grow in size. They differ from the usual holding companies 
in the broad scope of their interests, and in their willingness to 
buy control, build up a company and then in certain instances 
sell out the control to others, freeing their funds for other 
similar ventures. Among the largest such organizations are 
the Transamerica Corporation, owning branch banking chains 
in California and New York City and a diversified portfolio 
of general securities in addition, as well as investment banking 
organizations of the middleman type. Others are the Goldman 
Sachs Trading & Financial Corporation and Selected Indus- 
tries, Inc., the latter specializing in the industrial field. The 
Alleghany Corporation, sponsored by the Van Sweringen in- 
terests of Cleveland and J. P. Morgan & Company, is applying 
the same principles of operations to the railroad field. 

Finance companies operating along these lines have been 
formed also by a number of banks and investment houses. 
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They do not as a rule engage in all the varied lines of activi- 
ties into which the largest companies have entered; but most 
of them act as general management investment trusts and, at 
the same time, in an underwriting capacity for new security 
issues, carrying on special financing transactions not found 
suitable by the commercial bank or investment house affiliated 
with the finance company. 

The Trust Company 

The trust company differs-from other investing institutions 

in that it offers individual and personal service, both during 
the life and after the death of the investor. For the most part, 
the trust company necessarily appeals to the individual of 
relatively large means, although as the volume of business has 
grown it has become profitable to handle accounts even as 
small as a few thousand dollars. 

The trust company has enjoyed its greatest growth in this 

country, where it-has had more than a century of development. 
The first trust company of which record has been preserved 

is the Massachusetts Hospital Life Insurance Company, char- 
tered in 1818. Funds placed on deposit with the company as 
a trust fund were aggregated and managed by it for a fee of 

one-half of one per cent of the capital. In fact, this company 

resembled most closely the investment trust of the fund type 
as recently developed and described above. It is still in 

operation. 
The first company which received legislative powers to act 

in a fiduciary capacity was the Farmers’ Fire Insurance and 

Loan Company, organized in New York in 1822, and later 
known as the Farmers’ Loan and Trust Company. With the 
subsequent growth in the number of large individual fortunes, 

trust business grew rapidly, so that by the time of the Civil 

War about a score of such organizations were in existence. 

After the war, the large growth of the corporate form of 
organization created a great deal of so-called corporate trust 

business in connection with the issuance of securities, while the 

enormous increase in the number and size of large fortunes at 
the same time led to a vast increase in the so-called personal 
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trust business. One after another, these companies also entered 

the banking business, at first without supervision, but gradually 

under restrictions similar to but often more liberal than those 

governing the operation of commercial banks with state 

charters. 

In accord with the general tendency of banking toward the 

combination of many functions within one institution, trust 

departments have been opened by many national and state 

banks. The Federal Reserve Act of 1913 gave national banks 

the privilege of exercising trust powers, and this was further 
facilitated by the McFadden Act of 1927, giving these instt- 
tutions perpetual charters for the first time. By 1929, national 
banks held nearly $4,000,000,000 in personal trust accounts, 

each trust account amounting to an average of $72,000. 
No inclusive data on the total volume of trust funds have 

ever been compiled, although a survey in the State of Penn- 
sylvania showed that trust companies and trust departments 
of other banks in that state held in excess of $4,000,000,000 in 

trust in 1929. For the country as a whole, the total probably 
exceeds $15,000,000,000, and is increasing rapidly from year 
to year. A survey made in 1928 of the business of 665 lead- 
ing trust companies revealed a gain of 49 per cent in the num- 
ber of trust appointments received in that year over the year 
before by these institutions.’ 

Types of Trust Business 

The trust company plays a role in American investment 
banking in several ways. First, the banking department of 
such a company often possesses a larger proportion of time 
deposits than is usual, and thus acts in the same capacity as a 
stock savings bank. Secondly, the corporate trust business, 
wherein these companies act as trustees under corporate mort- 
gages and as transfer agents and registrars for stock issues, 
facilitates the security transactions of other investment banking 
agencies. In the third place, trust companies, like many com- 
mercial banks, often maintain securities departments or secu- 
rity subsidiaries. Finally, they act as out-and-out investing 

= : Lae re Proceedings, Tenth Mid-winter Trust Conference of the Trust Company 
Ivision of the American Bankers’ Association, New York, 1920. 
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institutions in the handling of personal trusts, and we turn to 
a discussion of this part of their business. 

In the personal trust, the trust company supervises and man- 
ages the investments of individuals under fixed conditions. 
Personal trusts fall into two broad classes, testamentary and 
living. A testamentary trust, the more important type, involves 
the roles of executor and administrator under wills, and ap- 
pointment as guardian and conservator of the property of 
infants. Originally practically all trust business involved the 
care of property after the death of the creator of the trust. 
Lately, however, the trust company has to a growing extent 
been looked upon as a convenient agency for specialized man- 
agement of an individual’s affairs before his death as well. 

The trust company is in a position to prove of inestimable 
value in testamentary trusts because it can give a special and 
personal service for which no other investing institution is 
qualified. A trust company supervises not only the investment 
of an estate, but also the expenditure of the income or prin- 
cipal after the death of the owner where this is desired. It 
claims “several advantages over the individual executor or ad- 
ministrator for this function—it has perpetual life, specialized 
technical ability, and it can better avoid the family and other 
prejudices and squabbles in which individual trustees are often 
involved. 

A special form of testamentary trust recently developed, 
which is rapidly growing in importance, is the life insurance 
trust. This trust consists of life insurance policies which 
will be paid into the trust and invested and disbursed accord- 
ing to the wishes of the testator upon the latter’s death. By 
1929, life insurance policies at the rate of about $1,000,000,- 

000 yearly were being placed with trust companies, several of 
which formed special departments for this business. Another 
special development in this connection was a combination of 
savings accounts with life insurance which several trust com- 
panies developed in their banking departments. 

The trust company has one peculiar feature as an investing 
institution—its fees are limited by law in most states. In 
New York State, for example, the fee consists of a percentage 

of the principal, combined with a percentage of the annual 
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income. The fee on the principal, payable one-half when the 

trust becomes effective and the other half when it is termi- 

nated, amounts to 5 per cent on the first $2,000, 2% per cent 

on the next $20,000, 1%4 per cent on the next $28,000 and 

2 per cent ’on all amounts over $50,000. The income fee, 

payable annually, consists of 5 per cent on the first $2,000 of 
income, 2% per cent on the next $20,000 of income, 1% per 
cent on the next $28,000 of income, and 2 per cent on all 

income over $50,000. Special agreements between the testator 

and the trustee may supersede these legal fees. 
Living trusts are made by an individual for the benefit of 

himself or others during his lifetime. They come into effect 
immediately, thus differing from the testamentary trusts which 
become effective only after the death of the testator. The liv- 
ing trust is generally revocable. 

The living trust, where it involves merely care of an indi- 
vidual’s property during his lifetime, has been termed by trust 
men ‘‘guardian custodianship.” This service includes invest- 
ment advice, securities analysis and the development of a defi- 
nite investment program. The trust companies recognize a 
trend in investment away from high-grade low-yielding bonds 
and toward diversified common stock commitments, and they 
seek to adapt their supervision to such conditions. In discuss- 
ing this service, a leading trust officer has said: ? 

The eight main advantages of guardian custodianship are: authoritative 
and continuous information, a scientific and carefully balanced program. 
automatic follow-up, due warning on unfavorable investments, relief from 
solicitation by unscrupulous security salesmen, automatic attention to 
subscription rights, conversion privileges, etc., composite judgment of a 
group of seasoned specialists and financiers, and control with relief from 
all administrative detail. 

A cardinal principle of trust company operation in general 
is the segregation of assets, by which the trust funds are kept 
distinct from the funds of the trustee. In most states, and 
under the regulations of the Federal Reserve Board governing 
trust. departments of national banks, corporate fiduciaries are 

“A. F. Young, Vice President of the Guardian Trust Company of Cleve- 
land, before the Tenth Mid-winter Trust Conference of the American 
Bankers Association of America, New York, 1928. 
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specifically forbidden to mingle trust funds either we their 
own funds or with those of other trusts. 

Investing Activities 

With regard to investment policy, trusts are either discre- 
tionary or legal. A discretionary trust is one in which the 
will or deed of trust specifies that the trustee shall have dis- 
cretion as to the manner in which the property of the trust 
is to be invested. Where the grantor of the trust specifically 
designates the securities or property that are to stay in the 
trust, the trustee of course has no voice at all in the matter. 

This type is sometimes called a designated trust. If no state- 
ment as to the manner of investment is made, the trustee is 

restricted to the purchase of investments which are designated 
as legal trustee investments by the law of the state. Where 
the trustee does not adhere to the specific instructions of the 
trust instrument, or the legal trust investments where none 

are specified in the trust instrument, he is liable for all losses 
so incurred, and for each loss so incurred without regard to 
offsetting profits on other unauthorized investments. 

Investments legal for trustees are generally specifically desig- 
nated in the state laws, although in some states the surrogate’s 
court rules on this matter.’ The list of legal investments in 
the eastern states usually coincides roughly with the group of 
investments which are legal for savings bank funds. In New 
York State, trustees are allowed to invest in the same secu- 

rities as savings banks, except that they are subject to less 
stringent limitations in purchasing real estate mortgages. 

The trust company is the most elastic and adaptable of in- 

vesting institutions. By restricting investment to “legals,” 
which can be done either specifically or simply by making no 
mention of investments in the trust agreement, the same ultra- 
conservative canons that govern savings bank investment may 

be secured for trust funds. On the other hand, the trust agree- 
ment may confine the trust to common stocks alone, and this 
has been done to an increasing degree in recent years. Finally, 

1Tn Massachusetts, the trustee is given a wide range of discretion in 
his investing activities when no instructions are given in the trust deed, but 
his responsibility for loss in case he does not exercise the caution of a 
“prudent man” is correspondingly greater. 
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the establishment of a joint trust fund in which the individual 

merely holds fractional interests—the application of the invest- 

ment trust idea in trust company operation—was tried as an 

innovation by the Farmers’ Loan & Trust Company in New 

York in 1929, and bids fair to open up a new line of develop- 

ment in the investing activities of trust companies. 

The trust company now not only gives general investment 

service, but offers to restrict its activity merely to the physical 

care and handling of the securities, leaving the owner full con- 

trol over his investment policy. In this case, the trust company 

becomes merely the nominee, the securities being vested in its 

name to facilitate transfers, tax reports, etc. In cases where 
only safekeeping and collection of current income are de- 
sired, the trust company restricts its activities and makes a 
reduced fee accordingly. 

The law endeavors to assure, as far as feasible, the inde- 

pendence of the trustee. With this in view, a trust department 
of a banking institution which also has a bond department 
may not purchase securities directly from the latter, although 
it may purchase from others securities in which the bond 
department is interested. 

In its capacity as trustee, a delicate question arises with 
regard to the liability of the trust company in case of loss on 
the investments it handles. The trustee is under the control 
of the courts of equity, and a number of decisions have been 
handed down in these courts to create general standards gov- 
erning such liability. The trustee is expected to exercise due 
diligence in the performance of his trust, and is held liable 
for losses due to carelessness or lack of prudence in the man- 
agement of the trust investments, except where no discretion 
is allowed the trustee by the terms of the contract. The prime 
consideration should be safety of principal, although the trustee 
has also been held bound to secure the best return on the trust 
investments compatible with safety. The trustee, in other 
words, is expected to follow the same course of action as a 
prudent private investor. 

An interesting example of the delicacy of this problem of 
trustee responsibility is the way in which the trust companies 
reacted to the discussion over the quality of German invest- 
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ments which arose in 1927. Many trust companies held Ger- 
man bonds in clients’ accounts. Owing to the so-called trans- 
fer clause in the Dawes Plan and the terms of the Treaty of 
Versailles, which made reparations payments a first charge on 
Germany, the ability of the obligors on these bonds to make 
interest payments abroad was subject to some question. At 
least one trust company, in the desire to avoid liability later, 
as well as to protect clients’ interests, felt called upon to dis- 
pose of such bonds when held in estates, and to give notice that 
such issues should be disposed of where held in custodianship 
accounts. 

Investment Counsel 

The investing institutions so far considered take over the 
management of the funds of the investor and keep custody of 
the securities purchased. In the case of the savings bank and 
investment trust, these funds are merged with those of 

numerous other investors. The trust company keeps the secu- 
rities of each individual separately. But even the trust com- 
pany, despite the highly individual and personal character of 
its service, manages and holds the property of the investor. 
There has recently been evident a new tendency toward the 
evolution of numerous firms of “investment counsel,” who 

merely advise investors and give supervision to their holdings, 
while the investor retains custody of his securities and discre- 
tion as to whether or not he chooses to follow this professional 
advice. 

The investment counsel thus gives part of the service which 
the trust company performs. For the large investor who wants 
expert advice, without giving up control over the investment 
of his funds to secure it, the investment counsel has proved 
adequate; and the cost of this service is generally small as 
compared with other forms of investing institution. Many 
financial statistical agencies have developed investment counsel 
activities as a by-product of their other functions. 

It will be noted that in his advisory capacity investment 
counsel does virtually the same thing as the sales and service 
departments of the investment house. However, the invest- 
ment counsel has the advantage of being impartial in his ad- 
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vice, if he is true to the best interests of his client, since he 

has nothing to sell. Several conservative brokerage houses 

which, since they profit by commissions only, are not interested 

in selling any one particular security, have become virtually 

investment counsel organizations. The adoption by the broker 

of the position of investment counsel, which he is often more 

adapted to occupy than the investment house, has been de- 

veloped to some extent in Great Britain, as discussed in 

Chapter XXIII. 

Summary 

Three important types of investing institutions have been 
organized in this country to invest the money of numerous 
individual investors. The savings bank, collecting the funds 
of investors in the form of deposits, invests them according 
to rigid legal restrictions designed for great safety at the 
expense of the size of the return. It assures the investor con- 

servation of and the right to withdraw his principal at all 
times. The investment trust, in its numerous forms, sells its 

securities to collect the funds of investors, and invests these 

funds subject only to any self-imposed regulations the manage- 
ment chooses to adopt. Safety of principal is subordinated 
for the most part to securing a larger return. Thirdly, the 
trust company gives a specialized type of service, caring for 
the property and funds of each individual separately, both in 
life and after death. 

As the function of investment calls for more and more spe- 
cialized skill, and as the volume of invested wealth increases, 

these investing institutions become of growing size and impor- 
tance, and profoundly affect the whole field of investment bank- 
ing. The investment house, which originates and distributes 
securities, finds that its selling is done increasingly to these 
investing institutions, rather than directly to private investors. 
Conversely, the individual investor finds that his investment 
requirements can be handled more effectively by one or another 
of these investing institutions, as they increase in number and 
in the extent of the services they perform. 

From the point of view of the investment houses, these 
investing institutions constitute a wholesale market of great 
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size for their issues, but of a special nature. In the first place, 
the investing is subject to certain regulations, which have been 
summarized in this chapter. Secondly, in the case of the 
investment trust especially, the investment houses have gen- 
erally found that they can increase their power of distribution 
and expand their activity by controlling and managing such 
investment organizations. There has thus been an integration 
of functions, whereby investment houses and security affilia- 
tions of commercial banks have developed subsidiaries which 
function as unregulated investing institutions. 
From the individual investor’s standpoint, these investing 

institutions must be appraised by the same tests as he ap- 

praises securities—on the basis of safety of principal, safety 
and size of income, possibilities of appreciation, convenience 
and freedom from care, etc. In addition, the investor must 

determine how much he pays for the service and other benefits 
which the investing institution performs. If, for example, in 
a well-managed investment trust too large a part of the in- 
come is absorbed by the management, he may pay too dearly 
for this expert supervision of his investments. In this chapter 
the cost of operating the investing institution from the in- 
vestor’s standpoint has been discussed in each case. 
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Chapter V 

INSTITUTIONAL INVESTORS 

Types of Institutional Investors 

The preceding chapters have been occupied with a descrip- 

tion of a number of institutions devoted to investment banking 

activities as their primary purpose. The security middleman— 

the investment house—forms the link between the capital 

market in general and the borrower or issuer of capital stock. 
A secondary market for these securities, which insures their 
marketability, has been developed with the aid of brokers, 
dealers and the stock exchanges. Specializing in the function 
of investing other people’s money, and thereby forming a link 
between the investor and the capital market, is the investing 
institution—be it the savings bank, the investment trust, or the 

trust company. 

In addition, a number of institutions devoted primarily to 
other than investment activities play an important role in the 
capital market as huge buyers of securities. Their other 
activities create the funds which they must invest, but when 
these aggregate funds take on very large proportions, the in- 
vestment function, originally incidental, assumes great impor- 
tance for these organizations. 

The most important of these institutions, for which invest- 
ing is an incidental rather than a primary function, is the 
insurance company. Formed for the purpose of spreading 
risks over the community, the insurance companies in the 
course of their business activity accumulate reserves which 
make them at the present time the most important single class 
of buyers of investment bonds. In New York State alone, 
life insurance companies have investments aggregating ten bil- 
lions of dollars. 

The commercial bank, long defined as an institution of dis- 
count, deposit and exchange, has been profoundly modified by 

108 
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recent economic and financial developments. Its investment 
functions have been largely expanded, even outside of the field 
of the savings department. Thus, in addition to being an 
investing institution, the commercial bank is becoming, as an 

incident to its commercial banking functions, an institutional 
investor as well. 

The general run of business corporations is also becoming 
increasingly important as institutional investors. Many indi- 
vidual corporations act incidentally as investment trusts, hold- 
ing hundreds of millions of dollars of securities of other com- 
panies, both within and without their own individual field of 
activity. Naturally, they cannot be ignored as factors in the 
capital market. 

Universities, hospitals, churches, charitable organizations 

and foundations are all important buyers of securities. Their 
holdings in the aggregate amount to billions of dollars. Fur- 
thermore, the wealth in the hands of these institutions tends 

to increase from year to year, as the men who made great 
fortunes in the recent rapid expansion of the country’s busi- 
ness structure pass on and follow the usual custom of leaving 
some part of their wealth to these eleemosynary institutions. 

Insurance Companies 

The business of insurance, one of the oldest in our economic 

order, steadily grows in importance with the increasing com- 
plexity and scope of economic activity. Insurance seeks to 
protect the individual by spreading the economic risks to which 
he is subject over large numbers of people. It is based on the 
fundamental rule that death and accidents happen to only a 
small number of people at one time, and therefore the indi- 
vidual may be protected from their adverse financial effects by 
means of small regular payments to a common fund. This 
is effected by collecting small sums from numerous people and 
using the fund thus gathered to pay losses to the individuals 
subject to the hazard against which it is sought to guard them. 

The fund gathered to pay losses naturally assumes very large 
proportions as the insurance enterprise grows in size, It must 
be kept as a reserve from which losses are paid, thus making 
the insurance companies large holders of capital collected from 
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the whole community, and kept for it. While the individuals 

taking out insurance protection do not always consider saving 

their major objective, the insurance company incidentally be- 

comes the largest single type of saving and investing machine 

in the country. 
There are two important types of insurance, differentiated 

by the nature of the hazard. Life insurance and such related 

types as old age and pension insurance seek to insure against 
a hazard certain to occur. The purpose of such insurance 
is to give economic protection to those who will be affected 
by the death of the individual insured, and the protective fund 
must be kept intact until this occurs. Hence, the reserves of 
life insurance companies become particularly large, for they 
must keep the funds of the insured over a long series of 
years until death closes the contract and makes payable the 
amount of the insurance. By including large numbers of 
people, the individual insurance company can avoid suffering 
very heavy losses at one time, and can keep payments from 
the reserve fund to a fairly regular rate. In fact, owing to 
the general growth of wealth, the improvement of medical 
science and the steady spread of the practice of taking out 
life insurance, the assets of these companies have increased by 
leaps and bounds during the past decade, and the reserve funds 
have grown rapidly despite the steady drain caused by pay- 
ments on policies which have matured, either because of their 
limited term or because of the death of the insured. 

Another group of insurance companies insures against a 
hazard which is by no means certain. The oldest form of 
insurance is marine insurance, which protects shipowners from 
casualties of the sea. Fire insurance is of a similar nature, 

as are accident, surety and other forms of insurance against 
events which may or may not happen. Casualty insurance 
of all kinds is generally written to cover one particular event, 
such as the voyage of a ship, or a short period of time, such as 
one- to five-year policies for fire insurance. The reserves of 
these companies naturally are much smaller as a result, and 
there is no steady accumulation of premiums over long periods 
of time against an eventual certain risk such as death. At the 
end of the period of insurance, all liability of the company 
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ends, and any sums left over after all losses and expenses have 
been paid constitute its underwriting profit. 

- From the viewpoint of investment banking, the insurance 
companies are of special interest in two respects. In the first 
place, as large investors, the nature of their investment needs 
and the conditions under which they may and do purchase secu- 
rities will be studied. Secondly, from the viewpoint of the 
individual, their efficiency and desirability as investment insti- 
tutions will be discussed. Life insurance, as by far the most 
important type, will be considered first. 

Life Insurance Operation 

To furnish a background for understanding the problems 
facing life insurance companies as investors, a brief review 
of their operating methods is necessary. 

All life insurance involves the payment of premiums, as 
individual contributions to an insurance fund are called, out 

of which benefits are paid to the beneficiaries named by those 
insured persons who die during the period for which they 
are insured. It is evident that insurance companies must deter- 
mine these probable death losses in advance. This is done on 
the basis of the American experience table of mortality, which 
gives the probable number of deaths which would occur at each 
age in a group of 1,000 persons. The American experience 
table was prepared from empirical data many years ago, and 
is now considerably out of date, as the average expectation of 
life has risen materially in the meanwhile. Its continued use, 
therefore, means that premium rates now in force are more 
conservative than need be. 

From the viewpoint of the insurance company, premiums re- 
ceived are its income, and death benefits paid constitute mortal- 

ity costs. Income is further increased by earnings on the in- 

vestment of premium funds, pending the time when they are 

distributed to beneficiaries as death losses. This investment 

income may be regarded as certain if the investments of the 

company are conservatively made. For this reason, life in- 

surance premiums are reduced to allow for these expected 

earnings on the reserves. As a matter of fact, American com- 

panies, in computing their premiums, allow for earnings of 
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3 or 3% per cent on their reserves, and reduce the amount 

due from policyholders accordingly. On the other hand, 

premiums are increased because of the expenses of operation of 

the insurance companies, resulting in a “loading,” or addi- 

tional charge. 

The net earnings of the insurance company arise from 

three important sources. In the first place, because of the 

use of the obsolete American experience table and because of 

the rising standard of health in this country which accompanies 

the rising standard of living, death losses, or mortality expenses 

as they are called, are smaller than anticipated. In the second 
place, earnings on invested reserves generally amount to con- 
siderably more than the 3 or 3% per cent expected. Thirdly, 

most companies, especially in view of the rapidly growing 

volume of insurance written, keep their expenses below the 
“loading’’ which is added to the premium. These net earnings 
in the case of mutual companies, which are owned by policy- 
holders in much the same way as mutual savings banks are 
owned by depositors, are distributed to policyholders in the 
form of “dividends.” They are obviously not true “divi- 
dends,”’ however, but really represent an overcharge made of 
policyholders in their premiums, which is returned in this 
way. Where these “dividends” are paid, policies are said to 
be participating. Where the company is privately organized 
and these net earnings belong to the stockholders, the policies 
are called non-participating. 

A final important feature of insurance company operation 
is the so-called level premium plan, which is in general use. 
If an individual takes out an ordinary life insurance policy 
calling for the payment of a fixed sum to his beneficiary at the 
time of his death, he will be required to make yearly payments 
as long as he lives. Actually, these payments should be on an 
ascending scale, for as he grows older there is greater likeli- 
hood of death, and therefore larger payments are required from 
all persons insured in that particular age group. But a scheme 
of rising annual premiums, while mathematically necessary, is 
in point of fact impractical, since the individual’s ability to pay 
premiums tends to decline with age, after a peak of earning 
power is reached somewhere in middle life. Furthermore, the 
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average individual’s living expenses rise with age up to a cer- 
tain point. Hence, the universal practice has been adopted 
by life insurance companies of fixing a uniform annual 
premium, involving over-payments in the earlier period to an 
extent large enough to cover under-payments in the later years 
of the policy. It is these over-payments which are largely re- 
sponsible for the great size of insurance company reserves. 
Were it not for this level premium plan, insurance companies 
would tend to pay out yearly very nearly as much as they 
receive in premiums. Under this plan, however, a certain part 
of each premium payment in the earlier years of the policy’s 
life goes into the reserve out of which later payments will be 
made in part. The size of this reserve is increased when the 
policy calls for payments for only a limited number of years, 
or when premium payments are further enlarged in endow- 
ment policies. The reserve accumulated against any policy 
constitutes its “cash surrender value,” which the company 
is willing to return to the insured if he wishes to cancel the 
policy. It also constitutes the “loan value” of the policy, or 
the amount which it is willing to lend to the policyholder with 
the policy as collateral. 
We now turn to a consideration of the investing operations 

of the insurance company. 

Insurance Company Investments 

Insurance companies, because of their close contact with 
the mass of the population, are subject to regulation by state 
law. Although state laws are far from uniform, neverthe- 
less the requirements of the stricter states are generally com- 
plied with by life insurance companies. The reason for this 
is that the insurance company, while incorporated in one state, 
generally does business in many others as well. In order to be 
permitted to do business in, or be “admitted” to, others than 

their home state, insurance companies must conform to the 
laws of the strictest state in which they operate. 

The insurance company usually has three funds from which 
its investments are made. First, there is the capital provided 
by the stockholders, except in the case of a mutual company 

which is run on the same principle as the mutual savings bank 
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and is owned by the policyholders. In the second place, there. 

is the surplus retained by the company from its past earnings. 

Finally, constituting by far the great bulk of the investment 

fund, there is the premium reserve paid in by policyholders, 

and held against future mortality losses. 

The laws governing the investments of life insurance com- 

panies are generally more liberal than those governing the 

investments of savings banks, and the tendency has lately been 

to liberalize them further, in order to permit these companies 

to obtain moderately high yields on their investments as the 

volume of their assets has continued to grow from year to 
year. The annual increase in reserves has recently been in the 
neighborhood of a billion and a half dollars annually, a very 
large sum to be placed each year. The laws are not always 
designed to give maximum return consistent with safety, which 
should be the case in justice to policyholders. Frequently, 
extraneous considerations, such as the desire to induce com- 

panies to invest in favored localities or industries, govern. 
Thus, in Iowa and Nebraska, life insurance companies are 
restricted in the main to local securities, which means that 

the larger part of their funds actually go into farm mortgages 
in these agricultural states. The serious dangers of thus arti- 
ficially delimiting the field of investment are readily apparent. 

Laws governing life insurance company investments in the 
several states usually provide three separate sets of rules. 
The capital and surplus, usually up to the minimum required 
by law, are subject to specially stringent regulations. For 
foreign companies doing business within a state, the laws usu- 
ally provide for special deposits of securities, which are subject 
to similar stringent requirements, that must be left with the 
superintendent of insurance. The remaining funds of the 
company, including the reserves and any part of the capital and 
surplus not covered by the above laws, are generally regulated 
by a third and less stringent series of regulations. These latter 
regulations determine, of course, the investment of the great 
bulk of insurance funds. 

Under the laws of New York State, which govern the in- 
vestment of more than half of all life insurance company funds 
in this country; the companies are allowed to purchase: 
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United States government and municipal bonds. 

2. First mortgages on improved real estate up to 66 2/3 

per cent of the value of the property. 

3. Bonds of corporations which have earned at least 4 per 

cent on their capital stock for at least five years. 

4. Secured bonds of solvent corporations, of which not 

more than one-third of the security is capital stock. 

5. Preferred stocks of corporations which have earned at 

least 4 per cent on their capital stock for at least 

five years. 

Ll . 

There was in this country in 1929 over $16,000,000,000 of 

life insurance company funds invested according to the legal 

requirements. This fund represented payments made by 62,- 
000,000 individual policyholders, covering nearly $100,000,- 
000,000 of life insurance policies. The distribution of this 

investment fund has been determined by the Association of 
Life Insurance Presidents, which makes an annual study of 

changes therein. A chart showing these changes over a period 
of years is shown in Fig. 6. Data made available by the 
association, covering more than go per cent of the assets of 

all life insurance companies held by 52 reporting companies, 
show the following distribution of assets on October 1, 1927: 1! 

Per Cent of 
Security Amount Total Assets 

Rarmemnonrtca ces amen $ 1,999,000,000 15.2 
Othermortcarcs =: nein 3,717,000,000 28.2 
All government bonds.......... I, II5,000,000 8.5 
Railroad bonds and stocks...... 2,574,000,000 19.5 
Public utility bonds and stocks.. 1,019 ,000,000 7 
Other bonds and stocks......... 208 ,000 ,000 1.6 
All other admitted assets.......  2,548,000,000 Zon 

$13 , 180,000,000 100.0 

The above figures show that 43.4 per cent of the assets of 
these companies were in the form of mortgages, while 37.3 
per cent were in bonds and stocks, almost entirely the former. 

‘Proceedings of the Association of Life Insurance Presidents, New 
York, 1927, pp. 187-188. 
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They also show a preponderance of security investment in the 
railroad field, although there is a strong tendency. now in favor 
of public utility issues, so that the percentage invested in the 
latter field is rising at the expense of railroad issues as the new 
money received by the companies as premiums flows into utility 
securities. 

Life Insurance as an Investment 

We have thus far considered the life insurance company as 
an investor. In reaching a definite appraisal of the full value 
of this type of institution as currently operated, it is also neces- 
sary to consider it from the point of view of the individual 
investor. 

The purest type of life insurance is called term insurance, 
which runs for a limited period of years. In the case of a 
one-year term policy, no reserve need be set up out of the 
premium at the end of the year, so that the premium need be 

large enough to cover only the death losses paid on such policies 
during the year, plus expenses of operation. There is no in- 

vestment element involved. But in actual practice, the bulk 
of insurance policies are not of the term variety. There are 
three important types of life insurance policies in addition to 

the term policies. These are: 
1. Straight or ordinary life insurance, which gives protec- 

tion for life and requires annual premiums to be paid as long 

as the policyholder lives. The excess premiums paid in the 
earlier years of the straight life insurance policy actually con- 

stitute an investment for the insured, on which he is allowed 

3 or 3% per cent and any excess earnings which the company 
may distribute in the form of “dividends.” The investment 

character of these excess payments is indicated by the fact 
that the policyholder may withdraw them by canceling his 
insurance, getting back the “cash surrender value,’ or excess 

payments. 

2. Limited payment life insurance gives protection for life, 
but limits the number of payments due to a specified number 

of years. Here the savings or investment feature is further 

developed, The annual payments are larger than the premiums 
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due in straight life insurance, the over-payments with interest 

thereon constituting a sum sufficient to pay the premiums for 

the balance of the expected life span of the individual. This 

form of insurance is in essence a combination of straight life 

insurance with an additional savings plan whereby an individ- 

ual in his years of larger earnings accumulates a fund out of 

which to pay premiums in the later years of reduced earning 

power. 
3. Endowment insurance emphasizes equally the insurance 

and savings or investment aims of the individual. The annual 
payments here are much larger, equaling, with 3 or 3) per 

cent compound interest, at the end of a stated period of time 
the full face value named in the policy. The insurance 
equals this amount throughout the life of the policy, but if 
the insured survives to the end of the policy term he receives 
the accumulated sum intact. This type of contract is the 
equivalent of insurance protection for the period during which 

payments are made, plus a savings feature whereby the indi- 

vidual accumulates for his own benefit a sum of money paid 
to him in full at the end of the policy period, for which he 

makes additional payments to the insurance company. 
It will be noted that these four forms of insurance policies 

differ primarily in the extent to which the investment element 
is added to the pure insurance factor. Considered purely in an 
investment aspect, life insurance naturally results in the accu- 

mulation of a considerably smaller sum than is possible through 

the placing of funds in savings banks or in conservative invest- 
ment securities. The reason for this is that a part of the 
premium, or annual payment, goes to pay mortality losses of 
the company. The following table compares the accumulation 
which results from purchase of different types of insurance 
policies with that possible from investment of an equivalent 
sum at 4% per cent compound interest. Most investors in 
securities would get a higher return under normal conditions. 
Of course, it must be remembered that the investor does not 
then get the insurance protection which creates a substantial 
estate for his beneficiaries before he has had the opportunity 
to accumulate a large fund for them out of savings. 
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Accumulated reserve, equal to Sum ac- 
“cash surrender value’’ cumulated 

Type of Annual. --————_______by 4% per 
policy premium? eon 

Endof | Endof | Endof | Pound in- 
5 years Io years | 20 years Uerest in 

20 years 

Straight life 20.38 $ 45.76 $ 98.904 | $ 230.50] $ 653.31 
20-payment 

hiss. Stas 30.56 95.49 208.95 504.59 949.80 
20-payment 

endowment} 48.27 185.39 407.79 1,000.00} 1,500.23 

* Average, 8 large companies. 

The majority of persons taking out life insurance do so 
because they want immediate protection against the hazard of 
death, and cannot wait for the long and slow process of accu- 
mulating a large principal sum through investment. From 
their point of view, the problem is not one of whether or not 
insurance is desirable in itself, for the answer to this question 
is necessarily in the affirmative. The real question is which of 
the several types of insurance is most desirable. 

There are three factors to consider in answering this ques- 
tion. In the first place, the insurance policy has an advantage 
over most other forms of investment, in that it constitutes an 

automatic system for regular savings so that the investor has 
little opportunity for succumbing to temptation and failing to 
make his payments. From the point of view of the rate of 
return received, the insurance company does not measure up 
as favorably. Many, if not most, investors could make a larger 
return by taking out the cheapest kinds of insurance—prefera- 
bly term or straight life policies—and investing directly any 
additional sums they have available." To offset this larger 
return, however, there is the greater risk element connected 

with individual investment, except when carried on through a 
savings bank. 

1The disadvantages arising from investing regulations compelling these 
companies to buy fixed income securities are discussed below in chap. xiii. 
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The weakest point in the position of insurance policies is 

that, as investments, they constitute a gamble on the chance of 

life, while as insurance they constitute protection against the 

chance of death. If an individual dies during the period of 

payment on a limited payment life insurance policy or on an 

endowment policy, his estate gets no more than if he had had 
a term or straight life policy. He has gambled on the chance 
of life and lost, in so far as he made the larger payments. 

Only if he lives does he get any benefit at all from these addi- 
tional payments in the form of larger premiums. If his estate 
is small, this gamble on the chance of life is unfair to his 
dependents, whose share in the estate is thus reduced. 

A recent study analyzed the rate of investment return re- 
ceived from the purchase of insurance with investment features 
by comparing cash surrender values of limited payment and 
endowment policies with straight life insurance policies, 
ignoring the small element of investment found in the latter. 
It was found that, at age 25, the limited payment and endow- 
ment policies gave an average return, as measured by the cash 
surrender value, of 214 per cent on the extra payments over 
and above the straight life insurance premiums if the insured 
lived 5 years; 4 per cent if he lived 10 years, and 5 per cent if 
he lived 20 years. These are average figures based on data of 
12 large companies. If insured at the age of 50, however, a 
return of 314 per cent was earned if he lived 5 years, and fully 
8 per cent if he lived 20 years. The accumulation was, of 
course, entirely lost if the policyholder died before collecting 
from the company. Then his estate received merely the face 
amount of the policy, which would have been payable in any 
case. Thus, at the age of 50, the chance of the policyholder 
getting his accumulation, with income at the compound rate 
of 8 per cent, at the end of 20 years is found to be only 5534 
out of 100, based on his chances of living at least until the age 
of 70, as shown by the experience table. 

’ As a conclusion of this study, the author says:* “A careful 
analysis of the situation indicates that in most instances it is 
desirable to keep life-insurance contracts separate and distinct 

* NERLOVE, S. H., “The Investment Element in Life Insurance Contracts,” 
hes of Business of the University of Chicago, vol. i, pp. 273-203, July, 
1928. 
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from investment contracts—to buy life-insurance services from 
a life-insurance carrier and investment services from an invest- 
ment institution.” 

The combination of insurance and investment activities 
through a bank and trust company has been tried in recent 
years, in order to avoid the disadvantages mentioned above 
attaching the insurance company as an investing medium. Sev- 
eral banks have worked out schemes for acquiring insurance 
for savings depositors, paying premiums out of the interest 
earned on savings accounts. The Harris Trust & Savings 
Bank of Chicago installed such a combined savings-insurance 
system in 1921, and has developed it considerably. 

Another combination of life insurance and investment activ- 
ity is present in the insurance trust, especially where the indi- 
vidual who creates the trust places securities as well as life 

insurance policies in it. The earnings from the securities can 
then be used to pay premiums on the insurance policies; or 
some other arrangement can be perfected to assure that the 
investment side of the transaction, both before and after death, 

shall be handled by the trust company, while the insurance 
company merely furnishes the term or straight life insurance 
contract. 

Fire and Casualty Insurance Companies 

The other kinds of insurance companies are far less impor- 
tant as institutional investors. This is the case chiefly because 
of their method of operation, which involves insurance for 
short periods and thus does not permit the building up of 
large reserves. Furthermore, these companies, since they do 
not affect the general public so largely, are subject to far less 
stringent regulation than is the case with the life insurance 
companies, so that most of them buy heavily of common stocks 
and often make a large speculative profit on their security 
holdings. 

As a matter of fact, most fire and casualty companies do 
not charge enough in premiums to cover their loss payments. 
The difference, as well as their profits, is made up from profits 

made by investing these premium payments as rapidly as re- 
ceived, and before losses are paid out. In fact, taken together, 
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fire insurance companies show underwriting losses almost 

yearly, but investment and speculative profits have made many 

of these companies highly prosperous. 
A recent study of 63 leading American fire insurance com- 

panies shows that they had investments aggregating nearly 
$1,250,000 in 1927, of which nearly one-half was in stock. 

Several companies had the larger portion of their funds in- 
vested in industrial and utility common stocks, while others, 
more conservatively inclined, continue to rely chiefly upon 
bonds as investment media. A total of 25 leading casualty 
companies considered had more than $550,000,000 of invest- 

ments, and showed a steady tendency to invest more heavily 
in stocks, in which they had about one-fourth of their funds.’ 

The Revolution in Commercial Banking 

The growing financial strength of the individual American 
business corporation, making it less dependent upon the bank 
than ever before, has had a profound effect upon the activities 
of the commercial banks. Many a corporation which formerly 
turned to the commercial bank for credit facilities now has a 
surplus of liquid capital which transforms it into its own 
banker. Instead of seeking credit from the banks, many of 
our corporations are lending money on call through the banks. 
Even in the case of corporations which do need additional 
capital, the great development of the securities markets often 
makes it more desirable to finance through them by the sale 
of stocks and bonds, rather than depend upon the short-term 
loan and close supervision exercised by the commercial bank. 

The commercial bank, finding it impossible to utilize its 
resources in wonted channels, has had to branch out into other 
fields, notably investment banking in its several phases, such 
as underwriting, and lending for security speculation and trust 
activities. It has diverted an increasing volume of credit into 
loans to brokers and bond houses, as well as into real estate 

loans. It has also purchased heavily of securities over and 
above purchases made with savings deposits, thus becoming an 
important institutional investor. 

The total volume of bank credit outstanding in the United 
States on June 30, 1928, was estimated at $56,000,000,000 
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by the governor of the Federal Reserve Board. This total 
was distributed in the following manner: 

We oncoverument bonds. 25 4.6.6... Pe Cake $ 6,000,000,000 
GieliemsrOeks and DONdS ss. sek. ws. see sees cecoie aisle I2,000,000,000 
Loans on securities (of which amount $3,000,000,000 is 

represented by so-called brokers’ loans)............ 
Woanswon red leestate SECUTILY=c..cccy- cee amen sence 
Loans to customers (of which amount it is estimated 

that approximately $5,000,000,000 is eligible paper 
Henry weinber banks)... bs. fic cc ke et ae ctu oe 

13,000,000, 000 
5 000,000,000 

20,000 ,000 ,O00 

Total loans and investments.................5- $56 , 000,000 , 000 

The true nature of the revolution that has taken place in 
the position of the commercial bank may be understood only 
by differentiating investments and investment loans made with 
time deposits from those made with demand deposits. In so 
far as the commercial bank receives time deposits and invests 
them as does the savings bank, it is merely acting as an investing 
institution, in the manner described in the preceding chapter. 
It is only when it invests its resources over and above its sav- 
ings deposits in securities that the commercial bank also acts 
as an institutional investor. 

The investments of commercial banks and banking depart- 
ments of trust companies were distributed as follows in June, 
1926, according to the report of the Comptroller of the 
Currency: 

Type of bond National banks} State banks |/Trustcompanies 

U.S. government..... $2,469, 268,000]}$ 564,182,000/$ 344,681,000 
Witticipals at a. a, « 647,801 ,000 226,093 ,O00 126, 233,000 
HeaINOAG en a csc ss = « 631,387,000 60,151,000 277,521,000 

ioe utility soy 3. 545,036,000 87,292,000 211,776,000 

Industrial, ete. a. fl. - 772,789,000 
Foreign government... 225,871,000 
Other foreign claims, 146 , 548,000] 72, 242,682,000] 1,846,569,000 

warrants, judgments, 
OY bis chen CcouePagn Ol teens 403 553 , 000 

Total investments.|$5 , 842,253,000 $3 , 180,400, 000|$2 , 806 , 780, 000 
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The Corporation as Investor 

There is one peculiarity of American corporate accounting 

practice which has had a remarkable effect upon the invest- 

ment process in this country. As a result of the kaleidoscopic 

changes through which most of our industries have passed, and 

especially on account of the almost indefinite field for rapid 

expansion they have faced, the corporate surplus is ubiquitous 

in American finance today. Whereas in Great Britain and on 
the Continent the general rule is for the corporation to pay out 
to its stockholders the great bulk of reported earnings, after 
putting aside certain relatively small statutory and other re- 
serves, the practice here is as a rule to pay to stockholders in 
dividends only a fraction of the annual corporate income. 

The balance is ploughed back into the property. 
The corporate surplus was a natural outgrowth of the spe- 

cial conditions under which American industry grew up. This 
is revealed by a study of our early corporations. The first 
railroads, for instance, originally followed the policy of paying 

out in dividends all their earnings. The annual income, in fact, 

was considered a “dividend reserve,” and anything not paid 
out was immediately labeled in this way, to be paid out as soon 

as practicable. Any other course, it was thought, was an im- 
position on the stockholders. 

The rapid progress of industrial change soon showed that 

such accounting practice was not suitable to American condi- 
tions. This was early discovered by the big railroads. Rapid 
railroad building brought competition, and competition brought 

about the failure of the companies which did not have extra 

resources to carry them through lean years. Also, with the 
rapid change in technique, facilities often became obsolete long 

before the termination of their estimated lease of life. Cor- 
porations without a corporate surplus were then compelled to 
reorganize, in order to raise the needed capital for the mod- 
ernization of their property. The philosophy of a corporate 
surplus was one of the chief factors that made the Morgan 
reorganizations successful. Finally, with the growth of the 
country, many profitable opportunities for expansion arose, 
and boards of directors frequently preferred to use current 
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earnings to take advantage of these opportunities, instead of 

turning their income over to stockholders and issuing addi- 

tional securities to finance new ventures of doubtful immediate 
profitability. 

As time went on, the accumulation of a corporate surplus 
of large size, and continued payments of only a fraction of 

earnings as dividends, became one of the habitual practices of 
American business life. The practice followed in the railroad 

field is shown in the following table, giving the percentage of 
earnings paid out in dividends by such companies over a period 
of years: 

All dividends Per cent of net 
Year Net income income paid as 

pee dividends 

EBOO Me slie fete $106 , 270,005 $ 87,671,613 81.9 
HOOOms ee c.c's o-- 252,760,482 139,597,972 ee 
MOTOS Aas oe ton 583,191,124 405,771,416 69.6 
O20 ale eieie shes oe 481,950,969 331,102,938 638.9 

O25 neces cals ssi 771,053,077 409,645,051 53.1 

TOD OM cies averse svs 883,421,795 473,682,830 53-6 
OO nee 741,923,916 567,280,717 76.5 

Among public utilities, a number of companies have changed 
their practices in recent years. They have retained most of 
their earnings, but many of them pay out to stockholders 

liberal amounts of stock as dividends, thus giving them the 
immediate benefit of the earning power in the form of market- 
able securities. Fear that regulatory authorities would not 

permit them to earn a full rate of return upon reinvested capi- 
tal unless evidenced in securities is one of the factors which 
led to this change, for the railroads have not been able to enjoy 
the full benefit of their large surpluses, and the utilities seek 
to avoid the same experience. 

The size of the surplus accumulated by several leading indus- 

trial corporations is indicated in the following table: 
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: : 

Par orstated value} Surplus, Decem- 

any of common stocks} ber 31, 1927 

WeSsstee! Corporation. sj... -- $711, 623,500 $633 ,044,913 

Aimericam ©atti CO. tae een oe 61,849,950 43,851,360 
Standard Ol CononN sees 607,930,475 400,142,932 
American Car & Foundry Co...... 30,000,000 40,138,673 
Du Pont de Nemours Co......... 133,082,900 124,472,266 

The stockholder benefits from these surpluses in the course 
of time through the payment of stock dividends, or through 
the splitting up of stock after the rising earnings per share 
resulting from the steady ploughing back of profits cause 
the price of the stock to rise to high levels. 

The habit of building up a large surplus has resulted in the 

transformation of our leading corporations into virtual invest- 

ment organizations. A spectacular example, one of many 

which might be cited, is the du Pont Corporation. Founded 
in 1799 as a munitions manufacturing plant, this company in 

the latter years of the nineteenth century built up a large busi- 

ness as a manufacturer of powder and explosives, used for 

the most part in mining and building operations. The com- 

pany’s activities then were extended into the chemical field. 

During the war, it took a foremost place in the manufacture 

both of munitions and chemicals, the main source cf supply 

of the latter having been cut off through the closing down 
of trade with Germany. 

The huge profits obtained during the war period were not 
paid out to stockholders to any important extent. Although 

the vast liquid capital which the company accumulated cer- 

tainly could not be used in the munitions business, and the 
chemical business was expanding at a rate which held out 

prospects for profitable employment of only a small propor- 
tion of it, no steps were taken to distribute it. Instead, the 
company turned to an entirely different industry, automobile 
manufacturing, where the difficulties of one leading promoter 
permitted it to acquire a controlling stock interest in the Gen- 
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eral Motors Corporation. Thus the company became a leading 

powder and explosive manufacturer, a manufacturer of chemi- 

cals with stock interests in numerous other concerns in the 

same field, and finally the holding company for the largest 

automobile manufacturing concern in the world. The rela- 
tionship between the market valuation of the General Motors 
investment of the company and its own total valuation, as 

measured by security prices on April 1, 1929, was as follows: 

Market value of du Pont capitalization— $1,751, 284,150 
Market value of shares of General Motors 

held as investment— 823,450,650 

Market valuation of balance of du Pont assets— 927,833, 500 

The corporation as such has, as a matter of fact, become 

the greatest single engine for saving in modern economic 

organization. The device of the corporate surplus, designed 

at first to strengthen the corporation’s position in its own in- 

dustry, has in numerous cases continued to accumulate capital 
in individual enterprises after the opportunities in the industry 
become too limited to permit its use. As a result, corporations 
have accumulated large amounts of capital which have been 

kept in liquid, mobilized form awaiting use in one channel or 

another. In times of high rates on call loans to brokers, these 

corporations lend billions of dollars in this way. 
This brings us to the second phase of development of the 

corporate surplus, where it assumes merely the form of excess 

liquid capital awaiting profitable investment. A number of 
corporations, following the business practice quite suitable 

to conditions of an earlier day, have accumulated huge amounts 

of liquid capital for which they find no apparent use, and which 

will eventually modify to a large extent the prejudice of boards 

of directors here to the custom of paying out all earnings as 

dividends when no use can be found for further accretions to 

surplus. The net working capital on January 1, 1928, of 

leading American industrial enterprises shows the extent to 
which they possess such liquid capital resources: 
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| Net Working 
Company Capital 

General Motors Corporation . 1.00 <teeas dels me sjeispalne anit $272,923,976 
Ur S.,oreel, COmporation.. .'sa/'s/o.essjeuts/e ss i.e cyanea eee 424,337,475 
Aeaeermieae) Vere oral anys (Corgis aancdonuacauadonuoravicca0< 48,393,730 

Allied: Chemicals Coss cise cetstenes cele siclelenote rere ed esa 133,079,843 
Atchison, phopeka cc Sanltayl Cereiiietasetteeiote tenes athe iter "ig? 523,074 

Pending the finding of favorable use for these funds, corpo- 
rations generally seek some profitable investment for them. 
They can place their money on call or in short-term securities, 

or, in certain cases, they can act as investment trusts, buying 
and selling securities for profit as well as current income. 
“Corporation buying’’ has become a real factor in the invest- 
ment and speculative markets. In times of business expan- 
sion, or when new industrial methods make additional plant 

construction necessary, these securities can be liquidated to 
provide the necessary funds. The ordinary business corpora- 
tion then acts largely as does the fire insurance company, which 
invests its liquid funds pending the time when they are to be 
paid out as losses. 

The growth of corporate surpluses, especially in liquid form, 
is merely one instance of the fundamental change in the posi- 

tion of this country from a debtor to a creditor nation. This 
is reflected in the individual corporation by the fact that, 
instead of having to borrow additional capital to expand its 
activities, it has a surplus for which no definite use is in sight. 
The same process is here repeated as occurs in the country as 
a whole, where a surplus of liquid capital is available now for 
investment abroad, whereas formerly resort had to be made 
to foreign capital markets in order to raise the funds needed 
for the development of home industry by American corpo- 
rations. 

Eleemosynary Institutions as Investors — 

A large and growing group of eleemosynary institutions con- 
stitutes an important factor in the capital market. The largest 
of these, the Rockefeller Foundation, has assets in the neigh- 
borhood of $250,000,000, kept mostly in securities, the income 
from which is spent for benevolent purposes. These invest- 
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ments are made, subject to the deed of trust establishing the 
Foundation, by a board of trustees. 

The most important and most rapidly growing group of 
eleemosynary institutional investors is made up of the colleges 
and universities. Most American institutions of higher learn- 
ing, outside of the state and municipal institutions, do not 
receive enough in fees or subsidies to cover the cost of the 

. educational work offered. The balance is made up from in- 
come earned on endowments presented to the institutions by 
benevolent individuals. These endowments sometimes take 
the form of land or securities which the institution is expected 
to retain. Toa growing extent, however, they are free endow- 
ments which the institution is at liberty to invest or reinvest at 
the discretion of its board of trustees. Thus, Harvard Uni- 

versity reported on June 30, 1928, that it had endowment 
funds totaling $86,702,876. However, this amount was sub- 
stantially below the market value of the securities held, as may 
be seen from the comparison between book and market values 
of the following common stock holdings of the university : 

Number of Price per |Market price 
Ghares Stock share on | per share 

books in 1929 

1,000 | American Gas & Electric....... $124 $149 
Gayo.) American Tel. & Tel......0....- 88 200 
2,000 | Columbia Gas & Electric....... 113 148 
3,369 | Electric Bond & Share ......... 21 211 
1,963 | International Tel. & Tel........ 77 215 
2,167 | Western Union Telegraph....... 103 195 
2,514. | Amoskeag Manufacturing....... 23 195 

500 | Case Threshing Machine........ 300 480 
oom w Weere O&:Co., Ine. i.6cie ces ews 356 600 

Pee SOM MES eI Cia) bicva1d'm elects vets) ei siya" zi 121 
TAOOOM MM AStmMany WOdAKe. > «lcs eee IIo 184 

#27030 | General Electric..........006-- a 235 

1,000 | International Harvester........ 256 314 

8,053 Winttedei nuit assy. ccceies otereterats 38 142 

BROS Ae its, CCE) oy. si chee 6 cue wiles’ 6 60.8 71 190 

* Nominally valued on books at $1 for entire lot. 
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Reported general endowment funds of the ten wealthiest 

universities amounted to nearly $500,000,000 in 1929. 

The investment policy typical of a large university may fur- 

ther be gauged from the way in which the general fund of 

Harvard, amounting to some $61,000,000 in 1928, was in- 

vested. Railroad securities constituted about 22 per cent of 

the total, and public utility issues 34 per cent. The bulk of 

these consisted of bonds. 
With the increasing number of rich men who follow the 

practice of giving or bequeathing large sums to eleemosynary 
institutions, the other organizations in this group are becoming 
increasingly important buyers of mortgages, bonds and stocks. 
Hospitals and churches constitute the most important organi- 
zations outside of those mentioned. In addition, an increas- 

ing number of cities have established “community trusts,” 
~ under the supervision of trust companies, which receive general 
bequests that are distributed among all the benevolent enter- 
prises in the community. 

The investing activities of these educational and benevolent 
institutions are not subject to any legal regulation. They are 

subject, of course, to the wishes of the donors of the property, 

where they are specified in the deed of gift. In other in- 
stances, conservative and rigid regulations have been self- 
imposed by the board of trustees of the institution to govern 
their own activities. While many of these institutions keep 
within the limits of securities legal for savings bank investment 
in the interest of safety, others show a greater disposition to 
sacrifice unnecessary marketability and to take advantage of 
appreciation policies inherent in common stock investment. 
Furthermore, in the operation of their investment accounts, 
many of these institutions have the benefit of the advice of 
investment bankers who are on the board of trustees, while in 
other cases financial statisticians may be employed to search 
out investment opportunities. 

Summary : 

There is a large and important group of institutions, not 
formed for the primary purpose of investing funds of indi- 
viduals, which nevertheless gather in the course of their busi- 



INSTITUTIONAL INVESTORS 131 

ness large sums which must be kept profitably employed. These 
institutions play an important réle in the capital market. 

The leader among these institutional investors is the in- 
surance company. In the case of life insurance companies, 
the business of insurance is complicated by a large investment 
element, because of the adoption of the level premium plan 
of payments and the addition of endowment features to poli- 
cies. These methods of operation have made it necessary for 
the life companies to accumulate huge reserves, the investment 
of which is regulated by state law. From the investor’s stand- 
point, on the other hand, the combination of insurance and 
investment activities which results does not always prove ideal. 

Other insurance companies and commercial banks also ac- 
cumulate substantial funds which are kept invested in securi- 
ties, under regulations imposed by state laws. Numerous 
business corporations have large sums available for general 
investment, to a great extent a result of the almost universal 
practice of American corporations of paying out only a portion 
of their earnings as dividends, regardless of the immediate 
expansion needs of the enterprise. 

Finally, eleemosynary institutions are gaining the control of 
increasing amounts of money which are being largely invested 
by them in securities. Colleges and universities are most im- 
portant in this respect; but churches, hospitals and other 
religious, benevolent and educational foundations are also 
becoming important institutional buyers of securities, and their 
investing activities play a conspicuous part in the capital 
market. 
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Chapter VI 

MORTGAGE BANKING 

Purpose and Types 

Investment institutional development has produced a special 

type of organization known as the mortgage bank, which is 

both a buying and selling undertaking.’ It is based upon the 

concept of substitution of joint for individual credit, and in 

some cases is equivalent to joint guarantee of individual credit ; 

it is worked out in such a way as to use this principle for the 
protection of the investor. The special peculiarity of mort- 
gage banking is, in fact, found in an attempt to strengthen 
credit, and make it broadly acceptable, by averaging or com- 
bining risks. 

The term “mortgage banking’’ also includes the converse 
service rendered by a group of institutions whose function it 
is to bring about the same object by distributing risks rather 
than by combining them through reducing the risk carried by 
any one owner by giving him only a share or fraction of a 
large mortgage. 

As the name implies, mortgage banking is a form of invest- 
ment banking whose purpose is to finance the purchase and 
development of real properties through the sale of mortgages. 
Under it are included two major divisions: one usually called 
rural credit or farm finance, the other real estate financing or 

city mortgage banking. Both have a common purpose, but 
their methods are widely different. Of the two branches of 

mortgage banking, the rural phase is by far the older, and has 
been more perfectly worked out than has city mortgage bank- 

* Mortgage banking is not a term that applies narrowly to the making of 
mortgages. In the first stage of mortgage banking, the basic instrument was 
a first mortgage secured on land. As the system is working out today, 
mortgage banking is considerably broader than that, and the underlying 
conception applies to all classes of collateral bonds of which the basic security 
consists of instruments which are secured by a lien on land or buildings. 

132 
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ing. Rural mortgage banking also has the advantage of rest- 
ing upon definite legislation in most countries... Many nations 
have adopted what is called rural credit legislation—legislation, 
that is to say, which aims at the financing of farm purchase 
and the development of land by the mortgage method. 

There are only a few countries in which the development of 
mortgage banking in cities has been subjected to legislative 
control, or has been given any legislative recognition or aid. 
This discrimination is due to the fact that in most countries 
the so-called agricultural problem—that of keeping the farmer 
on the land and of providing him with reasonably cheap work- 
ing capital—has been regarded as primarily important from 
various standpoints, so that much more attention has been 

given to it than to the parallel problem of city real estate 
financing. Some countries and states have special laws de- 
signed to authorize and regulate city mortgage banking for 
city development, but this special form of mortgage banking 
has been largely left to develop itself. 

Methods of Rural Credit Extension 

We may, to advantage, begin our analysis with a study of 
methods of rural credit extension. These are best seen in the 
United States under the federal farm loan system. The Fed- 
eral Farm Loan Act of 1916, upon which the system rests, 
authorizes the creation of local lending units called farm loan 
associations. These are made up of the owners of land in a 
community who want to borrow. They come together and 
form a local enterprise which has a stock capital of a stated 

1 The borrower has a primary object to serve. Successful mortgage bank- 
ing of any kind is in fact successful not merely when it helps the lender, but 
when it helps the borrower as well. So we may say that the social object 
of mortgage banking from the standpoint of the borrower (the farmer) is to 
give him better access to the capital market. In most countries he has only 
a poor access, and thus mortgage banking is a system specially designed to 
meet his needs. In this country he could formerly get his funds from the 
local bank or from the individual mortgage lenders who were engaged in the 
business and getting high commissions and high rates of interest. These 
conditions have been improved by developing a special system framed from 
the borrower’s standpoint, as illustrated in our farm loan system—that of 
giving the borrower access to capital steadily, consistently and at a lower 
rate of interest. Rates have been reduced I to 1% per cent during the past 
ten years, in relation to other interest rates, as a result. 
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amount, and they then receive applications from the various 

members composing the association for the amount of money 

which each deems desirable for use in his farming enterprise. 

Such applications are passed upon by the group comprised in 

the farm loan association. Knowing one another’s land and 

methods of cultivation, they are considered able to appraise, 
more or less accurately, the character of the underlying credit, 
and to decide about how much each member of the group ought 

to be “good” for. 
Having made up their minds as to the total mortgage loan 

which they are willing to recommend in each case, an applica- 
tion is made by them to a farm land bank, of which there are 
twelve, situated in districts which together comprise the whole 
continental United States and which roughly correspond to 
the Federal Reserve districts into which the country is divided. 
The farm land bank has its own system of appraisals and 
valuation; and should it decide that the loan application is 
sound, it immediately communicates its approval to the local 
loan association, where the mortgages are duly made out and 
transmitted to the farm land bank. 

Under the terms of the law, each borrower is obliged to sub- 
scribe 5 per cent of the amount of the proposed loan to the 
stock of the local association. Inasmuch as the mortgages, 
when transferred to the farm land bank, are endorsed or guar- 
anteed by the local association, this 5 per cent constitutes a local 
guarantee fund protecting the farm land bank against losses 
due to default on mortgages. The provision is based upon the 
theory that, if the lending process is carefully and skillfully 
carried out, losses ought not to average more than 5 per cent at 
the worst. It will be noted that the mortgages thus made and 
eventually owned by the farm land bank of the district have 
been safeguarded by at least two appraisals of the land (that 
of the local association and of the farm land bank), and by 
the establishment of a guaranty fund equal to 5 per cent of 
the face of the loan. The farmer who borrows on mortgage 
thus receives in cash only 95 per cent of the face of his mort- 
gage; but when he comes to pay off his loan, he can dispose 
of his stock in the association, and if it has been wisely man- 
aged he will receive the full face of what he put in, or more. 
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Furthermore, he will be paid 6 per cent dividends on this stock 
if earnings are available. 

Federal Farm Loan Bonds 

The farm land bank evidently can buy mortgages only to 
the extent to which it has a paid-up cash capital of its own, 
unless it resorts to some method of enlarging its cash funds. 
This it does by taking the mortgages as they come in, arrang- 
ing them in series, placing them in trust under the control of 
a designated officer, and then issuing, upon them as security, 
an equal volume of farm land bonds. These farm land bonds 
then evidently represent the entire pool of mortgages. The 
holder of one thus becomes part owner of a general fund of 
mortgages representing a claim upon the land of a specified 
district. His safety lies in the fact that, although some or 
even many of the mortgages may have been unwisely made or 
may be vitiated by flaws in title, or may be otherwise defective, 
the great bulk of the mortgages taken will not be thus vitiated, 
but will be “good.” 

Under the law of averages, the holder of a farm land bond 
is theoretically in a much safer position than the holder of 
one of the mortgages. He is protected, of course, not only by 
the appraisals and by the withholding of 5 per cent of the 
money loaned, already referred to, but he is further protected 
by the fact that his security is specifically segregated, apart 
from the other assets of the farm land bank, while he has also 

the original capital of the bank as a possible source from which 
losses may be paid. 

In order to grant further assurance, Congress has made the 
liabilities of any farm land bank the liabilities, jointly, of all 
the others. A farm land bond is thus, in one sense, a fractional 

claim upon the land of the United States. Under proper condi- 
tions, it is therefore about as sound and secure an obligation 
as the entire agricultural industry of the United States can. put 
out. The essence of the transaction has been to average risks 
and divide them, at the same time providing an insurance fund 
to cover possible losses. This is mortgage banking; and the 

effect of it is to eliminate the older practice of direct financing 

of farm operations through loans made by individuals to indi- 
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viduals, the substitute being found in the codperative action 

and joint liability of the borrowers, with division and distribu- 

tion of risks among a great number of investors. 

How Bonds Are Marketed 

The mere fact that the farm land bank A prepared and has 
ready for issue a series of good bonds, does not place these 
bonds in the hands of investors. It is necessary to find a good 
means of distribution. This might be accomplished by direct 
sale to investors in small lots, or by actual distribution through 

the efforts of bond salesmen or otherwise, or by advertising 
the availability of the bonds and leaving it to the investors to 
come in voluntarily and take them up. 

As a matter of fact, the farm land banks have found it 

expedient and economical to approach the investor through the 
medium of an already organized bond house possessed of good 
distributing facilities and qualified to reach the sources of in- 
vestment funds. It has been able to get the services of such 
bond houses on a very moderate cost basis, so that it has not 
thought it wise to establish its own marketing machinery, al- 
though there is no fundamental reason why it should not do so. 

The situation which has thus been described may be com- 
pared to advantage with a method formerly widely employed 
in Germany, where agricultural credit has long had a very 
elaborate and systematic development. In accordance with this 
plan, it was the practice in Germany to form groups of farmers 
who jointly undertook to guarantee one another’s credit. Ap- 
plications from members of the group, when made to the office 
jointly representing the entire body of farmers, would be con- 
sidered with care; and if granted, the applicant would be al- 
lowed to present a mortgage upon his land, receiving in return 
the joint bond of the organization for an equivalent amount, 
less expenses. These bonds usually bore a rate of interest be- 
lieved to correspond roughly with the rate prevailing in the 
market for similar sound securities, and they would then be 
handed to the farmer-borrower to dispose of as he thought fit. 
This placed upon him the necessity of marketing the bonds; and 
the result of the borrowing transaction was merely to give him, 
instead of his own obligation, another obligation representing 
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the credit of the group to which he belonged. It was as if all 
members of the group had united to endorse the paper of any 
one of them who might be accepted as a borrower. ‘This 
obviously gave to the farmer a much stronger and more widely 
acceptable credit instrument than his own individual obligation 
could ever be. He could at times sell it to some neighboring 
organization, such as a savings bank, while at other times he 
was obliged to have it sold in a distant market. 

Eventually, German farmers developed a plan of creating 
mortgage banks whose duty it was to deal in these bonds, 
and thus a system very similar to our plan of marketing was 
evolved. In most countries, the task of marketing is regarded 
as too technical for the local borrower to undertake. Obvi- 
ously, he cannot market such paper with success, unless there is 
a substantial demand for it in his immediate neighborhood. 
Such a plan works well, therefore, only where the savings of 
a community are about equal to the new capital which that 
community wants to use in development. Mortgage banking 
then comes in as a means of cooperatively guaranteeing the 
paper of borrowers, which is then taken up and carried by those 
who are doing the saving of the community. Where, as in the 
United States, saving sections and capital-using sections are 
not identical—the West, for example, being a habitual con- 
sumer of capital, while the eastern states are habitual exporters 
of it—mortgage banking involves both the element of codpera- 
tive guarantee and the element of disposal or distribution of 
securities in a distant market. It thus performs the function 
of bringing together two widely separated geographic areas. 

Joint Stock Land Banks 

Attention has thus far been given to the federal farm loan 
system of the United States, but it is not the only means by 
which rural mortgage banking is carried on in this country. 
As a matter of fact, the Federal Farm Loan Act provides for 
the creation of individual land banks, to be organized wherever 
there is a need for them, through subscription of private capital. 

These banks differ from the farm land banks chiefly in the 
elimination of the coperative principle. Their capital comes 
from individual subscriptions, and they loan not to the associa- 
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tions which in the farm loan system represent the local unit 

through which advances are made, but directly to individual 

borrowers. Altogether, the joint stock land bank, while un- 
dertaking to perform the same kind ‘of service that had been 
undertaken by the farm land banks, does it in a much simpler 

and less systematic way. 
Under the Farm Loan Act 57 such banks were Gremiceas 

and of these there have remained 54, the other three having 
been placed in the hands of receivers. These banks have done 
a regular mortgage loan business, lending to customers who 
presumably have good landed security to offer. They have 
then placed the mortgages growing out of these transactions 
in trust, and on them have issued bonds which have been sold 

to investors who have thus been protected by the segregated 
mortgages underlying them, as well as by a general lien upon 
the assets of issuing banks, effective in the event that the mort- 
gages themselves should not prove at any time to be a wholly 
satisfactory protection. It is worth while to note the steady 
growth of the outstanding volume of such bonds in the Amer- 
ican market, both when issued by the federal land banks and 
when issued by the joint stock land banks. A tabulation of 
these issues is as follows: 

Total federal land | Joint stock land 
Year bank bonds bank bonds 

outstanding outstanding 

DOO Braye Sera ees kee $ 434,535,000 $ 81,510,000 
LO 2G us ons, Srnec: sy aret see eee 982,192,000 516,144,000 

TO) 2 Oi eae cucetneat os ken Sek eh Serene I,05Q,217,000 605 , 262,000 
TOD 7 Stine cre ct eee aca ene ee I,139,617,000 582,049,000 

EO2S adits Seas be ee Ce See 1,161, 248,120 591,503,700 

The bonds which have thus been offered to the public were 
from the beginning greatly favored by exemption from taxa- 
tion. As a result, they have been quoted at relatively high 
figures and have been sold at low rates of interest which would 
not otherwise have been possible. The following table fur- 
nishes the quotations of some representative farm land bonds, 
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and by way of comparison there are also furnished figures 
showing contemporary quotations of U. S. government bonds 
(as of June I, 1929): 

Issue Price Yield 

meoeral' Par Land’ Banks's’s.. 0. ek 2 $ oF 5.05 
Lincoln Joint Stock Land Bank of Lincoln, Neb. .. 04 5.15 
Wigs sir easuny, 47SiOL-LO4A SSA ea es fet oath sucks Boe sss 103 3.72 

Urban Real Estate Finance 

In a number of cities there has developed a system of mort- 
gage banking parallel to and in some respects like the rural 
credit systems which have just been reviewed. 

For many years past, savings banks have been in the habit 
of lending a large part of their funds upon the security of first 
mortgages on real estate. At times they have sold these mort- 
gages to their clients, and thus the latter, when they desired 
to withdraw savings funds, have been paid by simply giving 
them a good mortgage out of the portfolio of the savings 
bank. Later, so-called mortgage companies or title and trust 
companies were developed, with the function of lending on 
mortgages and then reselling them to investors. They were, in 
their beginnings, mortgage loan brokers. It was a compara- 
tively easy step to undertake various insurance functions in 
connection with them. In some cities such companies took 
up the task of insuring the titles to property, and from this 
they then passed to an insurance of the principal and interest 
of the mortgage. Such insurance was possible by reason of 
the fact that the companies had made very careful investiga- 

tions of titles, security, and the like, and were the holders of 

large masses of records, besides being equipped with substantial 

capital. The number of mortgages which they had to take 

back, or redeem, as a result of some flaw which rendered the 

debts uncollectible, was small where the business had been 

carefully done, and thus their losses were often nominal. At 
all events, the losses were never so great but that a mortgage 
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charge, spread out over the general body of mortgages and 

added to the interest paid by the borrower, would cover them. 

Thus a kind of mortgage banking could be practiced, even 
without the use of the principle of trusteeing the mortgages. and 
issuing bonds against them. This latter principle, however, 
had been found very useful and profitable in furnishing rural 
credit, and its application to city real estate financing was only 
a question of adaptation to the different conditions that pre- 
sented themselves in city land finance. 

By pooling the mortgages which had been taken by title 
and trust companies or by mortgage bankers, placing them in 
the hands of a trust company or other trustee for safeguard- 
ing, and issuing bonds or certificates against them, city mort- 
gage bankers finally took the step which has usually been 
regarded as characteristic of mortgage banking in the full sense 
—the establishment of a fund or pool of mortgages against 
which securities were issued. In this way, they were able to 
proceed with mortgage lending operations up to the time when 
a substantial part of their capital was engaged in it, and could 
then get back their capital by placing the mortgages already 
taken in trust, and selling claims against them. 

The mortgage bankers profited to the extent of the difference 
between the interest on the mortgages and the interest on the 
bonds or certificates which they sold against them, and they of 
course earned an income from fees for title examination, brok- 

erage, and other services. By turning over their capital as 
frequently as possible, they were able to charge these fees upon 
a correspondingly increased body of loans. On the other hand, 
the buyer of the bonds or certificates was better off than the 
buyer of individual mortgages so far as security was concerned, 
because he was now in possession of a direct claim upon the 
issuing company which at the same time was protected by a 
great number of mortgages, and so was free of any except that 
general risk which might be regarded as inhering in all such 
investments. 

Of course, he was not able to expect as high a rate of interest 
as he would have received on the individual mortgage. Because 
of the greater safety furnished by guaranteed mortgages and 
by the pooling of risks, he was freed of worry about the flaws 
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that might exist in any particular loan, and could base his con- 
fidence entirely upon general conditions as they might exist in 
any given community. Thus the bonds and certificates of the 
kinds created in this way have come to be regarded as an 
exceptionally safe type of real estate investment, with a cor- 
respondingly moderate interest rate. 

Financing Office Buildings and Apartment Houses 

The mortgage banking idea as applied to city real estate 
has of recent years been giyen a new turn in connection with 
the financing of office and apartment buildings and large struc- 
tures in general. Modern American city development has come 
to demand the erection of very large and costly structures 
which, in ordinary circumstances, could not be built by the 
efforts of any one individual, or even by a small group of 
individuals. Accordingly, it has been necessary to find a 
means by which the ownership in such buildings could be sub- 
divided and capital for their construction obtained from a large 
body of investors. 

In order to carry out this plan, it has become customary to 
place a mortgage upon a given building, either before, during 
or immediately after construction, and with its proceeds pay 
off the expenses involved in building. The mortgage is made 
out in favor of a trustee, usually a trust company, which acts 

as a fiduciary on behalf of the bondholder. An equal amount 
of bonds is issued and offered to investors. Thus, when the 

bonds have been sold, the investors become part owners, in 
proportion to the number of bonds taken, of the underlying 
mortgage itself. The trust company or trustee thus assumes 
the duty of paying the coupons on the bonds out of interest 
which it has collected from the owners of the building. It 
retires the bonds as they fall due under an amortization scheme, 
which has usually been put into effect to protect them; and, 

should the building owners default, it will foreclose the mort- 

gage and take possession of the building on behalf of the bond- 

holders by bidding it in at special sale on their behalf. The 

assumption in the whole undertaking, of course, is that this 

latter step will not be necessary, that the investment is a sound 

one, and that the issue of bonds has merely enabled participa- 
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tion in a security that would otherwise have been outside the 

reach of the ordinary investor. 
The nature of large-scale urban real estate financing i is indi- 

cated by the following classification of such issues publicly 

made for 1927: 

Apartments... qjat.c 405 une. sense evs $ 403,752,400 
Office Buaildineste rqmeun tastier: 2 Teron SO 
Hotelsi on) 3 Soe ce serpents ateiaerere 102,897,000 
Theatersuaanieiess sec poets oe I0O, 201 , 300 
Semi-Commercial, Industrial, etc..... 57,410,000 
Clubs, Churches, Hospitals, etc. ..... 80,303,150 

POtAL Noe comteen ste Siete treme $1,016, 289,600 

There is a considerable difference in the type of financing 
carried out by different houses specializing in this field. Thus, 
firms like S. W. Straus & Company, who currently do the 
largest volume of business among such companies, sell bonds 
representing a fractional interest in a large commercial build- 
ing or apartment house mortgage, but stress their own spon- 
sorship of the bond rather than the intrinsic value of the 
underlying security. This house has taken over the manage- 
ment of several properties whose owners were not able to meet 
interest requirements, and the bondholders have therefore not 
suffered any loss through the inadequate income of such prop- 
erties, the deficit being met by the Straus firm. Of course, no 
formal guarantee that this will be done is made. 

In other cases, urban real estate financing firms have tried 
the selling of preferred and common stocks instead of bonds. 
The largest attempt of the kind has been made in New York 
City by the Fred F. French companies, which place a 50-per- 
cent first mortgage on a large building which they themselves 
construct and operate, and then sell preferred stock to cover the 
balance of the cost. The financing company then keeps half 
the common stock equity, giving the other half to the preferred 
stockholders. In effect, this results in giving investors a pre- 
ferred stock in place of a mortgage, and the decreased security 
is offset by the common stock equity. 

A number of firms have also entered the second mortgage 
field. Rates on second mortgages naturally run quite high, 
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and therefore this business, involving a much greater risk than 
the first mortgage financing, gives a considerably higher margin 
of profit to the mortgage company handling the deals. 

Building and Loan Associations 

The financing of individual home building is being carried 
on currently to a large extent through the application of the 
cooperative principle by the building and loan association. This 
form of institution, first started in 1831, has enjoyed a spec- 
tacular growth in recent years, as is evidenced by the following 
statistics : 

Number of Total number | Total assets 
Year ee j 

associations of members | (coo omitted) 

MOOOM Ga hesate s: wiciske ale siete 5,490 1,495,136 | $ 614,110 
TONS ge hte Cle eae eee 5,937 2200), 012 045,569 

TAG leh Rr pene eet roe 8,624 5,026,781 2,534,320 

PQ QG re ele seid awe hecate 12,403 9,886,997 5,509,176 

WEY SB Soe Oe eae tee 12,804 II, 336, 261 Tay 502 

Building and loan associations operate according to several 

different plans. The general purpose in each case is to pool 

the funds of many persons and utilize the proceeds to finance 

the construction of homes by the purchase of first mortgages. 

This is done through the issuance of shares, upon which mem- 
bers are required to make regular weekly or monthly install- 
ment payments. These payments then receive a compound rate 
of dividend, so that the shares become fully paid up at their 
face value within a relatively short period of time. Thus, if 6- 

per-cent dividends are allowed, payments of $5 monthly will 

pay for one $1,000 share in full within less than twelve years, 

although aggregate actual payments during this period amount 

to little over $700. 
In making loans, the association investigates through a loan 

committee of directors or officers. In many states, only mem- 

bers of the association may secure loans, the mutual principle 

thus being maintained. The funds available in the hands of 
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the association at any one time are, of course, limited; and 

preference may be accorded in the order of the time of receipt 

of loan applications. Many associations, when their funds are 

insufficient to meet applications, grant loans first to borrowers 

who offer a premium above the usual interest rate for the 

privilege. Funds for lending come both from payments on 
shares by members and from repayments of old loans, many 
associations providing for the amortization of mortgage loans 
within a period of twelve years. Loans may also be made 
against the shares as collateral up to 80 or go per cent of their 
paid-in value. These “stock loans” are usually for shorter 
periods. 

Several methods are provided in different associations for 
the repayment of mortgage loans. Members generally may 
use their matured shares to pay off their loans, although an 
option is frequently provided whereby the loan may be paid 

off in cash, the member retaining his shares as an investment. 
In other cases, periodical repayment of the loan by small 

weekly or monthly installments is provided, separating the 
share-holding and borrowing operations. 

While originally organized solely for the purpose of coop- 
erating financing of home building, the building and loan asso- 
ciations in their later development have tended to an increasing 

degree to become savings institutions of a general character as 

well. Many of them, especially the larger ones, make a special 
effort to acquire investor members who join merely because 
they can thus get a higher rate of return than that afforded 
by savings banks. When the associations then find they cannot 

properly invest all the funds they receive, they generally invest 

such excess in securities, and in this way many of them have 
become substantial buyers of high-grade bonds. 

The past record of the building and loan associations has 
been good in most states, although there have been a moderate 
number of failures, at times because of bad management and in 
a few instances because of decidedly unfavorable real estate 
conditions in certain localities. Operating in small units and as 
a rule in one restricted area, many of them fail to achieve an 
adequate diversification of risk. Most states have passed laws 



MORTGAGE BANKING 145 
for regulating these associations which provide for periodical 
examination of their financial condition. 

Growth of Mortgage Banking 

The growth of mortgage banking is shown by the figures 
already given in connection with issues of land mortgage bonds 
in the United States. Mortgage banks were badly retarded 
in Europe by the war; and while mortgage banking organiza- 
tions did not suffer the severe handicaps under which many 
other financial enterprises labored, they, in common with others, 

felt the effects of the war and of the disorganization of the 

social and financial structures which accompanied it. From the 

opening of the struggle in 1914, therefore, up to the present 
time, the development of European mortgage banking showed 
a hiatus; and it is to the United States which, during those 
same years, has enjoyed the greatest banking development in 

its history, that we must look as a true indicator of progress 
in this connection. 

So far as relates to the development of mortgage banking 
in the cities, in the sense in which the term is used in this dis- 

cussion, the figures below,’ designed to show the estimated 

total of city real estate bonds during a two-year period com- 
pared with public utility and railroad bonds, will furnish the 
information. The data are necessarily incomplete, and, more- 

1 Real Estate Financing by Months Compared 

1926 1927 1927 1927 

Real Estate Real Estate Public Utilities Railroads 

January..... $ 87,067,000 $ 96,163,500 $ 207,934,000 $ 13,396,000 
February.... 68,282,000 78,268,700 176,845,000 125,072,000 

IMiarchie.. <-. 73,270,000 79,295,500 122,835,000 91,981,000 
April. 71,835,000 91,844,750 140,706,000 18,925,000 
MT ier oi fai 5, 3 77,085 ,000 79 ,003 ,000 182,957,000 79,835,000 

ane yes-...- 89,246,850 105,155,250 131,576,000 47,441,000 
july .. 79,659,500 90,024,500 92 ,000 ,000 1,650,000 

August...... 67,435,000 69 ,983 ,850 76,527,000 96,852,000 
September... 72,895,000 81,328,000 137,562,000 14,943,000 
October..... 71,582,000 77 13571550 264,746,000 32,549,500 
November... 73,391,000 77,880,950 187,546,000 | 12,856,000 

December... 74,350,000 89,984,050 325,275,000 73,686,000 

Total... $906 ,098, 350 $1,016,289 ,600 $2,046,509,000 $609,186, 500 



146 INVESTMENT BANKING 

over, cover a period too short to afford a basis for final in- 

ferences regarding the speed or scope of the development to 

be expected in the early future. However, a fairly confident 

prediction may be hazarded that these institutions will continue 
their growth, and will serve as the chief means of financing the 
continued rapid development of American cities. | 

It is interesting also to compare the totals thus shown for 
recent years with the previous growth of real estate securities 
during the past decade, as follows: 

EQL Os re ate ean as tne aes ee $ 87,458,000 
LQ 2OG SH faye wiepagece eke aie eterno emo ence Mey atees 77,484,000 

TOD E tev Se aca ahepa:s ened tere eewevee nen iees 49,786,500 

TODD cer gee eke s.o onecs: she stdyniead tr els Senge renshen 160,056,000 
LOD 3 Aiesenercence ie oe eet tee eee 239,363,000 

TO24 PRTANE, cas Seeerate tones NES clones seas 322,473,000 
TO 25 Pier... Mevateenens rep Meera wea sheets wet 695,550,000 

T.O)2 Ova gies eter on oaeieae nieve fete cave aortas 906,098,350 

LO 27 Noe MUN nT eres uty Mires Me eae soe 1,016, 289,600 

The latest developments in the process of popularizing real 
estate securities are seen in the progress of efforts designed to 
give to such securities a readier market than heretofore and 
hence to endow them with at least some quality of liquidity. 
There is no reason why real estate bonds should not be given 
a much quicker and broader market than is afforded through 
over-the-counter trading by a few dealers. These securities 
would naturally conform much more closely to changes in the 
money market than they can be expected to do under present 
conditions of unorganized trading. When these requirements 
have been fully worked out, it is difficult to see why mortgage 
bonds should not attain the same general marketability that is 
possessed by other bonds of a similar grade; while much greater 

discrimination can then be exercised in valuing and in recog- 

nizing differences in worth between the various issues of such 
securities. 

However, it must be remembered that the institutional mar- 

ket is still the chief reliance of the sellers of real estate mort- 
gages. Life insurance companies hold over $6,250,000,000 in 
mortgages. Saving banks in 1929 held approximately $5,- 
000,000,000 of realty mortgages, chiefly in the cities. Com- 
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mercial banks of all classes held about $3,000,000,000. Build- 

ing and loan associations, as has been seen, had some $7,000,- 

000,000 to dispose of in this way. On the other hand, the 400 
leading mortgage companies in 40 different states reported 

there were outstanding an aggregate of $5,000,000,000 of 
real estate securities sold by them in that same year. 

Funcamental Principles 

Some fundamental principles of mortgage banking may now 
be discussed. It will have been noted that the essential idea 
underlying the whole enterprise is the notion of diversification 
of risk. This use of the principle of diversification is some- 
times spoken or thought of as being a means of spreading out 
and minimizing losses. It cannot be too strongly insisted that 
careful mortgage banking is at bottom in the main a means of 
avoiding dangerous investments and of preventing losses. 

One of its characteristics, wherever it has been successfully 
applied, has been seen in the constant and careful testing of 
offered loans, the comparison of the basis upon which they rest 
with the average or standard basis underlying all such loans, 
and the application of conservative analysis to the testing of 
conditions under which new capital is being applied and yields 
obtained from it. Unquestionably, as mortgage banking grows 
more and more perfect, this phase of its activity will be further 
worked out. 

The diversification that underlies it in its rural aspect is a 
geographic diversification, designed to give to the buyer a 
security of average high quality secured by a uniform type of 
underlying protection. In order to get this kind of average 
protection, certain standard ideas should be observed in the 
process of lending. They are in general as follows: (1) The 
use of a satisfactory criterion of the purpose for which the 
loan is to be made, e.g., to improve the fertility of a piece of 
soil by draining, fertilizing or otherwise cultivating it; (2) the 
application of a careful plan of amortization designed to sub- 
tract from the annual yield of the land the proportionate share 
which represents the economic earning for that period of the 
new capital invested; (3) the standardization of the title, the 
mortgage, and other underlying papers so as to eliminate legal 
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controversy or proceedings; (4) the classification of the mort- 
gages behind any issue of bonds in series of relatively uniform 
maturity and, so far as possible, somewhat similar size; (5) 
the standardization of the bonds issued against the mortgages, 
and the provision of utmost safeguards designed to insure 
collectibility and to provide the holder with his interest at the 
smallest expense. All of these principles are well recognized 
and widely known, and there is no reason why they should not 
be accepted without question in any agricultural land-bond plan. 
The result should be a good standard security appealing to a 
large group of investors and enabling them to furnish money 
upon terms which should considerably cut down the farmers’ 
expenses for capital. 

The principles of sound city real estate financing are not 
materially different from those which are applied to rural op- 
erations, except in so far as is necessary by reason of the under- 
lying economic differences in the character of the work to be 
done. What has been said about the necessity of careful 
amortization, standardization and the like, both as applied to 
the mortgage and accompanying documents and to the bonds, 
holds true of city real estate financing, as it does of agricultural 
borrowing. The chief difference between the two types of 
operation is found in connection with the study of the under- 
lying security. Of course, in rural lending, as in city financing, 
it is essentially necessary to have a sound appraisal of the value 
of the mortgaged property. In the country, the appraisal has a 
definite economic basis which is furnished by the use to which 
the land can be put and the gross earnings that can be made 
through such use. A piece of land, for example, may be 
satisfactory for the cultivation of both corn and wheat. One 
of the two crops is usually the more profitable, and the amount 
which can be harvested from it over a series of years furnishes, 
on the average, the test of its income-producing power and, 
therefore, the ultimate test of the amount which may safely be 
lent upon it. A different test is necessary in the city. 

This test is furnished by the rental capacity of the city 
building, and this rental capacity is a complex matter which 
involves questions of the management of the structure, chang- 
ing currents of trade and of population in urban centers, and 



MORTGAGE BANKING 149 

many other elements. It is necessary also to remember that, 
whereas the value of land is determined by broad general eco- 
nomic factors which underlie the question of demand for farm 
products and the prices of such products, the value of a city 
structure is dependent upon conditions affecting building costs, 
and is altered by fashions in building, new methods of meeting 
the convenience of occupants of offices, and a variety of other 
elements. All this may be summed up by saying that the 
problem of city real estate financing is not, as in the country, 
largely a matter of appraisal based upon ability to produce 
articles having a wide market, but is appraisal based upon 
capacity to sell a highly localized and special service—the pro- 
vision of space. 

The conditions under which general mortgages are created, 
and under which bonds representing either groups of mortgages 
or participation in a single large mortgage are distributed, are 
the same in the two cases. It is only the difference in technique 
and method which warrants the segregation of rural credit and 
of city mortgage banking, as between two distinct phases or 
types of the general subject of mortgage banking. Most mort- 
gage bankers prefer to confine their operations to one or the 
other class of loans and do not feel it wise to attempt a com- 
bination. Indeed, there are many instances in which city mort- 
gage bankers have come to specialize more closely within even 
this already specialized field. Not a few of them tend to con- 
fine their financing to office buildings and commercial struc- 
tures, while they leave to other institutions the process of 
financing residential construction. There is further specializa- 
tion between the financing of individual houses on the one hand, 
and apartment houses on the other. But such specialization is 
really the outgrowth of specialization of investment demand 

or of the fact that a highly specialized technique has become 

essential in appraisal, so that better results are attained by 

confining operations rather narrowly instead of allowing them 
to spread out over too great a diversity of mortgage loans. 

General Service of Mortgage Banking 

From this sketch of the mortgage banking situation, it is 

easy to recognize the essential place it occupies in the invest- 
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ment field. It truly performs the function of bringing together 
capital and opportunity in a particular branch of industry— 
that of improving the soil or of adding to it capital improve- 
ments in the form of buildings. It finds its chief financial 
function in developing groups of savers and investors who 
prefer this particular kind of security, and who are willing 
therefore to furnish the means for larger exploitation of 
natural resources through this means. Again, the service of 
investment banking in this field is seen in the fact that it has 

been possible to place capital obligations in tangible form in 
round amounts and thus make them available for buyers in a 
shape that is much more acceptable than the actual mortgages 
themselves would be. 

The relation of mortgage banking to other types of invest- 
ment institution is becoming of increasing importance. Hith- 
erto a specialized market for mortgages has been developed 
and the great buyers of such securities have been savings banks, 
commercial banks, insurance companies, title companies, and 
others which had special facilities for testing and judging of 
the qualities of the mortgages offered to them. Thus it some- 
times happened that such institutions have constituted so nearly 
exclusive a market for loans of that type as to enable them 
to fix rates of interest within very well-defined limits so that 
the borrower, with some degree of justice, sometimes felt 
that he was in the grasp of a “trust.’’ The general application 
of the mortgage banking principle will gradually help to end 
this kind of complaint, and will distribute mortgage invest- 
ments more and more widely over a far larger field of invest- 
ment. 

There may thus be a tendency to eliminate a considerable 
portion of mortgage loans from the portfolios of the institu- 
tions which have thus far carried them, and they in turn will 
find it necessary to look elsewhere for their investments or to 
substitute for direct mortgages the mortgage bonds which are 
gradually taking their place as a general or popular form of 
investment. The result should be a decided strengthening of 
the portfolios of investment institutions, and at the same time ° 
a smoothing out of the inequalities of interest rates. This 
change should prove beneficial to the institutions themselves 
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by giving them a better and more widely diversified portfolio, 
while it should also give to the borrower on mortgage a rate 
of interest much more closely in accordance with the general 
market rate prevailing at the time he obtains his loan. 

It so happens that in most communities land and the struc- 
tures built upon it have come to be regarded as a fundamental 
object of taxation. Some economists indeed have been in- 
clined to urge that they should be the chief, if not the only, 
basis and measure of taxation. Few would go so far today; 
but as a matter of practice as well as of theory, land and its 
improvements do constitute a well-nigh universal tax basis 
On the other hand, many governments have given to real esta‘ 
bonds a preferred taxable status, as in fact our federal govern- 
ment has determined to do in the case of its farm land bonds 
and of the bonds of joint stock land banks. In consequence, 
rates of interest upon bonds which are thus preferred naturally 
tend to go lower in the degree to which they enjoy tax exemp- 
tion, and they thus become more suitable as investments for 
persons who profit most from such tax exemption. 
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Chapter VII 

HISTORY OF AMERICAN INVESTMENT BANKING 

The Lesson of History 

Students of commercial banking generally devote much study 
to an examination of the development of the present banking 
system of the United States. Such an examination, it is usu- 
ally felt, is of value in understanding many features of our 
present system not otherwise clearly grasped. Furthermore, 
banking history has been of special value in connection with 
any proposals for changes in our banking laws or practices, 
since many a proposal now advanced has been tested in one 
form or another in the past. 

The same is true of the history of investment banking. The 
issue and sale of securities have been carried on in this country 
since colonial days, and many changes have occurred in the 
methods which have been followed and in the institutions de- 
vised to accomplish these transactions. The process of evolu- 
tion of an investment banking mechanism, fully articulated and 
adequate for the unprecedented and growing capital needs of 
this country and its debtor nations, is now going forward at a 
more rapid pace than ever before, and the experience of the 
past is also of value here in guiding further changes which are 
being made from year to year in investment banking practice. 
By revealing their causes and historical setting, such study 
may also disclose many unnecessary and outworn features of 
our present organization and laws, and thus help lead to their 
elimination. 

The reason why currency and commercial banking history 
have been carefully analyzed, to the neglect of investment 
banking, lies partly in the great political interest attaching to 
these questions, and partly in their dominating importance in 
the early financial life of the country. Investment banking 
problems are of later growth, and not until recent years have 

152 
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they affected more than a small percentage of the population. 
Hence, this is a relatively virgin field, in which much study 
will be necessary before the full significance of the many 
changes which have taken place can be clearly realized. 

The Beginnings 

The first investment banking activities known in this country 
were the abortive efforts to establish mortgage banks in several 
of the thirteen colonies before the Revolution. The basic 
distinction between commercial and investment banking opera- 
tions was to be learned in our banking history at so great 

a cost that the lesson was learned perhaps too well, with the 
result that our laws at times have distinguished between the 
two kinds of activity to an exaggerated extent. But this was 
not so’in the early days, and the colonists, eager for cheap 
money in quantity, sought to develop mortgage banks which 
would issue currency to them in return for mortgages on their 
farms. As one recent student of early banking theory says, 
“The earliest sentiment seems to have been that banks should 
serve all classes alike with their loans, regardless of whether 
or not liquid assets result.”’* The early state banks, even 
after the Revolution, were expected to advance long-term loans 
to farmers. The charter of a bank in Massachusetts estab- 
lished in 1792, for example, required that one-fifth of the 
loans be reserved for the benefit of “the agricultural interest.’ ” 
This was in conservative New England. The southern and 
western states went much further in a similar direction. 

No investment banking mechanism existed for those .few 
colonists who did not employ their wealth directly. Local real 
estate or a share in a ship were the chief forms of private in- 
vestment, and these were generally purchased directly, without 

the aid of any intermediary. 
The first major financial operations to take place in this 

country had to do with the financing of the Revolutionary War. 
The original thirteen colonies were primarily agricultural com- 

munities, industry having been restricted by the British laws 
so that whatever activities of this kind flourished were on a 

1Muter, H. E., Banking Theories in the Umted States before 1860, p. 171. 
2 Massachusetts Acts and Resolves, 1792-1793, p. 18. 
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small scale, involving very little fixed capital. Several fortunes 
were built up on the basis of the shipping trade, with or without 
the aid of smuggling, but they were not numerous before the 
Reyolution. Manufacturing activity,was all but non-existent. 
‘The revolutionary government was in great need of money, 

and it incurred a bonded debt of several millions, in addition 

to issuing a mass of currency which later became practically 
worthless. It borrowed money at home chiefly through Robert 
Morris, a wealthy Philadelphia shipping magnate who became 
banker and commissary for the armies in the field. It sent Dr. 
Benjamin Franklin abroad, and he borrowed substantial sums 
in Paris and Holland, giving bonds of the government in ex- 
change for much-needed supplies. In this way a debt of $11,- 
710,000 was gradually accumulated abroad, and one of over 

$40,000,000 at home, including accrued and unpaid interest.’ 

The domestic debt was partly incurred originally by the states. 
These debts were all recognized by the constitutional govern- 

ment, and were exchanged for 6- and 3-per-cent bonds on a 

fixed basis in Hamilton’s funding scheme. Although calling 

for some concessions from the bondholders, Hamilton’s pro- 

posals were so much better than had been expected that they 
served to establish the credit of the United States, and resulted 

in the first extensive security speculation known in this country, 

consisting of a rapid rise in the old bonds to discount the un- 
expectedly favorable treatment they received at the hands of 

the new government. 
From the close of the Revolution it was realized that a cen- 

tral bank was needed to regulate the currency and aid in the 
government finance of the republic. Hamilton’s original 

thought on the subject was that a land mortgage bank was 
needed ; but by 1790, when his celebrated report was handed to 
Congress, he had apparently grasped the distinction between 

investment and commercial banking. He advocated the re- 
striction of the new bank to the latter field, except for govern- 
ment financing; and Clause X of the bank’s charter restricted 
its dealings to bills of exchange and gold or silver bullion. 

That the accumulation of capital within the country was 

‘CHANNING, Epwarp, History of the United States, vol. iv, p. 95. 
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already going on at a fairly rapid pace, from profits 
earned through supplying the army during the war and the re- 
moval of trade restrictions following its close, is clearly evi- 
dent. The $8,000,000 capital of the first Bank of the United 
States was offered publicly, and over-subscribed within two 
hours. However, part of this stock quickly found its way to 
England, which was now rapidly forging ahead to the fore- 
front among the capital markets of the world. The Industrial 
Revolution was then shifting the dominance in international 
finance from Holland to London, and it is noteworthy that the 
United States Revolutionary bonds which were sold originally 
in France and Holland were partly absorbed by London after 
1790. Following the reéstablishment of British confidence 
in this country which followed the organization of the consti- 
tutional government and the adoption of Hamilton’s funding 
scheme, the London banking world took a growing interest 
in the infant republic. 

The wave of security speculation which accompanied Hamil- 
ton’s funding scheme and the formation.of the First Bank . 
of the United States resulted in the formation of small groups 
of brokers in Philadelphia and New York who specialized in 
executing purchases and sales for others. In New York these 
brokers would foregather in Wall Street; and by 1792 we find 

twenty-four of them signing an agreement to maintain a uni- 
form commission of one-quarter of one per cent of the selling 
price of the shares, and to give preference to each other in 

their leadings. This agreement was meant to prevent the com- 

petition of commodity auction houses in the security business, 

and marked the beginnings of organized brokerage activities. 

Early Period of Capital Accumulation (1790-1817) 

The Napoleonic Wars in Europe led to a boom in the foreign 

trade of the United States which resulted in a fairly rapid 
accumulation of wealth in the seaboard cities of Philadelphia, 
New York, Boston and Baltimore. In each of these towns, a 

class of wealthy traders and shipowners arose who had a 
1In 1791, Bird, Savage & Company, London stockbrokers, bought several 

million dollars’ worth of these bonds in Holland and ab i of them to cus- 

tomers in London. 
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surplus of capital and so were in a position to purchase securi- 

ties for the purpose of financing larger enterprises. 

The capital market which thus came into being was not, 

however, adequate at first to permit the sale of any large issue 

of securities. The supply of funds available for the purchase 

of securities down to the last years of the Napoleonic Wars was 

not more than several million dollars annually. When any im- 
portant need for large sums of money arose, foreign sources 

still had to be tapped. The $15,000,000 needed to finance the 
Louisiana Purchase in 1803 was raised chiefly in Holland. As 
late as 1805, the house of Baring in London, as agent there 
for the United States government, paid the coupons on United 
States government bonds of a par value of $28,500,000. When 
the federal government wished to dispose of its remaining hold- 
ings in the First Bank of the United States in 1802, it sold them 
to the Barings in one block of 2,220 shares.* 

The situation changed when the European wars reached a 
more advanced stage. The more rapid accumulation of capital 
within this country that followed, and the simultaneous rise in 
money rates abroad caused by the great conflict, resulted in 
the gradual repatriation of both government bonds and shares 
in the Bank of the United States. This process was hastened 
by the steady redemption of the government debt, and the liqui- 
dation of the first Bank of the United States in 1812. 

The accumulation of capital and the growth of trade resulted 

in the formation of a number of banks and insurance com- 
panies. By 1801 there had been formed twenty-three banks, 
with a combined capital of $35,550,000. The primitive condi- 
tion of the country, the preponderant importance of trade, and 

the requirements of state laws caused these banks to restrict 

their activities almost entirely to purely commercial banking 
transactions. Thus, the Bank of New York, founded in 1784, 

was specifically forbidden to trade in stocks of the federal or ~ 
state governments, or to lend on the security of real estate. 

The banks in the commercial communities of the East tended 
to conform to Adam Smith’s dictum, that a bank was to ad- 

* Jenks, L. H., The Migration of British Capital to 1875, p. 66. 
. This work may be regarded as the definitive account of Anglo-American 
finance before the Civil War. 
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vance only that part of the capital of a merchant “which he 
would otherwise be obliged to keep by him, unemployed, and in 
ready money, for answering occasional demands.’ The Brit- 
ish idea of strictly commercial banking was not followed in the 
agricultural areas to the West and South, where strictly com- 
mercial loans were much scarcer. But with the increase in 
wealth and the development of a spirit of speculation, the line 
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of demarcation between commercial and investment banking 
was still further broken down in the period which followed. 
In 1816, the first mutual savings bank was established in New 
York State as a purely investment institution, and this type of 
institution, which fostered small savings, showed a slow but 

steady growth thereafter. 
In addition to bank and some insurance company flotations, 

there were canal and turnpike promotions. Davis reports 328 
individual incorporations in all were formed before 1800, the 
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great majority of them for small local improvement pro jects." 

A great number, however, remained paper projects. 

The methods of raising capital were primitive because no 

investment banking mechanism existed. The shares in these 

enterprises were as a rule offered directly to the public at some 

tavern or other public meeting place. There the investor would 

appear in person, and his name and the number of shares de- 
sired would be inscribed in great ‘“‘books,’’ which still lead a 
figurative existence in the terminology of Wall Street today. 
After the original flotation of the shares in this way, those 
of the larger companies attracted the interest of brokers, who 
often gave their quotations for publication to the newspapers 
and periodicals of the time. In order to acquire securities for 
sale, these brokers would at times subscribe for new issues in 

their own names. A typical list of quotations, taken from the 
New York Evening Post of 1801, is shown in Fig. 7. 

The first formal stock exchange to be opened in this country 
was organized in Philadelphia in 1800. Philadelphia was the 
commercial and financial metropolis at the close of the Revolu- 
tion, and it retained its financial primacy practically down to 
the War of 1812, although it lost its trade leadership a decade 
earlier. In New York, after the speculation in governments in 
the early ‘nineties came to a close, the security market became 
very restricted, and many of the brokers turned their attention 
to other affairs. In fact, it was not until 1817 that the New 
York Stock Exchange was formally organized and a written 
constitution adopted.” 

The War of 1812 had to be financed entirely at home. The 
government’s efforts to raise money were attended by the 

greatest difficulties, to a large extent because of the sharp divi- 
sion of opinion as to the wisdom of the conflict and the failure 

to recharter the First Bank of the United States. However, 

the war did show that capital accumulation had proceeded to 
a point where large sums could be raised in the domestic mar- 
ket. When in 1813, with bankruptcy staring it in the face, 
the Treasury asked for $16,000,000, the public bought only 

* Davis, Josepu S., Essays in the Earlier History of American Corpora 
tions, pp. 24 ff. 

*StepMAN, E. C., The New York Stock Exchange, pp. 62 ff. 
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about $6,000,000 of its bonds. Secretary Gallatin then called 
in the three leading capitalists of the day, Stephen Girard, John 
Jacob Astor and David Parish, and they took the remaining 6- 
per-cent bonds at approximately 88 per cent of par.1 Similarly, 
the sale of the $35,000,000 of capital stock of the Second 
Bank of the United States, also through direct public offering, 
was successfully accomplished with the aid of the large fortunes 
of the day in 1816. A balance of more than $3,000,000 of the 
stock of the institution not taken by the public was subscribed 
for in one block by Stephen Girard. 

Internal Improvements and the Import of Capital (1817- 
1840) 

Following the close of the War of 1812, three important 
factors combined to change investment banking conditions in 
this country radically. In the first place, a mania for internal 
improvements arose which created a need for large amounts of 
capital far in excess of visible supplies, whereas previously the 
accumulation of capital here seemed to equal domestic require- 
ments. In the second place, the close of the war in Europe 

resulted in a surplus of capital in England which eagerly sought 
the higher rates of return available abroad. In the third place, 
nascent industrial development in New England and other 
seaboard areas, and the opening up of new areas across the 
Appalachians, sharply reduced the supply of free capital within 
the country available to finance the internal improvement 
program. 

The period of internal improvements was ushered in by the 
phenomenal success of the Erie Canal. Financed through the 
sale of state bonds, at first sold to Albany banks, this enterprise 
paid for itself from the start. The great increase in commerce 
and wealth it brought the City and State of New York resulted 
in a host of projects by other states to imitate it. The other 
states, like New York, were ready to back these projects with 

their own credit. 
Conditions were peculiarly favorable at the time for the 

attracting of British capital to this country. In the first place, 
the rapid repayment of the national debt of the United States 

1“National Finances,” Bankers’ Magazine, vol. i, p. 257. 
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after the close of the War of 1812 tended to create confidence. 

Secondly, Hamilton had taken over the state debts after the — 

Revolution, and there was a strong tendency to ascribe to the 

states on this account approximately the same credit standing 
as that possessed by the federal government. Thirdly, the lead- 
ing banking house in London was closely affiliated with Amer- 
ican finance, and helped to confirm the already favorable 
attitude of the English investors toward their Anglo-Saxon 
cousins across the seas. 

The house of Baring Brothers & Company was to play the 
chief rdle in the drama which followed. Originally wool manu- 
facturers from Bremen, this family turned their interests to 
trade to an increasing extent during the eighteenth century. 
Alexander Baring late in the century allied himself by marriage 
with the wealthy Bingham family of Philadelphia, which both 
added largely to his wealth and centered his attention upon 
the United States. When the Napoleonic Wars came to a 
close, not even the Rothschilds had the prestige and wealth 
possessed by the Barings in England, and the firm was fore- 
most in the financing of American trade and, later, the Ameri- 
can states. 

About 1817, British purchases of American securities began 
to take on sizable proportions. Two years later, an observer 
writes that this practice already was “of many years’ standing, 
and therefore escapes observation.’”’»+ New York State issued 
$7,000,000 of its bonds between 1817 and 1825 to finance the 

construction of the Erie Canal, and these bonds rapidly found 
their way to London. New York 6’s appeared there in quantity 
in 1817, and were officially quoted on the London Stock Ex- 
change in that year. A great stimulus was given to British 
investments here by the collapse of South American securities 
on the London market in 1825. This brought into vogue “re- 
productive investments,” and within this classification Ameri- 
can state and municipal bonds issued for internal improvements 
had a foremost place. 

By 1836, there had been invested $90,000,000 in canals and 
railways in the northern states. More than half of this sum 
was raised through the pledging of state credit and the sale 

* Niles Register, vol. xlv, p. 178. 
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of bonds in England. In addition, the southern states bor- 
rowed for both internal improvements and, more especially, 
land mortgage banks, since the plantation system in the South 
created capital needs for the purchase of slaves, etc. The 
British also held about that time $14,000,000 in federal govern- 
ment bonds and $8,000,000 in United States Bank stock, as 
well as substantial tracts of land for speculative appreciation. 

It is highly significant that the British favored public securi- 
ties, and shares of institutions like the Bank of the United 

States, in which foreign shareholders had no right to vote. 
Had they insisted and developed a suitable organization for 
the purpose, the British might have secured control of the rail- 
roads and other large enterprises then initiated in much the 
same way as they have subsequently in South America and 
other parts of the world. In Argentina, the great bulk of the 
railroads and public utilities, and many of the large agricultural 
and business enterprises, are directed from London. But de- 
spite large imports of capital made by the United States at 
various times in its history, actual ownership and operation of 
its leading enterprises have, with very few and minor excep- 
tions, been retained by American citizens. The British in this 
early period did buy the bonds of a few railroads in the East 
and the stock of a few New York and New Orleans banks, 

and some mining shares. But the aggregate of these was 
small, and the only substantial institution which they controlled 
was the Bank of the Manhattan Company, which the Marquis 
of Carmarthen was said to own “body and breeches,’ except 

for directors’ qualifying shares, for its board had to be com- 

posed of citizens of New York. This provision in the charter 

probably hastened the later repatriation of the ownership of this 

financial institution. 

The Machinery for the Import of Capital 

The investment banking mechanism which was created to 

finance the internal improvement program at home and abroad 

was relatively simple. There were practically no public offer- 

ings through underwriters. The state and municipal bonds 

were generally sold here through commissioners, appointed by 

state governments, who acted as agents and solicited bids, or 
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by contract to merchants or bankers. Thus they were origi- 

nally American issues, although they often contained provisions 

for the payment of the coupons in London at a fixed rate of 
exchange at the option of the holder. Large blocks of bonds 
were purchased in this way in New York at various times by 
Astor & Sons, by the leading brokerage house of Prime, Ward 
& King,! and by such banks as the Morris Canal & Banking 

Company and the Bank of the Manhattan Company. { 
These bonds were then sent abroad in large amounts to build 

up balances upon which these American bankers could draw to 
help pay for our imports. The financing of American trade 
was gradually concentrated in the hands of a small number of 
large merchants and banking houses. The Yankee dry-goods 
houses were especially prominent in this connection, and many 
of them gradually developed a substantial banking business 
as an offshoot of their trading operations. In order to build up 
balances in London against which they could draw in order 
to make payments for their purchases both in Europe and 
the Far East, where the United States had a heavy import 
excess, these houses remitted large blocks of these state securi- 
ties. They were sent to the leading London banking houses, 
who is turn distributed them “to favored country banks for 
distribution to favored clients.” ? 

A marked change took place in the method by which Amer- 
ican securities were distributed to English investors after 1836. 
In that year, the charter of the Second Bank of the United 
States expired and was not renewed. This institution, with a 
capital of $35,000,000, was then transformed into a Pennsyl- 
vania corporation, and its business was modified to include a 
number of investment banking transactions found necessary 
to secure full employment for the large capital. An agency 
was opened in London, and Nicholas Biddle, the president, 
began to bid for entire issues of American securities, which he 
sent to his London agency for disposal there. In fact, the 

avowed purpose of the opening of this agency was to “popu- 
larize American securities,” which were in turn to be sold 

“Nathaniel Prime was regarded as the first real private banker in the 
city. See “Banking in New York, 1822-1922,” issued by the Farmers’ Loan 
& Trust Company. 

* JENKsS, op. cit., p. 78. 
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abroad in order to maintain the speculative structure at home. 
This had been badly shaken by the panic of 1837 and Jack- 
son’s insistence on specie payments for sales of public lands, 
then taking place on a large scale for speculative purposes. The 
agency became the chief channel for the raising of investment 
capital abroad for the United States. 

By thus providing the means for meeting indebtedness in- 
curred by this country abroad on account of imports of mer- 
chandise and interest payments due, Biddle succeeded in keeping 
the bubble of internal improvements and speculation, accom- 
panied by the wholesale issue of new indebtedness, inflated for 
several years more. In the end, the Bank of the United States 
was hopelessly bankrupt, and simultaneously, in 1841 and 1842, 

nine states stopped payment of interest on their indebtedness. 
As an example of the way in which capital was raised for 

American use in this period, the case of the $5,000,000 Missis- 

sippi bond issue may be cited. In 1838, the State of Mississippi 
decided to establish a mortgage bank to aid planters, and it 
subscribed for the stock of the institution, paying with $5,000,- 
ooo of its bonds. Three commissioners were then designated 
by the directors of the bank to sell these bonds in order to raise 
liquid capital for the bank. They negotiated with Nicholas 
Biddle for the sale of the entire amount. The bonds were 
made payable at the agency of the Bank of the United States 
in London, thus facilitating their sale to British investors. Mr. 
Biddle promised to pay for the issue in five annual installments. 
The Bank of the United States in the meanwhile used these 
bonds in Europe as collateral for loans which it obtained from 
such leading bankers as Hope & Company of Amsterdam. The 
bonds were gradually sold in England, although Biddle never 

succeeded in selling the entire issue. 
Within less than two years, it is interesting to note, the 

Mississippi bank was hopelessly insolvent because of the rash 
manner in which it made its loans. The state shortly thereafter 
repudiated the bonds, charging that a number of technicalities 
in the enabling act had not been complied with.* 

The example of the Bank of the United States in establishing 
direct ties between the American borrowers and the London 

1“The Origin of Repudiation,” Bankers’ Magazine, vol. i, p. 337. 
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capital market was followed by others. George Peabody, a 

Yankee dry-goods merchant, went to London and founded the 
house which later became Morgan, Grenfell & Company in 
1837, to specialize in Maryland securities. The Rothschilds 
sent August Belmont to make his headquarters in New York 
as their personal representative. The French house of Hot- 
tinguer, also interested in American securities, sent a repre- 
sentative to this country who codperated closely with Biddle. 
Finally, many Americans went overseas to negotiate loans 
directly for a commission. we: 

The Domestic Capital Market 

In the meanwhile, the accumulation of capital within this 
country went on, and the home money market began to assume 
sizable proportions. Foreign capital did not play any signifi- 
cant part in the financing of American manufacturing indus- 
tries, such as the textile mills of New England and the iron 
manufacturies of Pennsylvania. In the first place, the British 
were not accustomed to joint stock industrial companies, having 
practically none of these in their own market at that time. Sec- 
ondly, the British merchant bankers, who were also engaged to 
a large extent in exporting manufactured products to the 
United States, did not relish fostering competition here. As a 
result, American industry remained independent of foreign 
capital, a fact which was fraught with great significance for the 
future. Another factor was that British houses which would 
have been likely to take over control of industries here, such as 
the Rothschilds, did not play an important role in financing 
the United States. Until 1835, the Rothschilds, the “bankers 
of legitimacy” as they were called, refused to have anything to 
do with the new republic, which they regarded askance as a 
revolutionary affair. 

In the ’thirties, the American capital market consisted of a 

number of moneyed families in the seaboard cities, a group of 
insurance companies in the leading cities, the banks which were 
springing up everywhere and, finally, a growing class of mer- 
chants and manufacturers who invested in relatively small 
amounts and appeared at the time to favor stocks in railroads 
and financial institutions. The latter class constituted the chief 



HISTORY OF AMERICAN INVESTMENT BANKING 165 

clients of the brokers who were then building up exchanges in 
the leading centers. 

A compilation made in 1831 showed that in New York City 
alone there were sixteen banks with a combined capital of 
$18,130,000, eight marine insurance companies with a capital 
of $3,050,000, and twenty-five fire insurance companies with 
a capital of $7,800,000. Boston, which had forged ahead to 
second place in financial importance, had eighteen banks with a 
capital of $13,900,000, and Philadelphia had thirteen banks 
with a capital of $10,792,000. In arriving at these figures, 
each office of the Bank of the United States was allowed a 
capital of $1,500,000." 

The commercial banks exercised investment banking func- 
tions in two ways. First, they bought the new state and 
municipal securities in large blocks for their own account 
wherever their charters made this possible. Secondly, they 
made large loans to promoteré and others on the security of 
stocks and bonds. The Bank of the United States did both on 
a large scale. It turned over entire issues of bonds which it 
sold or pawned in Europe, and it also loaned over $20,000,000 

on the security of turnpike, canal, railroad and land companies, 
often directly to these companies themselves to help them to 
complete their projects. Numerous smaller banks—347 were 
chartered between 1830 and 1837—also sprang up, “‘willing to 
finance almost any conceivable proposal.’”’? “Wildcat bank- 
ing,” in which the distinction between commercial and invest- 
ment operations disappeared, was flourishing at this time. 

The three years following the panic of 1837 closed a period 
of rapid internal development and widespread speculation 
throughout the country. During this period, a substantial 

capital market was developed for the first time, a number of 

canals and railways were built, and the frontier was pushed 

farther westward to the Mississippi. 

The three least fortunate developments were the mania for 

speculative land purchases, the defaults on the debts of many 

of the states held abroad, and the spread of unsound banking 

methods. Many of the new banks, especially in the West and 

2Gopparp, THomasS H., A General History of Banking. 

2McGrane, R. C., The Panic of 1837, p. 17. 
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South, although designed as commercial banks, actually turned 
out to be land banks run on very unsound principles. In the 
“wildcat” days, banks were organized which sold their stock 
in return for real estate mortgages, and then utilized to the 
full their right under state law to issue currency up to two 
and one-half times the amount of their capital. In the seaboard 
states, however, a sounder view of the relation of the banks 

to the real estate market generally obtained, even during the 
speculative period. The general banking law of Massachu- 
setts, first passed in 1829, stated that banks could not invest 
more than 12 per cent of their capital in real estate, including 
the banking premises. 

The panic of 1837 and subsequent large losses suffered by 
banks through dealing in securities caused many states once 
again to seek a more rigid separation of commercial and invest- 
ment banking. The spectacular failure of the Bank of the 
United States in 1841, in which it was found that the depre- 
ciation of its security holdings had wiped out its capital of 
$35,000,000, accentuated this tendency. Charters of banks 
organized in New York under the safety fund scheme provided 
invariably that the bank “shall not directly or indirectly deal 
or trade in... buying or selling any stock created under 
any act of the United States or any particular State, unless in 
selling the same when truly pledged by way of security for: 
debts due.” In commenting on this legal provision, the Bank- 
ers Magazine said, “The object of the statute was doubtless 
to prevent banks from hazarding their capital, especially in 
stock jobbing, to which they are often strongly tempted, and 
from which disastrous consequences often follow.” * 

In the eastern cities, notably New York, call loan markets 
were already established, thus making the liquid funds of the 
banks the means of financing the holding of investment securi- 
ties representing long-term commitments of capital. During 
the panic of 1837, when the drastic decline in securities made 
it impossible to realize on many such loans, they were severely 
criticized in the public press, although the practice was recog- 
nized as long-established, and therefore perhaps a necessary 
evil. 

* Bankers’ Magazine, vol. ii, p. 741. 
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Moreover, in this period there is already visible the begin- 
ning of a tendency to separate real estate financing from com- 
mercial banking and to concentrate it in specialized institutions. 
Thus in 1835, an Illinois lawyer, Francis B. Peabody by name, 
found his eastern clients so eager for sound mortgages on 
Illinois property that he opened a mortgage banking house, 
one of the first in the country, and certainly the first in the 
West.? 

Recuperation and Growth (1840-1860) 

With the cutting off of the supplies of foreign capital after 
the collapse of the second Bank of the United States in 1839 
and the numerous defaults of the states in the same period, the 
growth of the country continued for a time at a slower pace, 
but also without the symptoms of exaggerated speculation 
which had marked the preceding era. The experience of the 
wildcat banks resulted in a general disposition to curtail bank- 
ing activity, and especially to demarcate commercial and invest- 
ment banking. 

In the southern states, for example, where some of the worst 

examples of unsound banking had occurred, amendments were 

generally passed severely restricting investments by banks in 
real estate and securities. There was a general disposition 

to recognize the essential differences between banking with 

liquid and illiquid assets, and doubtless the experience of the 

panic period played an important role in making relatively com- 

plete the segregation of commercial and investment banking 
institutions in this country, which thereafter became a marked 

feature of American financial organization. 
Railroad building attracted increasing interest during this 

era, but this time the banks did not play an important part in 

their development. Instead, a number of brokerage houses 

became specially interested in their securities, and these houses 
in, several cases advanced money to the railroads and secured 
representation on the boards of directors as a result. Thus we 
find the firm of Drew, Robinson & Company active-in this con- 

1 Financing an Empire—History of Banking in Illinois, pp. 536 ff. This 
firm has continued down to the present day in the house of Peabody, Smith 

& Company. 
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nection in the ’forties, the Drew being none other than Daniel 

Drew, who was to become the prototype of a new type of 

predatory financier twenty years later. Drew helped finance 

the Erie Railroad when it was being built across southern New 
York State, lending money on the collateral of its stock and 
convertible bonds, which he later took over in payment for 
the loan. In this way he secured a place on the board of direc- 
tors of the company. Jacob Little shares with Drew the honor 

of founding a long line of predatory speculators. Another fig- 
ure who was later to play an important role, Jay Gould, also 
appeared in Wall Street in the late “fifties as head of a brok- 
erage house interested in railroad securities. 

The growing speculation in railroad and miscellaneous se- 
curities caused a rapid expansion of the exchanges. The fol- 
lowing table traces the growth of the New York Stock 
Exchange, as shown by fragmentary data available: 

A pproximate 
Number of Average Daily 

Year Brokers Turnover 

1817 20 Several shares 
T bs 20 390 cc (79 

1827 oe 100 
1828 ais 600 

1830 36 I ,000 

1848 II2 5,000 

So great had speculative interest become, that a New Board 
of Brokers was founded as a separate exchange, which com- 
peted for a time with the original Old Board. The former 
gradually died out, however. 

While the financial supremacy of New York was unques- 
tioned after the early ’thirties, the other seaboard cities were 
often close competitors. Thus, in Philadelphia the house of 
E. W. Clark & Company financed the Mexican war, and the 
Philadelphia investment market rivaled that of New York in 
wealth and influence. This firm, as did that of Corcoran & 
Riggs in Washington, had great influence with rich investors 
and a substantial distribution power, and they played an im- 
portant part in promoting new railroads and reorganizing bank- 
rupt canal and railway companies. 
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In the late ’forties, European interest in American finance 
began to revive, but henceforth the foreign investor favored 
railroad securities issued by private corporations. August 
Schoenberg had come from Vienna in 1837 to establish an 
agency here for the Rothschilds, which developed into the inter- 
national banking house of August Belmont & Company and 
played a leading role in directing a new flow of foreign capital 
into American enterprise. An official compilation made in 
1854 clearly illustrates the relative importance of foreign hold- 
ings in each group of securities, outstanding." 

Per cent : Total ; ; 
Security outstanding Foreign owned | foreign 

owned 

United States government..} $ 58,205,000 | $ 27,000,000 46 
SCALES ore evar wd eit eidairs che one 190,718,000 I10,972,000 58 

Counties G-Cities. 05.5... 93,280,000 21,462,000 23 

RatrOAdDONdSH tue ears s 170,112,000 43,889,000 26 

ReatinGad:stockssee sal-e). © 309 , 894,000 8,026,000 a 

Banks & insurance........ 279,555,000 7,067,000 3 
Canals & navigation....... 58,019,000 2,522,000 4 
IMiscellancotster.,-1ads oo: 18,814,000 1,068,000 6 

SROUEE vere, 5. ee een eee $x ,178,597,000 | $222,006,000 18 

In the years preceding the panic of 1857 speculation again 

became active, especially in stocks. The call money market 
developed enormously to keep pace with the demand for 

securities. The attitude of the time toward this feature of the 
market for securities, which facilitated the carrying of stocks 
for speculative purposes and made of such loans the most 
liquid investments available for the banks, is expressed in the 
following statement from the Report of the Massachusetts 

Banking Commissioners, handed down in 1855: “Extension 

upon the basis of business paper is a very different thing from 

distention created by speculation upon mere capital—that is, 

1Secretary of the Treasury, Report on Foreign Holdings of American 
Securities, made to Congress. 
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loans upon stocks, instead of discounts of promises representing 
something that has an intrinsic value.” , 

The free use of the call loan, which has been common since 

the period of internal improvements,and bank incorporations 
that began with the War of 1812, has been a factor little appre- 
ciated in keeping the control of American industry within this 
country during the period when large imports of capital made 
it possible for foreign control to gain a strong foothold in 
the management of our industry. During this era, the foreign 
investor sought to minimize his risks at the very time that the 
American, fired with pioneer optimistic zeal, was ready to take 
more than an ordinary chance for a large profit. The free use 
of the call loan opened up to the speculator the means of easily 
financing his operations by making available to him on a low- 
cost basis the funds of the commercial banks, usually an ample 
source of liquid capital in the growing commercial and indus- 
trial communities of the seaboard cities. 

A sequel to the rapid development of the call loan market 
was the evolution of the peculiar American system of daily 
settlements on the exchange. In the early days of the ex- 
change, most transactions involved delivery of stock after an 
interval, usually up to 60 days. The average period of settle- 
ment tended to become shorter, and by 1857 daily settlements 
were formally adopted. 

The Civil War and the Rise of the American Bond House 

By the opening of the Civil War, the financing of the rail- 
roads and states and cities had created an investment banking 
machinery of substantial proportions. However, American 
investment banking practice was not then differentiated, as it 
was later to be, from methods pursued in other countries. 
Owing to the small clientele available for investment issues, 
they were sold through consultation by the investment banker 
with his client in the latter’s office. The salesman, and other 

“high pressure” agents for achieving security distribution 
which characterized the further development of the business, 
were not yet in evidence. A radical change in the character of 
the investment banking business was to be brought about dur- 
ing the Civil War, just as another revolution in methods and 
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size was to be accomplished by another war more than half a 
century later. 

The development of investment middlemen here, as else- 
where, was a direct outgrowth of the practice of underwriting, 
or insuring, an issue of securities. Originally, as has been 
seen, new security issues were often offered directly by the 
company to the public. To avoid the uncertainty of the public 
response—especially in cases where the proceeds had been spent 
in advance on the property—the company turned to a banking 
or brokerage house and, for a fee, induced it to guarantee the 
sale of the issue, the unsold portion being taken up by the 
underwriters. There is but one step from this procedure to 
the outright purchase of the entire issue by the investment 
banker ; in fact, the purchase of an issue of securities for sub- 

sequent resale is still called an underwriting operation, but the 
term is an anachronism for the modern method of bond issue. 
In England, new security issues are in fact frequently offered 
to the public by the issuing company, and the bankers merely 
appear as the underwriters who will take over only the unsold 
portion of the offering. 

The sale of government bonds during the Civil War wit- 
nessed the first outburst of active bond selling in this country, 
although rudimentary cases existed during the preceding era of 
railroad promotion. The credit of the government was poor, 
and the European market, to which borrowers here had been 
in the custom of resorting for large bond issues, was unfriendly 
to the union cause. Accordingly, the Treasury was faced with 
the immediate necessity of creating a great market for govern- 
ment bonds. Jay Cooke, a Philadelphia banker trained in the 
old house of E. W. Clarke & Company, accomplished this task, 
and helped revolutionize the American investment banking 
business more than any other single individual. In 1861, he 
formed his own firm and joined with the older house of Drexel 
& Company in selling a $3,000,000 Pennsylvania State Loan 
at par, above the market price, through an appeal to patriotic 
principles. He then took an interest in the federal government 
bonds at that time appearing on the market in increasing quanti- 
ties to finance the war. Already the market for them was 
showing signs of exhaustion, and grave fears were expressed 
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concerning the ability of the government to continue to raise 
money. Jay Cooke achieved remarkable success in selling bonds 
locally through salesmen and with the aid of widespread adver- 
tising, and Secretary Chase finally appointed him Government 
Loan Sales Agent, in which capacity he directed the sale of 
federal bonds during the period of the conflict. He was the 
original bond salesman, the prototype of the thousands of 
men and women who now earn a living by selling securities. 
At one time, he alone employed 5,000 such salesmen. 

Jay Cooke first developed many of the most prominent 
characteristics of American investment banking—developed 
them through the application to bond selling of the pioneer 
psychology which was evident in many other economic activi- 
ties in this country. His methods have been graphically 
described by one biographer as follows:? 

“Mr. Cooke’s agents—he employed some five thousand dur- 
ing the second ‘seven-thirty drive-—went everywhere. They 
overran the countryside visiting every hamlet and farm, ap- 
pealing to every living person they could find. They distributed 
posters and circulars—broadsides some of them, with eagles 
and mothers on one side and popular songs on the back—in 
railroad stations, courthouses and hotels, in factories, in stores, 

in trains ; they gave them to toll gate keepers, to postmasters, to 
the teamsters on the roads; they pasted them on walls, they put 
them up on trees, they tacked them on telegraph poles; and 
they interviewed newspaper editors.” 

Cooke was the first American financier to realize to the full 
the power of the press in finance, and to use it. From that 
day to this, the lesson he taught has been well learned and 
applied by a host of imitators. He won the favor of editors 
and writers by flattery, by threats, by dangling advertising 
contracts before them and by doing favors. In return, the 
news and editorial columns resounded with his name and with 
his message—the maximum purchase of government bonds by 

every individual in the country. And the result was that the 
Treasury was able to sell $2,000,000,000 of bonds during the 

war period. He was also the pioneer financial advertiser. 

It may be asked why the number of security holders dwindled 

* MINNIGERODE, MEADE, Certain Rich Men, pp. 65-66. 
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after Cooke’s efforts ended; why the United States did not 
become right then and there a “nation of bondholders,” a phrase 
much used sixty years later. The answer is that individual 
business opportunities were so great that capital was withdrawn 
from securities and put back into individual business enter- 
prises—agricultural, industrial, and commercial—as soon as 

the war came to an end and pressure to purchase and hold bonds 
was removed. However, the dimensions of the permanent 
market for investment securities were greatly enlarged by 
Cooke’s efforts, despite the contraction which followed the 
panic of 1873. 

Next to Jay Cooke’s management of the sale of government 
bonds, the most significant event of the Civil War from the 
investment banking viewpoint was the passage of the National 
Bank Act of 1862. Designed to furnish a sound and stable 
currency in the form of bond-secured bank notes, these national 
banks became, shortly after the war, the chief group of finan- 
cial institutions in the country. Outside of their purchase of 
government bonds as note issue security, they were expected 
to restrict their activities to commercial banking. The law per- 
mitted them to negotiate ‘promissory notes, drafts, bills of 

exchange and other evidences of debt.” It was only later 
that the Comptroller of the Currency ruled that “other evi- 
dences of debt” might include bonds. 

The development of the investment banking business in this 
country after the Civil War may be divided into three great 
historical eras: 

1. The period of railroad promotion 
2. The period of industrial consolidation 
3. The period of the export of capital and widespread 

popular security distribution 

Railroad Building and Industrial Development—The Rise 

of the International Bankers (1865-1893) 

The period from the end of the Civil War to the panic of 
1893 was dominated by the rapid growth of our transporta- 
tion network and the evolution of the great railroad systems. 
More than 30,000 miles of new track were laid between the 
close of the Civil War and the panic of 1873. These rail- 
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roads were the cause for the rise of the United States to the 

first rank among agricultural exporting nations. This period 

also witnessed the coming of age of the American capital 
market, although at the same time some $2,000,000,000 of: 

European capital is estimated to have been invested in this 
country, almost entirely in railroad securities. 

Industrial development in this era was rapid, but it assumed 
largely the form of relatively small individual enterprises and 
local corporations, so that the industrials did not as yet play 
an important part in American finance. But this period of 
the growth of numerous small enterprises made possible its 
spectacular sequel, the combination and trust era. However, 
even in the ’eighties a few industrial combinations aiming at 
substantial monopoly power already appeared on the horizon— 
the oil, sugar and whiskey trusts. Also, the investment bankers 
were not important as yet in the industrial field. The more 
important combinations were then being evolved by the in- 
dustrialists themselves—people like the Rockefellers in oil and 
the Havemeyers in sugar. 

One outstanding exception to the rule was the exploitaean of 
the copper resources of Michigan with Boston capital. The 
Boston exchange became the chief market for copper secu- 
rities in the world in the ’seventies and ’eighties, and a number 
of banking houses were formed there to specialize in them. 
Several of these houses have survived as leading financial insti- 
tutions down to the present day. For a time, it seemed that 
the financial capital of conservative New England was to be- 
come the most speculative market in the country, but enthusi- 
asm gradually simmered down as the industry gained stability. 

In the investment banking field, this period witnessed a 
curious evolution in the decline, after 1873,-of the distributing 

houses built up during and directly after the Civil War, and 
the rise to dominance of the so-called international bankers, 
whose chief source of power was their foreign connections— 
their ability to sell American securities which they sponsored 
to bankers in England, Holland and Germany. Directly after 
the Civil War, Jay Cooke and a number of bond houses turned 
their energies to the financing of railroads. The financial 
press of that period is full of railroad offerings of such com- 
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panies as the Northern Pacific, Chesapeake & Ohio, and what 
later became the New York, Ontario & Western. These issues 

were sponsored by houses with extensive sales forces, who 
often based their selling appeal on the superior yields in these 
securities over those offered by the government bonds they had 
originally sold to their clients. Municipal securities also were 
recommended by these houses, especially high-yielding issues 
of the southern and western states. 

The panic of 1873, chiefly marked by the failure of Jay 
Cooke and his associated banks, was brought on by the collapse 
of several of the railroads which were being financed by the 
distributing houses. Jay Cooke, who sold Northern Pacific 
bonds “almost exclusively to persons who rely upon our rec- 
ommendations rather than upon their own judgment,’ finally 
discovered that ‘“‘there is a limit to this class and their money.”’ 
Having tied up his own funds in an endeavor to finance the 
company pending the sale of its bonds, he was forced into 
bankruptcy when the road lost its credit. A number of the 
big distributing houses disappeared during the panic and sub- 
sequent depression, and in many cases the properties they orig- 
inally financed came to look to the international bankers, with 
their access to wider capital markets, for funds. 

The government loans of 1878 and 1879, issued in connec- 

tion with the resumption of specie payments, were handled by 
a group of international bankers, of which August Belmont 
was the head. These transactions definitely established the pre- 
eminence of the international bankers. The rise of the inter- 
national banking houses was accompanied by largely increased 
flotations abroad of American securities. This is illustrated 
in the following table (in millions of dollars) of offerings in 

the London market : * 

Year U.S. Securities State and Municipal Railway 

PREC so Os AOSD OD None 2 20, 
SOO 7 OnMatsicva ae « s2-3 None 17 ies 
TRSy/B= 5/5 ng Oe Om 800 40 DiI. 

In addition, several relatively small utility and industrial 
issues were made in London after 1870. 

SlENKSwles hl. 0p. eu., py 420. 
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Another characteristic of the period ending with the panic 
of 1873 was the appearance on the speculative markets, which 
had grown apace, especially under the stimulus of the easy - 
money of the greenback régime, of a number of unscrupu-« 
lous operators who acquired control of several American” 
corporations through purchase of their shares on the open 
market. Daniel Dee Jim Fisk and Jay Gould were the more 
conspicuous figures, and the latter continued on his course of 
successful speculative control of giant corporations, generally 
at the expense of the smaller stockholders and speculators, 
down to the end of the period. In individual instances, battles” 
for control of railroads between these speculators and the 
international bankers were already occurring. The defeat of 
the speculator, however, was not finally accomplished until the 
panic of 1893. 

A different type of promoter-operator was typified by Com- 
modore Vanderbilt, who invested a fortune of $10,000,000 

earned in the shipping business in railroads in the ’sixties, and 
within twenty years had increased his wealth tenfold through 
the purchase and consolidation of railroad properties. Vander- 
bilt ran his properties with at least one eye glued to the stock 
market, but he did not neglect to put these properties under 
efficient management and to make them highly useful, even if 
at times grasping and monopolistic, public servants. In his 
constructive efforts, he often came into bitter conflict with the 

speculators of the Gould type, who in the memorable battle 
over control of the Erie Railroad in 1868 outdid him in 
shrewdness and lack of scruple.? 

The multiplication of stock and bond issues of railroad com- 
panies on the American stock exchanges gave these institutions 
a decidedly speculative character probably unequaled in any 
other important financial center. The essentially speculative 
nature of much of the railroad building and financing, re- 

sulting from the fact that railroads were being built ahead 
of the need for them to an unprecedented extent in this coun- 
try, furnished the necessary background for the operations of 
such men as Gould and Drew. And the temper of the security- 

*See Apams, CHARLES Francis, and Henry, A., Chapter of Erie and 
Other Essays, for an interesting account of this episode. 
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buying public in this market was such as to welcome the oppor- 
tunity to assume the risks involved in the stock and junior 
bond issues, while European markets took mainly the senior 
bonds and the junior issues of only the better properties. 
European investors became holders of the more speculative 
American securities at this time principally only as a result of 
the recurrent waves of receiverships and reorganizations 
among the transportation companies. 

The extent to which the speculative machinery expanded 
after 1875 may be traced in the following statistics of the 
volume of trading on the New York Stock Exchange: 

Average 
Year Volume of Shares Sold 

Annually 

OMS LO 7OM ee pek ayilele esther utes gels 51,244,048 

TUSSI Koray bs He a ds OO Me ME See eee 104,388, 480 

Telefe hol Pearse icy leony ETS CLE 83,006, 264 

HOODOO reer eae Poe Se ice 6 aa: 76,791,376 

While the old large security distributing houses of the East, 
such as Jay Cooke & Company, Fisk & Hatch, etc., were 
eclipsed by the panic of 1873, a new group, also of a purely 
domestic character, made its appearance at this time. The 
price of capital in the West was naturally much higher than 
in the East, and there were many types of high-yielding 
western securities which, for one reason or another, could not 

be sold in Europe. Hence, a market for them had to be built 
up in our eastern cities. In the early ’eighties, several houses 
arose to sell western municipals and mortgages, and these 
houses gradually revived the methods of Jay Cooke, first devel- 
oped in the sale of Civil War bonds. Thus N. W. Harris & 
Company of Chicago was at first ridiculed for efforts to sell 
bonds by the method of “ringing door-bells,” as the wide- 
spread use of salesmen was termed. But it prospered never- 
theless, and developed into a large wholesaling and distributing 
house under the name of Harris, Forbes & Company. 

The end of this period witnessed the rise of the international 
banking houses to a position of complete domination in the 
financial organization. Numerous failures among the rail- 
roads brought about foreclosures which wiped out the equities 
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of the original promoters and the later speculative managers, 

and they were replaced by the bankers who had sold the bond 

issues to investors here and abroad. These banking houses 

gained further prestige when the government had to resort to 

them in 1894 and 1895 for large loans in order to replenish 

its disappearing gold reserve, scattered by the disastrous experi- 
ment in large-scale silver coinage between 1890 and 1893. 
The prestige and wealth gained by the important banking 
houses at this time permitted them to play the leading role 
in the next stage of financial evolution, the consolidation of 
American industry into giant units." 

Trust and Consolidation Period (1893-1914) 

The recovery of the country from the panic of 1893 was 
accomplished within a few years; and by 1896 a combination 
of bountiful harvests and industrial recovery had abruptly 
changed the financial position of the country, in the words of 
Noyes, from “the crippled industrial and financial state of 
1894, with the country’s principal industries declining, its great 
corporations drifting into bankruptcy and its Government 
forced to borrow on usurious terms from Europe to maintain 
the public credit,” to that of “a community whose prosperity 
had become the wonder of the outside world, whose productive 

industries had developed such strength that the ‘American in- 
vasion’ was discussed abroad as threatening ruin to our Euro- 
pean competitors.” ? 

The accumulation of capital within the country ran for a 
time beyond the demand at home. One English estimate 

placed this annual capital accretion at $450,000,000.2 Accord- 

ingly, a curious period of capital export developed, foreshadow- 

ing what was to happen on an immensely larger scale twenty 
years later. The international banking houses, whose chief 
function had been to furnish a link between the foreign capital 
markets and American corporations and governments, now 

*Raymonp, Wo. L., “History of American Investment Banking.” Bar- 
ron’s Financial Weekly, May 31 and June 7, 1926. 
*Noves, A. D., Forty Years of American Finance, p. 257. 5 j : Forp, Wa ter F., “American Investments in England,” Contemporary 

Review, vol. lxxvx. i 
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began to participate in English, German, Cuban, Japanese and 
Mexican financing to acquire securities for distribution in 
this market. In 1896 and 1897 alone, nearly $200,000,000 
of foreign securities were offered in this market because of the 
plethora of capital seeking investment. At the same time, a 
large part of the American securities held in Europe flowed 
back to this market. By 1go1, it has been estimated, about 
one-fourth of the American securities theretofore held in 
Europe had been repurchased and brought back here. 

But this capital export movement was not destined to con- 
tinue. It was merely a by-product of the rapid accumulation 

of capital at a time when public confidence in the domestic 

situation was still only partially reéstablished. Before long, 
huge drafts were being made on the domestic supplies of 
capital in rehabilitating the railroads. The Union Pacific, 

Reading, Northern Pacific and a number of others issued large 

amounts of securities and levied huge assessments on their 

stockholders in order to finance their rehabilitation. Within a 
short time, we find the European capital markets again being 

called upon to purchase issues of American securities because 

of the resumption of large-scale expansion here. Railroad 

development soon assumed an unprecedented scale because of 
numerous consolidations which resulted in the evolution of 
larger and sounder units in the industry. It was in this 
period that Hill and Harriman, the New York Central and 

the Pennsylvania, were engaged in purchasing control of most 
of the independent systems of the country in order to weld 
them into great communities of interest. The ability to sell 

3%4- and 4-per-cent bonds at par for the stronger properties 

stimulated these plans. 
New issues of railway securities expanded as follows: 

EELS Wes Ee een renege eer) Arad $ 67,000,000 
USOO Wes 6 ote ob DOmou ado Bio bud OO 107,000,000 

1DSOs AK otidc OO ABE OEE DAD ROU SOTO TROT 199,000,000 
TIOGIE 3. 4 Sag d DERG eee RR OCHO, Oto, CetnO on Toto 434,000,000 
TOE ho cao Oe aero OO Cao Bab GUE aon 527,000,000 

But the reorganization of the American tailroad system was 
a relatively small task compared with the achievement which 
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followed—consolidation of many individual plants in each of 

the important industries of the country into nationwide organi- 

zations. The protection of the tariff, the rapid growth of the 

home and foreign markets, the desire to avoid cutthroat com- 

petition and the avidity of the capital markets for new secu- 

tities combined to favor this development; and between 1899 

and 1go1 there were formed 200 of our most important indus- 

trial combinations, such as the United States Steel Corpora- 

tion, the American Can Company, the American Locomotive 

Company, the International Harvester Company, etc. Within 
this two-year period, new corporations with a total capita] of 
$10,000,000,000 were formed, an achievement not again 

equaled for more than a quarter of a century. Most of this 
capitalization represented capital stock issued against goodwill 
or excess earning power—that is, it constituted “water.” The 

public paid its money for this “water,” thus transferring its 
accumulations of wealth to the previous owners of the different 

enterprises going into the combinations, and to the promoters 

and bankers who facilitated this transfer of ownership of large 
equities in our great industries to the public. 

The investment banking mechanism expanded to a great 
extent to help in the absorption of these vast issues of secu- 
rities. In order to attract public confidence, the great inter- 
national banking houses and many of the older brokerage 
houses were given leading rdles in accomplishing such consoli- 
dations. This was a natural development, also, because large 

amounts of liquid capital were needed to accomplish these 
transactions; and, as was later revealed in the New York 
insurance investigation of 1906, funds of the life in- 
surance companies themselves, which they controlled, had been 
utilized by the bankers in organizing the United States Steel 
Corporation, the International Mercantile Marine Corporation, 
ete: 

As a natural corollary to the introduction of vast amounts 
of new industrial securities into the domestic capital market, 
there was an enormous expansion in the volume of securities 
turned over on the stock exchanges. Public speculation was 
rife, and the brokerage houses did a flourishing business. The 
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securities of the new industrial combinations, although greatly 
watered, were eagerly bid up for a time by the outside public 
after they were listed on the stock exchanges. A worldwide 
rise in commodity prices stimulated both business activity 
and speculation—especially the latter—and the mass of the 
population was soon involved in the speculative vortex in 
one way or another, through dealing in securities or real 
estate. 

The extensive capitalization of industrial enterprises and 
the sale of their securities to the public during these years 
made new types of securities available for investment and 
speculation here. Until this period, government and municipal 
bonds, railroad securities and bank and insurance stocks consti- 

tuted the great bulk of the issues available. The only other 
staple investment was the individual real estate mortgage, for 
the largest portion of the national wealth still took the form 

of rural and urban real estate. After 1901, however, public 
utility and industrial securities gradually assumed a prepon- 
derant role in the securities markets. In 1898, there were 
only twenty industrial issues listed on the New York Stock 
Exchange, but by 1915, the number had grown to one hundred 
and seventy-three. In 1902, industrials and utilities accounted 

for only 25 per cent of the turnover on the exchange. By 1928, 
this figure had risen to over 94 per cent. 

The industrial and financial expansion of this period natu- 
rally led to excesses, all the more so because of the sound 
basis upon which it originally began. The panic of 1907 and 
subsequent liquidation brought down values to a more normal 
level, and squeezed out a large part of the credit advanced by 
the banks for the purpose of carrying securities for a rise. 
Speculation for the rise in securities continued intermittently 
in the following years, largely because of the efforts of the 
expanded speculative machinery to keep going at a higher rate 
despite public apathy. The following record of capital is- 
sues and security trading on the New York Stock Exchange 
indicates the extent to which financial operations quieted down 
prior to the European war, as compared with the preceding 
period of reckless expansion and speculation: 
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Stock Exchange Stock Exchange New New Incor- 

Year Stock Dealings Bond Dealings Capital porations 

(in shares) (par value) Issues (000 omitted) 

ROQO MRE ce 56,663,023 $$ 394,329,000 
DOGO Merete wr ei2, 51 1750735055 336,451,120 

TOOOs ro crei se: 2 138,312,266 578,359,230 

LOOUMR a Tae 6 265 5775354 999,404,920 No data . No data 

LOO terre 188,321,181 891,305,150 available available} 

LOO 2 VAs ahve 100, 748, 366 684,200,850 

MOOA a, oetse-s ees 186,420,384 1,036,810, 569 
TOON cise oats 263,040,993 1,018,090,420 

TOOO Mate l ore 283,707,955 676,392,500 

LOO) Rogie se 195,445,321 527,166,350 $1,393,913 $2,545,053 
TOOOs crt havsoieys 196,821,875  1,084,454,020 1,423,199 2,059,184 
TOOO Mace eee balls 214,425,978 1,314,656,200 1,681,621 2,465,073 

TOLOs. eecge te 163,882,956 634,091,000 1,518,272 2,869,073 

TOCT CR ses cs 126,515,900 889,567,100 1,739,488 2,906,002 

TOLD ene ois 131,051,116 674,205,000) 12725355817 93,280,.245 
LOTS Actes oes 83 083 , 585 BOI,1§5,920 1,645,736 — 2,105,659 
TOA. eaters eer 47,899,593 461,898,100 1,436,518 1,581,418 

The regulation of investment banking came to the fore as a 
vital problem of the day after the public became directly inter- 
ested in the security markets, especially as an aftermath of the 
panic of 1907. Many investors suffered heavy losses on ac- 
count of both speculation and fraud, which had a sobering 
effect on the popular mind. Early regulation had concerned 
itself with incorporated financial institutions only and, as has 
been seen above, tended for the most part to the limitation of 
security holding and dealing powers of commercial and savings 
banks. Insurance companies were subjected to more rigid 

regulation after the Hughes investigation of 1906 had un- 
earthed unsound practices. But the investment banker and the 
broker, carrying on their business for the most part as private 
individuals or in partnerships, were practically unregulated. 

*A compilation of the authorized capitalization of industrial companies 
alone of $1,000,000 or more formed in this earlier period appears in an 
article by Charles A. Conant in the Journal of the American Statistical 
Association for 1901. 

The figures are: 

1896; aaeasis ee tcc: eee $ 49,850,000 
T8Q7 1. eees fo tee ee 81,000,000 
Leo ERROR EOCOR Gee 5.0.0 Ao: 708 .600 ,000 
T8390 ya s.oiskoit eye Ss alate eee 2 243,995,000 
TQOQ. bis eS AR Rien 5 nee eee 831,415,000 
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_ With the growing wealth of the country and the spread of 
security speculation appeared also a wider field of operations 
for the sellers of fraudulent securities. This hastened the 
popular demand for regulation of security selling, and led to 
the passage of the first blue-sky law in Kansas in 1911. The 
purpose of this Act was “to provide for the regulation and 
supervision of investment companies and providing penalties 
for the violation thereof.’”” The Bank Commissioner was to 
receive data on all securities offered within the state, and also 

semi-annual statements of the condition of all investment com- 
panies doing business in the state. The operation of the law 
resulted in the revelation of a surprising condition. During 
the first year of its operation, out of 1500 applications for 
permission to sell securities filed, more than 75 per cent were 
adjudged fraudulent, about eleven per cent (162) highly specu- 
lative, and only about seven per cent (100) passed muster. 

Kansas had a host of imitators. Within three years, twenty 
other states had passed similar laws; and the number was 
doubled after the constitutionality of the principle underlying 
these various acts was established. Efforts to pass a federal 
blue-sky law have failed, but a certain amount of protection is 
provided in interstate commerce through the anti-fraud sec- 

tion of the United States criminal code referring to attempts 
to use the mails for purposes of fraud. In New York, New 
Jersey and Maryland, blue-sky laws failed of passage; but 
instead, anti-fraud statutes were passed, which gave the state 
attorney special powers to prosecute after the fraud was com- 
mitted. The subject of blue-sky laws receives fuller treatment 
in Chapter XXII below. 

The War-time Period and After 

The war-time period of American finance was characterized 
by an unparalleled expansion first of the industrial machinery 
and, secondly, of the financial mechanism of the nation, so 

that within ten years what had been vaguely predicted in 
1897 became an actual fact, and the primacy in world finance 
definitely passed to this country. With the industrial con- 
solidation movement largely completed before the war began, 

the basic industries were in a position to expand without dif- 
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ficulty as the need arose; and the financial strength and 

efficiency of many of the leading corporations permitted them 

a large degree of flexibility which stood them in good stead 
when Europe began to call upon this country to help supply 
war materials and supplies to her armies, as well as food and 
other materials available in reduced quantities because of the 
absence of millions of farmers and city workers at the front. 

The consequent rise in prices caused a great increase in busi- 
ness profits and spread apparent phenomenal prosperity - 
throughout the land, all the more because immigration was 
interrupted and labor was thus in a position to secure more 
than ordinary participation in the larger earnings available. 
With the large increase in the production of surplus wealth, 
we were able to absorb within a few years the great bulk of 
American securities which had been held abroad. In addition, 

several foreign loans were floated in this market, the most 
notable of them being the $500,000,000 Anglo-French 5%- 
per-cent loan of 1915, which the market absorbed fairly well. 

With the entry of this country into the war in 1916, the 
situation was not essentially changed. The great demands 
from Europe were now met through direct advances by this 
government, instead of the resale of American securities owned 
abroad or the flotation of foreign bonds here. This govern- 
ment, in turn, raised by 1919 more than $20,000,000,000 in the 

domestic market through the sale of its own obligations, for 
the most part of long term. Although bank credit inflation 
was liberally applied as a lubricant in raising these vast amounts 
of capital, the actual disturbance in the money and capital 
markets was comparatively moderate. 

Popular ownership of securities was vastly stimulated by 
war-time finance. One investment banker estimated that there 
were 200,000 holders of securities in this country before the 
war, and 20,000,000 afterward.t That the latter figure is 

not exaggerated is indicated by the fact that the $5,249,- 
908,000 of Victory loan bonds were sold in 1919 to 11,803,895 

individual subscribers. The Liberty loan campaigns, and cus- 
tomer and employee ownership plans as carried out by indi- 
vidual corporations, paved the way for the expanded efforts 

*Warsurc, Paut M., Some Problems of the Investment Banker. 



HISTORY OF AMERICAN INVESTMENT BANKING 185 

of investment banking houses after the war to develop the 
security-buying habit in the American people. 

The post-war organization of investment banking in this 
country has been outlined in the chapters preceding. To throw 
this organization into the historical perspective developed in 
this chapter, the following new essential features which have 
grown up in recent years deserve special stress. 

1. The Increased Importance of Distribution in the Invest- 
.ment Banking Process——Before the war, the investment 
banker in this country depended at least to a partial extent 
upon the foreign market to absorb new security issues. Fur- 
thermore, sales for the most part were made to institutional 
investors and a limited number of wealthy individuals and 
estates. Under these conditions, the banking house which 
originated a new issue constituted the most important cog in 
the machinery, since selling was a limited and simple problem. 

With the vast increase in the number of investors, the prob- 
lem of distribution has grown apace. At the same time, those 
houses which have developed extensive distribution power find 
no reason to depend further upon the big originating houses, 
so that the tendency has been altogether toward the combina- 
tion of the origination and distribution functions within one 
investment house. At the same time, the problem of reducing 
the cost of distribution because of the smaller average size of 
individual sales has become urgent. 

2. The Growth of the Investment Trust.—It is only since 
1925 that the investment trust is more than an exotic experi- 
ment in this country. The investment trust here now consti- 
tutes the fastest-growing type of investing institution, and it 
has largely been amalgamated with the rest of the investment 
banking structure. The great bulk of investment trusts are 
now affiliated with or controlled by investment bankers who 
regard the investment trust as an extension of their other 
activities, using it as a means of increasing their operations in 
buying and selling securities with funds provided by investors. 

3. Stocks Have Replaced Bonds as the Favored Investing 
Medium.—Two decades ago, a widely discussed question in 
the field of investments was the relative merits of real estate 
mortgages and corporation bonds as investments. Now the 
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question arises between bonds and stocks, with the latter show- 

ing the greater popularity. When American industry was new 

and the individual enterprise was in its: development stage, 

stock equities tended to be speculative and ill suited for long- 

term investment. With the relative stabilization of the indus- 

trial situation and the development of giant corporations abun- 

dantly supplied with fixed equipment and liquid resources, com- 

mon stocks, constituting equities which share in the growth 

of earnings, have gained increasing favor. The difficult 
questions involved in comparing the merits of each of these 
two basic types of security are discussed at length in Chapter 
XIII. This increased popularity of stocks has also brought 
with it a great expansion of the stock brokerage business. 

4. The United States Has Become a Leading Creditor Na- 
tion.—During the decade following the close of the war, some 
$15,000,000,000 of foreign securities were offered in this 
market. The greatly increased productive capacity of the 
country resulted in a surplus available for investment abroad, 
which was eagerly taken advantage of by foreign lenders dur- 
ing the post-war reconstruction period. Capital has flowed 
abroad not only through the sale of foreign issues here, but 
through large purchases by Americans of foreign internal secu- 
rities, and through the purchase or development by American 
corporations of subsidiaries abroad. 

5. Methods of Corporate Financing Have Shown a Marked 
Change.—As the individual enterprise has gained in financial 
strength, it has tended to rely less upon the commercial bank, 
and has built up instead large cash and security reserves 
through the reinvestment of earnings and the liberal issue of 
securities in the expanded capital market. As a result, the 
large business corporation has become both a heavy investor 
and, through making large collateral demand loans on secu- 
rities, a commercial banker as well. 

6. A Growing Tendency Toward “Department Store” Bank- 
ing.—This has been shown through including both commercial 
and investment banking functions within one institution. The 
commercial banks, with the aid of more liberal legislation, 
have opened security departments and organized security sub- 
sidiaries, and have taken their place alongside the older type 
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of bond house as leading factors in the capital market. They 
have also gone rather generally into the trust business. Simi- 
larly, the brokerage house has in numerous instances entered 
the investment banking field, especially now that stocks have 
risen to a position of prime importance as investment media. 
Finally, commercial banks, investment houses and brokerage 
houses have all gone heavily into the business of organizing, 

operating and managing investing institutions through their 
investment trust affiliations. 
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Chapter VIII 

THE THEORY OF INVESTMENT 

Scope of Discussion 

The second part of this book is devoted to the theory of 
investment. There are a number of general factors which 

exercise an important influence on the operations of the in- 
vestment banking institutions considered in the preceding chap- 
ters. We shall study them before taking up investment banking 
practice as carried on by these institutions. 

The theory of investment may be considered from the social 
or individual standpoint. The social point of view, which 
regards the flow of the annual income into investment, the 
influence of speculation upon the community, etc., is impor- 
tant in connection with the control of investment banking, as 

well as the forecasting of changes in investment conditions. 
For the individual investment banker and investor, a corre- 
sponding series of problems arises, involving the shaping of 
policies that best conform to these broad social changes. 

As the more fundamental set of considerations, those which 

relate to the social theory of investment should receive first 

attention. Viewing investment as a process which goes on in 
every community, it may be asked exactly what this process 
consists of, and what limits or conditions it. By investment 
in the larger sense of the term is meant what is usually re- 
ferred to by economists under the head of “‘saving,” but 
including the further thought that the product of saving is to 
be applied to the creation of what are now called capital goods. 

By capital in the economic sense is meant the forms of 
wealth whose service is found in the production of consumable 
goods, either directly or indirectly. They do not themselves 
yield any satisfactions, but they make it possible to obtain 
such satisfactions through the use of the product which they 

Ig! 
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turn out. If A, for example, having a credit of $100,000 in 

the bank, devotes himself to the construction of a water power 
system, and thereafter sells the power or energy so developed, 

he has used his $100,000 in the creation of capital, and that 

capital yields a service—in this case, power—which can be 
sold and so reconverted into current funds. This process may 
be described as investment. The outcome of investment is the 
establishment of a flow of income resulting from the creation 
of the capital in question, and the use of it in such a way as 
to supply a continuous stream of economic goods or services. 

It is thus clear that investment is a process of converting 
funds into capital, using the capital for the production of 
goods and services which are sold for funds that can be 

expended as may be desired. This last process of reconversion 
is the earning or receipt of income, such income being the flow 
of values which comes from the application of capital in the 
way indicated. It is clear that the process has no necessary 
connection with money, although the values employed are usu- 
ally described in terms of money, so that we habitually speak 
of “investing money” or getting money out of investment. 
We may next ask the question: When is a country better 

off and how is it better off, in an economic sense, as compared 
with some previous time? Evidently the measure of- economic 
improvement is found in the increase, immediate or ultimate, 

of ability to command consumption goods, and this may come 

about as a result of new discovery, improvement in processes, 
or better organization of labor. It is quite possible that a 
change such as the better organization of labor might bring 
about a larger production of wealth from the same equipment 
and with the same number of persons at work. Ordinarily, 
however, this improved organization is rendered possible only 
through the use of machines, or the increase of fixed capital 
employed for the purpose of applying labor in a more efficient 
and satisfactory way. Better processes are usually dependent 
upon better and more effective employment of machines. 

In short, the conditions which determine whether a country 
is or is not better off have to do with the volume of fixed 
capital which is employed in its processes of production, and 
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the extent to which it can accordingly turn out goods without 
having to depend upon direct human labor. Investment in 
this sense, then, is the creation of new capital goods and their 
use in the strengthening and improvement of the processes of 
production. It has nothing to do with money or division of 
ownership, which is rendered possible by operations in stocks 
and bonds, but it is a process of rendering human economic 
activity more efficient. 

Application of Wealth A 

Suppose that an individual is in possession of a sum of 
money or command over wealth of which he has become pos- 
sessed as a result of his activities in various directions. He 
evidently has the choice of (1) “using” this money in con- 
sumption; (2) allowing it to lie idle, or (3) applying it to a 
purpose which does not involve immediate use on the part of 
the owner. This third means of employment of the fund is 
usually thought of and described as investment. 

Investment, then, is the active application of current funds 

for some purpose other than the consumption needs of the 
owner. In current language, this is spoken of as investing or 
lending “money.” It is an operation which involves, as a 
rule, the transfer of titles to money or bank credit, they being 
passed into the hands of others who agree to return them with 
a payment for their use which is known as “interest” or 
“profit.” These others who obtain the use of such funds can- 
not pay interest or profit, however, unless they succeed in earn- 
ing it. They must, therefore, use what they thus borrow not 
for consumption but for the purpose of producing more goods 
or services which are disposed of to others, and which conse- 
quently bring back a larger amount of goods or, in current 
phrase, “money,” than what was parted with. If we eliminate 

these intermediaries, and look simply at the true operation, we 
shall see that it consists of applying current funds to the pro- 
duction of more wealth. 

In a capitalistic society, this usually means the application 
of such funds to the manufacture or purchase of machinery or 
improvements of some kind—in other words, to the creation of 
what are called ‘capital goods”’ as distinct from “consumption 
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goods.’’ These goods are purchased or created because their 
owner will thus be able to pay the interest or profit which is 
demanded in return for the use of the “money” parted with 
by the person who had originally acquired or saved it. 

The Flow of Capital Into Investment 

In studying the flow of resources into investment, attention 
may first be given to the factors which influence the growth 
of new capital. These are the result of the process already 
designated as saving—that is to say, the direction of funds 
which have been created through labor or any other income- 
producing occupation, whether the rendering of service, the 
performance of business functions, or what not, into the pur- 
chase of production goods—goods which are not to be immedi- 
ately used up or consumed. There is a steady flow of new 
capital which is thus coming into the market from savers, and 
which represents the economic surplus of the community over 
and above the amount expended or used for its current sup- 
port. Thus A, the recipient of a salary of $5,000, may use 
$4,000 in paying his current expenses, so that at the end of the 
year he has $1,000 remaining as a bank deposit—current funds. 
He uses this surplus in buying part ownership in a business 
which he expects to yield him an income, or in developing 
some natural resource, such as a mine, or in building some 

piece of machinery which will facilitate the productive work 
of the business in which he is already engaged. In this way, 
investment takes place through additions to the existing total 
of funds which has been rendered available through the 
processes of labor and saving already described. 

Of course these additions, made as the result of saving, are 
by no means “net.” Perhaps the larger portion of such sav- 
ings is needed for replacement of older capital goods, for 
capital of all kinds is wearing out from day to day. That 
part of capital which has taken the form of machinery, or 
physical assets, usually has only a comparatively short life. 
Other capital goods are being lost in any one of a number of 
ways: through fire, natural disasters, wars, etc. More fre- 
quent still are the cases in which losses of capital occur through 
badly conceived investment. Railroads may be built where 
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there is an insufficient amount of business, and may later be 
abandoned on that account. Canals or roads may be con- 
structed where natural conditions are unfavorable, so that the 
incomplete work has eventually to be abandoned. Perhaps 
the most important of all these factors is the very rapid proc- 
ess of industrial change in the modern world, which is con- 
stantly rendering capital goods obsolete. Industrial methods 
are changing. Given kinds of machines are being abandoned, 
and others substituted. Processes which were once economical 
have become less so, on account of changes in cost of material 
or the discovery of new methods. The result is the abandon- 
ment of machinery which may have practically no worth at 
all, or only a scrap or recovery value. 

A balance sheet representing these items of gain or loss can 
theoretically be drawn up from period to period, not merely 
for the individual in terms of money, but also for the com- 
munity in terms of capital goods. Such a balance sheet may 
be difficult to put into concrete form, but the data underlying 
it are present: Countries or communities are advancing or 
declining in their control over wealth. In order to ascertain 
their position at any given moment, some process of investment 
measurement is needed. 

Measurement of Investment 

It is often asked how the process of investment, viewed from 
the social standpoint, can actually be gauged. Various meas- 
ures suggest themselves, the obvious one being simply to ascer- 
tain the difference between the annual production and the 
annual consumption of goods in a community. If the annual 
production may be taken as expressed by X number of dollars, 
and the annual consumption by a specified number Y, the 
margin of saving or investment is the difference between the 
two, or X minus Y. It is quite true that saving is not neces- 
sarily investment, but the margin of wealth available for 

saving may be thought of as offering the limit for such invest- 

ment. All saved wealth may be invested; and if it is, then 

the difference between consumption and production measures 

both the savings margin and the investment volume. It is 

customary to measure the savings or investment margin in 
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terms of dollars, a process which assumes that it is possible 

to ascertain the price of each unit of capital entering into 

the aggregate savings fund, and further that each such unit 

may theoretically be expected to command its price if sold. 

With these very broad assumptions, estimates of saving power 
or investment are, as stated, currently made in terms of dollars 

and have at least a comparative interest as relating to different 

periods of times. Such estimates must naturally take account 
of the replacement demand. One such estimate by Professor 
Willford I. King indicates the percentage saved between 1909 
and 1917 as running from 12 to 27 per cent of the total 
national income. 

Another method of estimating the size of the investment or 
savings margin is furnished by the selection of various indexes 
which are believed likely to throw light upon the scope of 
such a social surplus. The volume of new capital issues is one 
such index, which is discussed more fully in the next chapter. 
The volume of physical output of industry, especially that 
portion of it not resulting from a larger labor supply, is simi- 
larly indicative. Thus the National Industrial Conference 
Board has prepared the figure shown on page 197, which meas- 
ures the extent of the increase in physical product of all indus- 
tries since 1899 that is traceable to improved equipment and 
organization. 

Factors of Supply and Demand 

In the analysis of the investment process, it is desirable to 
consider, so far as practicable, the factors entering into demand 
for, and supply of, investment funds. This furnishes a means 
by which to gauge the tendencies at work at any given time 
to change the character or extent of the flow of funds into the 
investment market. 

Looking at the subject of the demand for investment funds 
analytically, we are able to recognize four or five distinct 
factors which determine its intensity. Important among them 
is the rate of economic development in the country, including 
such questions as the state of its industrial arts, the degree of 
fluidity or permanence which has been attained by its economic 
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organization, the relations between capital and labor, and a 

variety of other factors. Of importance also are the character 

of its financial market, the degree of initiative that is shown 

by its promoters and investment bankers in their search for 

new opportunities, and, generally, the degree of success at- 

tained in bringing about a prompt response on the part of 
active business men to the opening up of new opportunities 
through invention, through change in international relation- 

ships, or otherwise. Finally, a place of some importance must 
be assigned to the position in the business cycle that has been 
reached at any given moment by the economic organization of 

the country. The activity of demand for investment resources, 

other things equal, will be greater or less as the business cycle 
may be regarded as passing through one or the other of its 
various phases, as set forth in Chapter XIV. The demand for 
capital in the United States is discussed in the following chap- 
Ler. 

On the other hand, analysis of the supply of capital may be 
made in the same way. Such analysis emphasizes the stage 
of economic development as a determining factor just as does 
demand, since in some of the various stages of national eco- 
nomic growth there is a much larger fund of savings forth- 
coming than at other times. National habits in connection 
with the use of wealth and savings—the extent to which 
profits and earnings are employed as a basis for luxurious out- 
lay or are used for further production—have an important 
bearing. The extent of the distribution of wealth among vari- 
ous classes, and the influence thereby exerted upon the volume 
of savings, as well as the character of the opportunities afforded 
to savings by the investment banking organization of the coun- 
try, also have an important share in determining the amount of 
the supply of funds going into investment. 

The factors of supply of and demand for capital which are 
thus referred to are obviously large, and raise a variety of 
important theoretical questions. We may ask in any given 
case, in what circumstances do investments increase most 
rapidly? Is investment assisted by industrialization? Does a 
given kind of distribution of wealth facilitate its growth? Is 
it aided or retarded by specified forms of economic organi- 
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zation, such, for instance, as codperation? All these questions 
must be dealt with in some way before final conclusions with 
respect to the growth of social capital can be drawn. They 
open a large field of discussion and can be only raised here, 
without any effort to furnish a solution even of the major 
issues involved. The point that is worthy of noting for the 
purpose of our discussion is that the total fund of wealth 
entering into investment is not only extremely complex, but 
sensitive, and varies over short periods of time in such a way 
as to produce great differences in the total volume of wealth 
available for investment. Large underlying factors of this 
kind condition and determine the circumstances under which 
individuals apply their resources in the purchase of securities. 

Capital and Economic Development 

A somewhat closer view of the major factors already sug- 
gested as influencing supply and demand will be worth while. 
Attention may first be given to the stage reached by a country 
in its economic development. As is generally known, the study 
of economic history shows various well-marked phases through 

which practically every country passes in the process of com- 

bining labor with its natural resources. In the United States, 

for example, we first passed through a period in which the 

main problem was that of establishing communication and 

transportation and bringing the whole country under general 
control. This was succeeded by a more intensive period of 

capital application and development, during which natural re- 

sources were being exploited, and industrial centers located at 

strategic points. This, in turn, has been followed by a period 

of corporate and financial reorganization, in which effort has 

been made to increase the division of labor and to establish 

more effective working relationships between the different ele- 

ments necessary to industry. 
The supply of actual funds growing out of the economic 

activities of the country, and particularly that portion of the 

supply which may be regarded as a “surplus,” in the sense 

that it is available for transfer or direction into this, that or 

the other field, varies widely, and tends to become more abun- 
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dant as a country reaches the full measure of its control of 

natural resources combined with effective machinery for devel- 

oping and marketing them. Each enterprise then tends to 
accumulate a large surplus of its own, to pay large dividends 
to stockholders and to have little need for new capital, as the 

openings for new investment become more limited. 
The demand for capital, at least for domestic investment, 

reaches a peak when industrial growth attains its full measure 
of development, and tends to decline thereafter. Many of the 
European countries, such as England or Holland, have reached’ 

this latter stage. They are making fairly full use of their 
natural resources, as far as present-day technique allows, and 
they cannot expect to open up many new enterprises within 
their home territory which may be capitalized and represented 
by security issues. In the United States, on the other hand, 
industry is still in a dynamic condition, and there is large 
opportunity for the application of additional funds in the open- 
ing up of new branches of business, and hence a large field 
for exploitation through securities issued. The demand for 

capital here is still tending to rise, though at a much slower 
pace than formerly. 

In a country which is practically fully exploited and in which 
industry is amply equipped, the need for new investment funds 

is likely to be small; and even if savings are large, it is difficult 
to find an outlet at home for them. It is for this reason that 
many countries are habitual exporters of capital, and that in a 
good many cases they have found it necessary to seek outlets 
in so-called “colonies.” In such countries, the volume of 

saving is greater than the opportunity for investment, with 
the result that funds must be placed elsewhere. In the con- 
verse case, in which a country has reached a phase of active 
economic exploitation, and has large opportunities opened to 
it wherein new capital can be employed to advantage in increas- 

ing production, every effort will be made to attract savings; 
and when their supply is insufficient at home, the attempt will 
be made to draw them from abroad by the offer of high rates 
of return, freedom from taxation, or superior advantages of 
one sort or another. 
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Extent of Risk 

The supply of investment resources is always largely affected 
by the amount of risk which is involved in their use. In 
looking at this factor in the supply of capital, just as in study- 
ing the influence of different stages of development, valuable 
illustration may be obtained from the experience of different 
countries. In some, where rich natural opportunities have pre- 
sented themselves, exploitation appears to be accompanied by 
small hazard of loss. Almost anyone with funds can find a 
safe opportunity for their employment, with a reasonable prob- 
ability of at least moderate returns. Into such countries, capital 
naturally flows freely from outside sources, while the rate of 
saving on the part of inhabitants tends to reach a high point. 

Most sections of the United States furnish satisfactory ex- 
amples of the development of capital flow through limitation 
of risk. On the other hand, in new countries, such as some 

of the South American states, where political uncertainties 
often arise, where natural resources, although abundant, are 

hard to reach, or where distance makes marketing expensive, 
the risk of investment is fairly high. In the Philippines, for 
example, it is usually stated that, while profitable openings can 
be found for those with large capital who can afford to take 
risks and lose money for a time, it is difficult for the small 
man to find a safe opportunity for the use of limited quantities 
of funds. Accordingly, rates of interest necessarily have to 
be high, and it is customary there to say that the risk element 
is large and that otherwise the cost necessary to induce capi- 
talists to furnish funds for investment would be lower. Where 
risk is limited, the return on investments is lower, and the 

result is a steady, reliable flow of funds into investment chan- 
nels at reasonable cost. 

National Habits and Wealth Distribution 

How national habits affect the supply of capital may be 
understood from a comparison of such a country as Russia, as 
organized under the old form of government, with such a 
country as Holland or England. In Russia, the ownership 
of wealth was largely in the hands of a small group who pre- 
ferred to spend most of their time abroad, and who drew 
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heavily upon the revenues of their estates in order to meet 
their extensive liabilities incurred through luxurious living. 
As a result, capital was always scarce in Russia, and the coun- 

try was under-developed, possessing little machinery and only 
a poorly organized system for the exploitation of its very 
valuable and extensive natural resources. 

Holland, on the other hand, much smaller in area, pt with 

a much less satisfactory supply of natural resources, was occu- 
pied by a thrifty population. The inhabitants were disposed 
to make the most of the opportunities open to them, and did 

so; with the result that the margin of savings, always sub- 
stantial, was employed to the best advantage, thereby greatly 
enlarging the available supply of capital and rendering it possi- 

ble for business to equip itself with practically any facilities 
it might require for the more effective prosecution of its efforts. 

Similar though less well-marked distinctions between the 
practices and ideas of different communities may be found 
within various countries, and may be noted for example in 
the United States. Some sections of the country, like New 
England, are given to thrifty use of incomes, with constant 

reinvestment and an abundant supply of capital; while other 
regions are far less well equipped, less disposed to save, and 

consequently find it necessary to draw their capital from other 
sections of the country by borrowing. In the former regions, 

the rate of interest tends to be comparatively low, while in the 
latter a high level of charges is the rule. 

The influence of the distribution of wealth upon the invest- 
ment situation should be given a foremost place in any study 
of the social theory of investment. Which condition of affairs 
best promotes the growth of capital: a situation in which 
wealth is very widely divided among the different members of 
the population, or a condition of affairs in which wealth is 
highly centralized? As we have seen, it is the total savings 
margin, or difference between production and consumption, 
which determines from year to year how much can be saved, 
and accordingly how much will be. But within this margin, 
the determination of the actual amount going to savings is a 
matter which must depend fundamentally upon the determina- 
tion of members of the community who have this margin 
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within their control. It is they and they only who can furnish 
the ultimate decision as to whether income will be saved or 
not, and also (in individual investment) what form will be 
given to the saving through its distribution among investment 
demands. 

The question which is thus raised with reference to the 
effect of the distribution of wealth upon investment can be 
generally answered without much difficulty; the effect of dis- 
tribution depends upon the relative inclination of the various 
classes in the community with regard to the use of their funds. 
In a society in which living standards are simple and mere 
extravagance is not admired for its own sake, it is undoubt- 
edly true that a high concentration of wealth favors a high 
rate of saving. Conversely, a situation in which wealth is 
widely divided among a frugal population greatly devoted to 

saving also tends to maximize the amount of investment from 
the social standpoint. 

Investment Banking Mechanism 

Along with these broader factors which tend to control the 
supply of capital available, it is desirable to consider also the 
character of the investment mechanism that can be used by 
the community. Thus, for instance, the existence of satis- 

factory arrangements for banking and security distribution 
invariably tends to stimulate the growth of savings. Much 
has been said about the question of farm credit in the United 
States within recent years, and the discussion has brought out 
the fact that mortgage banking has stimulated the flow of 
funds into rural investment. Postal savings systems have been 
found in many of the older countries to be great stimulators 
of savings, and the same thing is true of the so-called popular 
banks, or people’s banks, which are numerous in some Euro- 
pean countries. In the United States, mutual savings banks 
and building and loan associations have collected over $16,000,- 

000,000 that would probably never have been accumulated if 
these organizations had not existed. The presence of stock 
exchanges tends to create an interest in securities, and a more 
receptive attitude on the part of the community at large with 
respect to the investment of funds in enterprises which in- 
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volve some risk. The satisfactory organization of banking 

largely influences the ability of business men to obtain the 
funds needed for the development of their operations. Thus 
it may be fairly said that both the’supply and use of capital 
are greatly affected by the character of the machinery which 
is available for saving, distributing and using it, and that two 
countries of equal resources and natural strength will vary 
widely in the volume and cost of their capital, according 
to whether they make use of better or less satisfactorily adapted 
investment machinery. 

In fact, modern industrial society has at least made a begin- 
ning in the development of what may be called an automatic 
saving mechanism. The modern corporation has it in its 
power to limit the distribution of its earnings among stock- 
holders. It must determine what proportion of its earnings is 
to be paid to the owner, and what proportion is to go back 
into the business. Most large corporations reinvest a sub- 
stantial part of their earnings, which are devoted to the exten- 
sion of the capital plant of the undertaking. This, it would 
seem, is a function which, taken in the aggregate, has a large 
effect in determining the immediate use of the current earnings 
of business enterprises, and may operate to enlarge, and some- 
times to over-specialize, the plant equipment of the country. 
Perhaps the greater part of our annual savings is made in this 
way. 

Somewhat the same may be said of the influence of institu- 
tional investment, such as that carried on by the insurance 
companies. Such investors have been intrusted by the com- 
munity with a part of its current income for a specific purpose. 
It is within the power of such an institutional investor to de- 
cide how its funds shall be used. Thus, in studying the invest- 
ment margin of any country, attention is properly given to 
the relative degree of development that has been attained by 
corporate and individual investors of the types above men- 
tioned. 

The demand for capital is greatest in countries where active 
corporate promotion is going on. At times, the optimistic 
business men and financiers who have held rather too hopeful 
a view of the possibilities may be too encouraging in their 
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representations to prospective investors. Ordinarily, the in- 
vestor is not particularly well qualified to judge of the true 
worth of securities. He has to depend more or less upon 
advisers in the financial field who enjoy his confidence; and 
when these have quite generally fallen under the influence of 
a speculative fever, their opinions are not to be fully trusted. 
During such a fever, active promotional work usually results 
in floating considerable quantities of securities which are either 
ahead of their time, representing investments that may become 
valuable at a later date, or-are perhaps largely or wholly bad, 
representing misjudgment or occasional dishonesty, or, at best, 
over-valued. In any such case, it is the activity of the pro- 
moter and the speculative investment banker which many times 
has been responsible for enlarging the commitments of the 
community and bringing about a large output of securities 
offerings which constitute a demand for the capital funds of 
the community. Sometimes a situation of this kind has re- 
sults which are serious and long lasting. For example, the 
commercial disturbance or panic of 1873 has often been 
ascribed to excessive absorption of capital and savings in the 
construction of the trans-continental and other railroads which 
had been built just after the close of the Civil War for the 
purpose of linking the different parts of the United States 
more closely. There was undoubtedly good reason for this 
investment, but there was not enough business, either present 
or immediately prospective, to warrant investors making so 
large an outlay, if they expected to get any adequate return in 
the way of income. But while American corporate promotion 
has been quite venturesome, often leading to substantial losses, 
it has on the whole been remarkably successful, and has 
greatly helped in placing this country in the forefront among 
industrial nations. 

Relation to the Business Cycle 

The stage which has been reached in the business cycle in 

any country materially influences the volume of income and 

savings which are available for investment, as well as the de- 

mand for investment funds that makes itself felt. When 

business (and perhaps prices) are advancing, and when the 
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whole economic mechanism is active, the natural tendency is 

to see profit possibilities in many directions which have form- 

erly been viewed with some degree of pessimism. Promoters 

are anxious to develop given branches of business and to sell 
securities for that purpose. Investment bankers see the oppor- 
tunity to place offerings which they believe will appeal to the 
popular fancy of the moment, or which are the outgrowth of 
new bona fide industrial undertakings which are just appear- 
ing. The result is that during the upward movement of the 
business cycle, there is invariably a strong tendency for the 
demand for capital to increase, which may at times result in 
the offering of higher rates of interest or more attractive par- 
ticipation in earnings to investors. 

At the points of ‘“‘peak” or of depression, there is compara- 
tive quiet in investment demand. The downward movement 
is accompanied by a falling off of new offerings, and by an 
indisposition on the part of the public to buy them. This is 
partly the result of changes in the attitude of mind or psy- 
chology of the community as regards the whole subject, but 
it may also be due to actual changes in the need for funds. 
It frequently happens that during the upswing of business 
many industries are over-provided with capital—so much so 
that they have surplus funds which they at times relend. Dur- 
ing the downward movement, they of course are not in the 
market for new capital. The relation of the business cycle to 
the field of investment is discussed more fully in Chapter XIV. 

Cost or Price of Capital 

This analysis of the factors of demand and supply of capital 
naturally raises the question of how an adjustment is brought 
about between them. As in most economic relationships, this 
adjustment is effected through a process of changing the cur- 
rent price or remuneration which is paid for the use of invest- 
ment funds. That price is what we ordinarily call the rate 
of interest. 

Income on investment is a payment to the owner of the 
funds for their use. It must be sufficient in amount to induce 
him to prefer the application of these resources to investment 
rather than to immediate purchase of commodities. If an 
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absolutely safe investment could be conceived, the interest on 
that investment would be merely the minimum amount neces- 
sary to induce owners of funds to save and part with them. 
No such investment, however, can be found; and accordingly 

income on investments must be regarded as consisting of at 
least two elements—interest on capital, and payment for risk 
or hazard in connection with the repayment of the funds at 
their full face value. In addition to these two elements, a 

third is usually to be recognized—a payment for management 
to cover the time and expense involved in dealing with the 
funds, transferring them, rendering them available, keeping 
them idle for the average time between investment changes, and 
the like. Other additional payments may be included in the 
rate of income required to induce an individual owner of funds 
to make a given investment, but these are undoubtedly the 
chief. Expectations of special future benefits, such as special 
disbursements, will cause current yields on stocks in many 
cases to fall far below this figure. 

Like other economic payments which are made to harmonize 
demand and supply, interest rates move higher when demand 
is strong or supply small, and lower when supply is large and 
demand inadequate to absorb it. The factors of demand and 
supply have been analyzed in the foregoing paragraphs, and no 
recapitulation is necessary at this point. It is enough to say 
that in the capital market demand and supply are quite closely 
and delicately balanced, so that the rate of interest commonly 
affords a very reliable barometer of changes in the capital 
situation. It must of course be remembered, as is explained 
in Chapter X on the money market, that the capital market is 

divisible into several sections corresponding to different pur- 
poses, so that there is seldom or never perfect competition 
between lenders and borrowers in all parts of it. 

Over- and Under-saving 

In the process of investment there is always an open ques- 
tion as to the capacity of a given market to “absorb” the invest- 
ment surplus of the community. It does not follow, merely 
because an individual or a group are of saving habits and can 
put aside a proportion of their income from year to year, that 
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there is always a satisfactory way in which to apply these sav- 
ings so as to bring the owner thereof a regular income. The 
older economists were of the opinion that in almost all coun- 
tries gradual expansion of population, and what they called 
the pressure of population upon subsistence, would eventually 
bring a community to a “marginal point” at which it was 
doubtful whether the further investment of savings would 
produce a large enough additional income to be worth while. 
Examples of this kind have been furnished by some of the 
older European countries, in which practically all natural re- 
sources have been brought close to the point of marginal pro- 
ductivity. In other countries which are very far from having 
reached any such point, however, as in the United States, there 

is always a question as to whether a given field of business 
may not have been developed about as far as there is any occa- 
sion for it. For example, it may well be questioned at any 
given moment whether any further investment of funds in 
factories devoted to the manufacture of farm machinery will 
bring a return on the amount so spent. If capital is put into 
fields which are thus close to the margin of productiveness, it 
may be expected that the returns will be small so that the 
investor will be correspondingly disappointed. 

The converse of this situation also holds good. Industries 
may easily pay too high a price for the funds they seek. If 
they offer securities on the market under certain conditions, 
they may find that there is no demand. Either the savings 
fund of the community has already been absorbed, or all that 
part of it which can be expected to be available at the rate of 
interest on the new securities has been exhausted. There is 
probably seldom a time when higher rates of interest will not 
call forth new savings funds in some quantity; but the question 
is whether or not the users can afford to pay more in order to 
bring about the offer of such funds. It is the function of the 
capital market to bring about an adjustment between demand 
and supply, at a price which will equalize the two sides of the 
dealings, without regard to such questions. 

It is thus a frequent occurrence that the investment market 
machinery already described fails to function perfectly. Due 
to a variety of causes, it may easily happen that there will be 
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_ an excess of investment securities brought into the market and 
offered for sale, with the result that the volume of current sav- 
ing is not able to absorb them. In the same way, it may be 
that large savings occur, with the consequent placing upon the 
market of an undue volume of such savings offered as pur- 
chasing power for securities. When either of these condi- 
tions takes place, there is a lack of adjustment or balance 
between supply and demand, with a consequent tendency to 
raise the values of securities above reasonable quotations or 

to depress them below such a level, according as the supply of 
securities, as compared with savings funds, is scanty or over- 
abundant. These variations result in corresponding varia- 
tions in the yield to be derived from the securities which are 
thus purchased by investors. Advances in such income or a 
tendency to decline below the normal level tend in turn to 
stimulate or retard the rate at which savings are made, and 

thus again a condition of balance may finally be brought about. 
It will be noted that frequent reference has been made to 

the so-called normal adjustment. As in all economic writing, 

it is desirable not to use this word without assigning to it a 

definite meaning, and that meaning is for our purposes the 
level at which demand and supply are in balance, producing a 
rate of interest just sufficient to bring forward continuous 
additional supplies of savings adequate to meet the demand 

originating with those who are willing to pay a reasonable 

rate of return. When savings are available in excess amount 

or when money is unduly easy, the result is to enable some 
users of capital to get it more cheaply than they should. This 

condition of things tends to bring about an excess production 

of the goods that are being turned out by the industries which 
are thus enabled to obtain funds for capital use at unduly low 
rates. In a similar way, whenever some industry or indus- 
tries are able to obtain the use of funds for working capital 
purposes only by paying rates that are unduly high, the effect 
is to restrict the total amount of output which should come 

from such enterprises. Unduly cheap or over-costly capital 

has the effect of throwing out of gear the industrial mechanism 

which is linked up with the investment market. 
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Over-saving or under-saving, over-borrowing or under- 

consumption of capital, all react upon the industrial output, 

affect prices in one way or another, thus influence the net 
earnings of the enterprises which are responsible for the change 
in production and distribution, and thus eventually work back 
into the investment field by affecting the quoted value of the 
securities of the enterprises which have been dependent upon 
unduly costly or unusually cheap supplies of capital. Thus 
the circle of saving-investment-industrial development-prices- 
earnings-securities value is completed. The aid given in the 
performance of this function by the stock exchanges and by 
other securities markets is perhaps the most fundamental justi- 
fication of their existence—the best illustration of the service 
which they render to the economic organization of society. 
The question of investment credit control is discussed more 
fully in Chapter XII. 

Relations with Foreign Markets 

It often happens, of course, that the processes which are 
here described are proceeding at a different rate in different 
markets. Accordingly different levels of prices for similar 
securities exist in the two markets. Take, for example, the 

case of government securities in a country which is unques- 
tionably sound and stable but relatively short of capital, and 
the same class of securities in another country similarly stable 
in its position but with much better assurance of the capital 
it needs. In the second country, investors will be willing to pay 
more and to accept a lower rate on the public issues than they 
will in the first. A similar parallelism with lack of exact 
identity may be traced in almost any class of securities as 
between two given markets at the same time. The “lag” in 
one as compared with another is the result of many causes of 
friction or retardation which differ in differing instances. 
When the existence of such a situation is perceived, investors 
in one country are likely to try to transfer their funds to an- 
other by purchasing securities of the country whose markets 
afford the best returns. 

Thus at the present time not a few investment trusts defi- 
nitely pursue the policy of selling securities in markets where 
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interest yields are low and quotations correspondingly high, 
while buying them in other markets where interest is high and 
capital values comparatively low. There is always enough 
friction and lack of competition between different countries 
due to differences in banking systems, laws and political con- 
ditions to cause considerable variation, but the process of trans- 
fer already described steadily operates to cut these discrepan- 
cies to a minimum and is usually successful in bringing that 
state of things about. 

Bank Credit vs. Capital 

Because of the fact that both capital and current funds are 
usually stated in terms of money, a great deal of confusion is 
often noted between them, loans being spoken of as differing 
merely in the time for which they have to run. As a matter 
of fact, the difference between the two is much more funda- 

mental; and it must not be forgotten in the study of invest- 
ment that deposits in, and funds disposed of by, the bank 
represent merely the surplus of the community’s funds which 
is available in more or less liquid form, and can be directed 
to any one of several different channels. Any unit of it may 
be employed for consumption or devoted to investment, accord- 
ing to the decision of its owner. 

The rate which is charged for bank funds, or the rate of 
interest for money, is ordinarily more sensitive and more easily 
changed than is the rate on long-term investments, such as 
bonds. Both, of course, go back to the same general determin- 
ing factors of supply and demand. The same elements which 
tend to make the charge for money high will in the long run 
exert the same effect upon capital funds, and vice versa. How- 
ever, there frequently are periods of divergent fluctuation, in 
which the two groups of rates move separately from one an- 
other, perhaps, in fact, in opposite directions. Possibly the 
most influential factor tending to bring about this kind of 
divergence between the two classes of rates is speculation. 
Speculation ordinarily requires as a basis substantial advances 
of current funds, and these will normally be obtained from 
the banks. It is thus an added element of demand for the 
current resources of the community, and its influence is to 
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raise or accentuate rates of interest for money. This may 

occur at the time when rates of return upon long-term capital 

are actually falling or are nearly stable. Good illustrations 

of these tendencies are found in thé movements of long- and 

short-term funds at various periods during the ‘years 1926- 
1929, especially in the New York market. 

Control Over Capital Flow 

From what has been said, it will be apparent that capital 
movements, like other economic shifts and changes, are likely 
to go at times too far in one direction before an opposing 
movement sets in and furnishes the corrective to a change that 
is possibly being overdone. It is never desirable for a com- 
munity to pass from one extreme to another, as it is likely to 
do where competition is unrestricted. Accordingly, the effort 
of the financial community has always been that of bringing 
about some kind of control or regulation of capital movements 
which may operate more or less effectively to prevent unwise 
extremes from occurring. Several such types of efforts at 
control may be recognized. One is that of direct regulation, 
such as legislation, or indirect regulation through the banking 
structure and the money market, as considered in Chapter XII. 
A second method of control is through the application of 

the insurance principle. In a later chapter some examples of 
the application of this principle will be reviewed; but at this 
point it is worth noting that, from the purely theoretical 
standpoint, the function of insurance is not merely that of 
protecting the individual against loss, but also of equalizing 
the losses through erroneous investments and spreading them 
out over the entire field of capital use. As different lines of 
business reveal through experience greater or smaller hazards, 
the application of the insurance principle to them becomes 
possible. 

Careful analysis of the credit risk of individual enterprises 
similarly results in regulating the investing process. The set- 
ting up of standards of wise or safe investment operates to 
restrain those who might otherwise be induced to apply capital 
funds in unpromising directions, and who might thus divert 
resources which are needed by essential industries to lines 
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of business in which the outlook is not promising or is merely 
specious. This process of analysis is necessarily an expert 
one, hence the necessity of intrusting it more and more to 
those who are technically familiar with business possibilities. 
Investment credit analysis in its broader aspect is taken up 
in Chapter XVI. 
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Chapter 1X 

THE DEMAND FOR CAPITAL 

The Flow of Capital 

The investment surplus described in the preceding chapter 

does not flow as one steady and unchanging stream through 

the various channels of saving into the several classes of invest- 
ment. It may rather be likened to a mountain torrent, which 
is constantly shifting its course to new channels in response to 
changing conditions. Hence any description of the capital 
market, understanding by that broad term the several classes 
of buyers and sellers of securities discussed in Part I, must be 

based on a fundamental understanding that the market is in a 

continuous state of flux. 
The net annual addition to the capital of the country may 

be defined as the increase in income-producing assets, tangible 

and intangible, which takes place during each year. This addi- 

tion to the capital of the community is made out of the surplus 
income, or savings, of individuals and corporations. 

The savings of individuals are invested in part directly in 

buildings, real estate mortgages bought direct from the bor- 

rower, and other forms of wealth not requiring the interven- 
tion of the investment banking mechanism. Therefore, only 
a portion of individual income is free for investment in secu- 
rities, and thus constitutes a demand for new security issues. 

When the individual investor has a surplus of funds avail- 
able for investment, it does not matter, from the viewpoint 

of the market as a whole, whether he buys a new security or 
one already outstanding. Should he purchase an outstanding 
bond or stock through his broker on the stock exchange, he 

turns over his free capital to the seller of that security, who 
will then be in a position to buy a newly issued security. 

Capital is thus made available for the purchase of new secu- 
214 
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rities, regardless of whether the investor buys new or already 
outstanding securities with his savings. 

The surplus earnings of a corporation, in so far as they are 
not distributed to shareholders as dividends, thus constituting 
individual income, are retained-by it for use in its own busi- 
ness. This direct reinvestment of surplus income is an auto- 
matic savings process beyond the pale of investment banking, 

and a very large proportion of the annual savings of the 
community is made in this way. It is reflected in a steady 
rise in the quoted market value of the shares issued by these 
corporations. 

The stream of free investment capital which thus originates 
in the main as surplus earnings of individuals divides itself 
into many sub-streams and rivulets. One major division is 
the separation of a large fraction of the total for export abroad. 
The remainder, invested at home, goes into the various types 
of domestic enterprises, being diverted from one field to an- 
other from time to time according to the returns offered and 
the prevailing sentiment of the investing public. Finally, there 
is a frequent shift in the form of financing between stocks 

and bonds according to the state of the capital market. 

Interpretation of New Security Issue Statistics 

The statistics of new security issues, as presented and ana- 
lyzed in this chapter, must not be accepted blindly as measur- 
ing the extent to which capital is being invested in different 

ways at any one time. The data are useful only after their 
limitations are understood. 

In the first place, a large part of the new security offerings 
represents refunding new issues put out to replace others pre- 

viously outstanding. Such refunding operations may be for 

the purpose of paying off a maturing obligation, or reducing 

the rate of interest on outstanding bonds by selling a new 

issue with a lower rate of interest. The proportion of new 

financing consisting of refunding is greatest in periods of 

rising bond prices, when many corporations rush to refund 
their high coupon bonds with issues of low yields. It is also 
large in the earlier periods of a boom in stock prices, when 
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many corporations call in bond and preferred stock issues and 
replace them with common stock, thus strengthening their 
capital structure and reducing fixed charges. The percentage 
of new financing representing refunding between 1923 and 
1928 was as follows:?* 

Refunding Percentages of Total 
Year Issues New Financing 

O23 eoeva ec ste ore ce ereiaetetecteetes 685,319,706 I4 
EQOA Riedie ce ie thes & sitesthe ats 759,300,015 I2 
TOZG) aed eras steer chan sh Metelete tome 905,854,350 13 

ODOM ci eyens ov theyst a, clive lote ne teasereenerere I ,086,140,755 15 

TOD Ts Pe Wn colors ep eiehictotslieve tess apaveleatels 251355745305 Os; 

EO QO MR rr an werent setae ene omits TOU S42 ba SoH 19 

In addition to refunding, a large proportion of new financ- 
ing represents the sale of securities of established but privately 
owned businesses to the public. In this case, no new capital 
goes into the enterprise whose securities are offered by the 

investment banker, but the securities formerly closely held are 

issued for public subscription. Thus, in 1924 Dodge Broth- 

ers, Inc., after having been closely held by the Dodge family 
since its inception, was sold to bankers for $146,000,000 in 

cash, and the bankers then sold securities largely in excess of 

this amount to the public. Did the issues of Dodge securities 
represent new capital? 

The answer is that no new capital went into the Dodge 
enterprise itself. The financing merely represented a transfer 

of ownership, the funds of investors being turned over to the 

Dodge owners for the purchase price, and the balance going to 

the bankers as profit. If the recipients of the investors’ money 

invested it directly in some other productive enterprise, the 

Dodge issue would represent the raising of new capital going 

into industry. More usually, however, capital raised through 
the sale of a closely held corporation to the public is put into 

already outstanding securities, so that the free capital is trans- 

ferred on to other holders in the market. If this capital, after 
passing from hand to hand through the purchase and sale of 

*“Summary of New Financing,” from The Commercial and Financial 
Chronicle, vol. cxxviii, p. 316. 
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already outstanding securities, is finally invested in a produc- 
tive enterprise by some individual who sells his securities to 
invest the proceeds in his own business, then the capital orig- 
inally invested in Dodge securities represents an addition to 
the total accumulation of capital in the community. On the 
other hand, should the money be invested eventually in a new 
security issue, then the same amount of capital has been counted 
twice in the new total of new security offerings—once when it 
was placed in the securities of an established business being 
sold to the public, and a second time when the proceeds, hav- 
ing passed from hand to hand in the securities markets, are 
finally invested in some other new security issue. There is 
duplication resulting from issues of securities previously pri- 
vately held, therefore, in addition to the element of refunding, 
that must be borne in mind in interpreting statistics of new 
security flotations. Flotations of investment trusts and other 
organizations formed for the purpose of buying already out- 
standing securities similarly may not reflect in themselves a 
net accretion to the aggregate net savings of the community. 

Finally, it must be remembered that a substantial portion 
of new security issues is not distributed to investors immedi- 

ately, but is carried on credit. In the case of new stock issues, 

a large part may be carried indefinitely in margin accounts by 

brokers, so that the amount of the issue does not represent 

savings received from investors, but only partly that and 

partly credit absorbed from the banking system: The relation 

of the money and capital markets is discussed in the following 

chapter. 
These various factors make the statistics of new financing 

only partially representative of the process of investment as 

it is constantly going on in an economically advanced coun- 

try. In so far as refunding issues, sales of closely held stocks 

to the public, and investment trust issues are concerned, statis- 

tics of new capital flotations overstate the volume of savings. 

Since direct investments made without public offering, the 

reinvestment of corporate savings, and investments in indi- 

vidual realty mortgages, etc., are generally omitted, the vol- 

ume of savings is understated by such statistics. However, 
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they are the best figures available for measuring the current 
volume of savings, and if used as approximations they throw 
considerable light on variations in the direction of the flow of 
investment resources into various thannels and on indicated 
changes in the aggregate investment fund from year to year. 

Classes of Domestic Issues 

Until the beginning of this century, the railroads absorbed 
the largest portion of the new capital which flowed through 
the investment market. During the period of industrial con- 
solidation which followed, basic manufacturing industries, like 

steel, forged to the front as the largest issuers of new secu- 

rities. In recent years, with the enormous advance in electrical 

technology, the public utilities have taken a leading place. 
The following table shows the amount of new domestic 

financing for each year in the five-year period 1924-1928, and 
the percentage absorbed by the railroads, public utilities, indus- 
trials, real estate operations and municipalities : 

Percentages of total 

Year Total financings 
Rail- | Public] Indus-| Real | Farm | Mu- 
road | utility} trial | estate| loan |nicipal 

TO24 ae eee $5,416,630,222 | 17.4 | 28.2 | ro.1 On 2 eke mleeG ee 

TORS Sic atic 6,325,9072,683 Omi (27. Sei 27 Or let Lom mec Ome | eae 

LO 2 Obie cre 6,795,936,184 6527 1820.0 83120) |etOsGu| eer Omlecorn 

TOP Maa ener 3,993 4.03)5005) |) LON7) | ani2n 1 2Ono TiAl) (Le Oil PEONO 
102 Srumrcyte 9, 232,402,520 720 2o0Nso.5 Hay! CYP ABER 

“Except foreign governinent issues. 

The above figures reflect the fundamental changes that have 
taken place in the relative position of different industries in 
the investment markets. The railroads, under conditions of 

rigid government regulation and suffering from the competi- 

tion of other forms of transportation, are loath to borrow 
money which they are not certain they can use profitably. 
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The carriers have found that there is strong resistance to any 
substantial increase to their earning power; hence to add to 
their capital liabilities through the sale of additional bonds 
and stocks is not usually attempted except where there is vir- 
tual certainty that earnings will be large enough to cover the 
capital requirements on the new securities by an adequate 
margin. 

There is no reason to believe that railroad financing in this 
country will ever recover a dominant position. The railroad 
net of the country as at “present laid down gives adequate 
facilities to most of the well-populated areas. For local traffic, 
the automobile and motor truck are in many instances replac- 
ing existing branch lines of railroad, and there is certainly 
no basis for much future building of short lines. Hence, 
financing for new construction will be small. With business 
men and farmers agitating steadily for lower rates also, im- 
provements to existing lines must be made in moderation if 
capitalization is not to outrun earning power. 

Railroad financing is strongly influenced by the fact that 

their seasoned character gives to railroad bonds a preferred 
position in the laws governing legality for institutional invest- 
ment of savings banks, insurance companies and trustees— 

a position which their present relative prosperity alone would 
hardly justify. As a matter of fact, more than one-third of 
all outstanding railroad bonds are held by financial institutions, 

and 70 per cent of the increase in railroad bonds outstanding 

from 1921 to 1926 went to the insurance companies. The 

situation is shown in the following table, summarizing hold- 

ings for 1926: 

Institution Railroad Security Holdings 

Life insurance companies........ $2,517,789, 000 

Mutual savings banks.......... 646 , 836,000 

National banks 0. ss lecs's oven aie 631,387,000 

Fire and other insurance companies 341 , O00, 000 

Loan and trust companies....... 277,521,000 

State and other banks.......... 70,436,000 

Peta leicasy 5, Mapes Mota aia a cad 3 $4, 484,969,000 
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The public utilities, enjoying a steady increase in business 

and liberal regulation at the hand of state commissions under 

the protection of Supreme Court valuation decisions, have 
absorbed large and increasing amounts of capital which in- 
vestors, impressed by their record, have been willing to give 

them. Among the public utilities, the electric light and power 
industry, with its $10,000,000,000 investment, is the largest 

factor. Owing to the growing use of electric power in indus- 
try, in the household and on the farm, this industry has been 
able to show production increasing at the rate of nearly Io per 
cent annually. This larger output, along with steady improve- 
ments in methods, has permitted the industry to do just what 
the railroads cannot do—cut rates at the same time that net 
income steadily increases. 

The electric utilities have been responsible for much of the 
refunding which has been carried on during the last few years, 
as their improved credit has permitted them to replace by lower 
coupon issues the high-yield bonds sold during and shortly 

after the war period. Thus, in 1928, the electric power and 
light companies alone raised nearly $1,500,000,000 of new 

capital, but issued also about $350,000,000 of securities for 
refunding. Now this refunding is largely a temporary mat- 

ter, so that the total volume of public utility financing may 

show in the future a moderate reduction as compared with 
the 1927 and 1928 records, although the volume of new capital 
flowing into the industry may be as large as ever, or larger. 

Another factor which tends to facilitate the raising of capital 
by the electric utilities is the tendency of state laws to give 
them a larger place among securities legal for institutional 

investment. In 1928, a selected list of these bonds was made 

legal for the first time for savings bank investment in New 
York State. 

The communications industries represent an investment of 
some $4,000,000,000, of which the bulk is in telephones. This 

industry and the gas industry, whose investment is above 
$2,000,000,000, are enjoying steady growth, although at a 
rather slower rate than in the case of the electric utilities. 
The water and street railway utilities are absorbing much 
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less new capital, although the former has shown increased 
activity of late in connection with merger developments. A 
special compilation of public utility financing for 1928 showed 
the following: 

Electric light and power............ $1 , 878,034,925 
4 ils S/o Oa pase dn el ag aan 263,603,550 
ee gta Seay greed eee i ob 200,060,670 

eT eres pian 5 £0 hon 0 87,720,625 
eRe ALY occ e oc a fave io on aed n0,0.0 90 15,000,000 

a i a ae ae ea $2,444,419,770 

In summary, therefore, it would appear that, except for 
some reduction on account of the elimination of refunding, the 
public utilities will retain the foremost place among American 
industries in absorbing’ new capital through the securities 
market. 

Industrial Financing 

The volume of industrial financing tends to be reduced 
through the practice of corporations in financing a large portion 
of their new capital requirements by ploughing back surplus 
earnings rather than by issuing new securities for cash. In 
the course of time, earnings so retained by stockholders are 
frequently represented by securities issued as stock dividends, 
but these are not properly included in the totals of new financ- 
ing. The attempt to keep down, by legislative or judicial 
action, the rate of earnings on railroad and public utility invest- 
ment to a fair return precludes an attempt to finance to any 
extent out of surplus earnings in these industries, for there 
are not supposed to be any substantial surplus earnings, the 
aim of regulation being to allow these companies to earn merely 
enough to attract the necessary new capital to them for expan- 
sion and improvements. 
Among the various industries included in the general classi- 

fication of industrial financing, however, there has been a sub- 

stantial shifting of new capital requirements from older indus- 
tries to the new. The following analysis of industrial financing 
during the five-year period, 1924-1928, gives an indication of 

the changes that took place: 
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Iron, steel, | Equipment 
Year | coal, copper, | manufactur- 

etc. ing 

Motors and 

accessories 
Oil 

1924... .|$229,319,160 |$19,016,100 | $ 56,521,760 |' $187,525 ,0968 
1925....| 153,928,996 | 13,766,000 190,063,110 282,538,338 

1926....| 280,382,200 | 30,787,500 Toto 7enO24 499,716,415 

1927....| 187,054,250 | 23,815,000 94,788,790 | 425,337,500 
1928... .] 320,575,859 | 9,135,000 107,653,468 263 , 110,305 

Other Total 

Year Rubber Shipping industrial, industrial 
etc. financing 

1924....] $ 2,000,000 |$13,800,000 |$ 524,949,923 |$1,033,132,911 

1925....| 65,550,000 | 34,420,120 | 1,005,443,343 | 1,745,709,907 
T9Q26.)..<| 43,2545537) |) 20,500,000. || 1, 154,100,216.) 2, TOO;an Ane od 

1927....| 72,701,675 | 34,210,000 | 1,845,489,796 | 2,683,397, 011 
1928....| 64,424,795 | 21,150,855 | 2,796,360,384 | 3,582,412,666 

Financing New Industries 

That much of the venturesome quality of American busi- 
ness enterprise in general is shown by free capital in this 
country is attested to by the volume of new financing for new 
and untried industries that has occurred during the past few 
years. The following table shows the amount of new issues, 
chain store and investment trust promotions, each in its way a 
new type of enterprise, during the period from 1925 to 1928: 

Year Chain store Investment 
trust 

LO2Q5 5s Wo Seuexoverecete iol letersi uke atROL ene $ 53,476,000 $ 34,070,000 
EQIQOS cc vsevaysta,s asi nig ote Net one een rere Ree 32,346,000 75,572,000 

LO 27 agrccl s sheets a 0:4, lel oralel or eteeenerateee aenee 88, 769,000 185,793,000 
TO28 0) thai. teks Meteor ee eee 237,913,000 715,881,000 

vw 
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On the other hand, there is a great danger in this market, as 
in others, that some new industry may become a financing 
“fad” of the moment. During the period in which the industry 
retains its popularity, practically any issue of the group can 

be sold. But when the bubble bursts, the industry suffers a 
penalty, for then it may lose all power to raise money on rea- 
sonable terms. 

The radio industry enjoyed such a bubble in 1924, when 
practically any radio stock was readily salable. Where this 
“fad” stage is followed by solid growth, however, no inter- 
ruption need be experienced in the ability of the industry to 
obtain constant new supplies of capital. The trend of chain 
store financing, as shown above, was accompanied by a general 
expansion of this type of merchandising into various lines. 
Thus, of the 69 offerings noted in 1928, the following lines 
were represented : 

Number of Amount 
Type of Chain Offerings 

UE pe te Nees ds aie ine 4 I2 $ 67,791,000 
Department store. ........ It 66,947,000 

Five and ten cent.......... 8 34,044,000 
EPOCOLY saris shisicrenctelcereteiele B Ke) 29,174,000 

SYOS He doe ee as Oe ne q 10,473,000 
REGEAUIE OMS otc.s sce soba pie\6 014.0 2 9,622,000 
Women’s apparel.......... 7 8,464,000 
CH Cee y Annee n ale 2 ot fata ss 12 II,398,000 

Totalic eae eatin aate 69 $237,913 ,000 

The financing of individual industries generally follows a 
fairly uniform course of evolution. In the early stage of an 
industry’s life, capital is difficult to secure, and financing takes 

the form of speculative stock issues, not always sponsored by 
established banking houses, for the latter may be unwilling 
to risk their reputation and prestige with a new and untried 
security. Then, as individual enterprises become firmly estab- 
lished and earning power is more definitely developed, a great 
deal of financing takes place, the success of some companies 
inducing the public to invest in others. Finally, the industry 
tends to reach a saturation point, where it has expanded suf- 

ficiently to meet the normal demand for its product or services. 
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Furthermore, at this stage surplus earnings are sufficient to 

furnish a large share of the capital needed for expansion pur- 

poses. Asa result, the volume of new financing in the industry 

tends to fall off sharply. ‘ 
The railroads passed through this cycle during the first cen- 

tury of their existence. The utilities are still far from the 
saturation point; and as long as they extend their facilities 
they will require large amounts of new capital which must be 
obtained through security issues because of the limitation in 
earnings already referred to. The steel, automobile, and other 

better-established industries can secure practically all the capital 
they need from earnings. On the other hand, the airplane, 
chain store, and many branches of the chemical and amuse- 
ment industries are among those which have only recently 
established a basis for credit and are enjoying very rapid 
expansion at the present time, so that they loom large in the 
new financing totals. 

Real Estate Financing 

An important component element of the new security offer- 
ings of recent years has been issues of bonds secured by real 
estate mortgages. While the separate real estate mortgage is 
perhaps the oldest popular investment medium in this country, 
it is only in recent years that bond issues secured exclusively 
by liens on land and building have become a very important 
factor in the investment market. 

The future of real estate financing, of course, is closely 

bound up with the volume of building which will go on. With 
the growing number of large apartment and office buildings 
being constructed in American cities, there is naturally a tend- 
ency for an increasing proportion of the financing in any case 
to assume the form of a bond issue, rather than a small indi- 

vidual mortgage sold directly to a bank or mortgage company. 
The increasing proportion of new building being financed 
through bond issues is shown in the table on the next page. 

It is very likely that the bond issue will come into increas- 
ing favor as a medium for real estate financing with the 
growth in size of individual projects, even though the total 
volume of building should decline. However, the small mort- 
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y New city Real estate Per cent of 
= construction | bond issues | bond issues to 

building volume 

OG Ss 5 a ee eae $3,449,465,740 | $240,613 ,000 7.0 
RO2QA sere fote cia vistera vetoes 3,614,662,440 324,573,000 9.0 

HOES sb Soap ee ae 4,302,606, 723 722,325,800 16.8 

OPCs eee 4,008 , 309, 244 657,066,000 13.9 

MO 2iitetete ects e sacea Sint 3,541, 388,042 613,609,000 73 

ECO ee ds odes «one suerte: 3,413,001, 835 72213033) ,050 21..2 

* Figures from 310 cities, compiled by The Commercial and Financial 
Chronicle. 

gage will persist for the financing of less expensive enterprises 
as long as savings banks and life insurance companies are 
given the latitude they enjoy at present in purchasing real 
estate mortgages. Also, an increasing number of real estate 
projects will be financed through the sale of stock rather than 
bonds, in view of the growing favor of the public accorded 
such investments; and large real estate projects have proved 
suitable bases for such stock issues. 

Municipal financing is stimulated by an artificial factor— 
tax exemption. Because of their freedom from federal and 
certain state imposts on income, these bonds are especially 
attractive to persons of large means who purchase them to 
avoid heavy income tax payments. Hence, under the stimulus 
of current income tax rates, municipal financing remains large 
despite shifts in the capital market generally. 

There is no reason for expecting a drop in municipal financ- 
ing, in view of the rising living standards in American cities. 
Attempts to take away the tax exemption feature of these 
bonds, which would tend to discourage their issuance, have 

been defeated in Congress thus far. 

The Yield Factor 

Some index to the changing public attitude toward different 
classes of securities is given by the varying level of yields on 

bonds in each class. The shifting general level of interest 

rates of course determines variations in the general level of 
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bond yields. In recent years, municipal bonds as a class have 
borne the lowest average yields among new bond issues, federal 
government financing being ignored as it is practically en- 
tirely refunding at the present time: Railroad and farm loan 
issues come next in line, the latter largely because of tax 
exemption features. Then come public. utilities, then the gen- 
eral run of industrials, while the highest average yield is 
shown by real estate bonds, chiefly because of limited market- 
ability, but also because of the relatively great demand for 
funds for this purpose. 

The general level of yields on bond issues in these various 
classes of securities has been studied in an analysis of the 
capital market prepared by the investment banking house of 
Stone & Webster and Blodget, Inc. A comparison of yields at 
the time of issue of thousands of bond issues showed the 
following comparison for 1923 and 1927 (000 omitted) : 

1923 

Yield Rail- Public - 1 | Munici-} Real Farm ad Ind 
(Per cent) } road utility eee pal estate loan 

B—AW WRT. e ecctde| « terete oie | eeomensteterte ds TS 5G00, |<) rate el cater eee 
4-5 55,810 QUO!|. storage 699,370 I ,000 | 382,500 
5-6 402,040] 381,790 237) SAO lke 72200)! Son 77 Olena renee 

6-7 32,600 459,940 531 500| 00s 190)| 168,.420)| ene 

7 500 27,460 88 , 980 2,O00"| #0, O40)|e eee 

aA. Mr Walallevensliaxete'l/ «lel el'eielsalatalve|islecescialsiecaiss 440,773 «gece 64: «6h eletpieiereiere 

4-5 355,800 656,390 172,110 910,556 7220 179,625 

5-6 327,7361 1,140,150] 1,021,089 | 106,554 | 205,240]|........ 

6-7 16,536 231,246 472), S7 O'S Lo36 Ol GO5tG LO) eee 

7 73590 345435 53,945 4,795 | 12,500]........ 

The varying yield levels indicated in the above table for the 
more important classes of bonds reflect all of those factors 
influencing the demand and supply for each of them. These 
factors include investment quality, tax position, legality for 
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institutional investment, habits of investors, etc. By compar- 
ing 1923 yields with those of 1927, the irregular influence of 
a declining tendency in the general interest rate is made 
evident. 

Stocks and Bonds 

Statistics of new financing during the third decade of the 
twentieth century show a dominance of bond issues to 1928, 
a period of steadily rising stock prices and, after 1926, rela- 
tively stable and then decliriing bond prices. The proportion 
of stock issues to total security flotations is shown in the fol- 
lowing table: ? 

ieee Percentage 

corporate 

ne tae Fh Bonds Preferred | Common 
SAG a stock stock 

TODS ee. SNe ie ae $3,209,710 76.6 12.0 II.4 
LOONIE yee beter deh en eee 3,767,630 78.8 Q.2 12.0 
WOO eae aa Oe ane 4,261,420 70.6 15.4 14.0 

MOQ IPaE Ts ends ta 2.6 4,862,220 72.6 OIG 14.9 

IO] 6 asin ce een 6,836,926 74.6 15.4 10.0 

4 20.5 29.1 uC Phin clea Rate Re 6,852,820 50. 

Within each of the major financing groups, the tendency 
toward stocks has been pronounced, as is shown by the follow- 
ing table giving the percentage of each type of corporate 
financing which took the form of stock in 1924 and 1928: 

PERCENTAGE OF STOCK TO TOTAL NEW FINANCING 

Year Railroads |Public utility}; Industrial | Real estate 

a ee | —$—$—$— $$ $ 

1From data compiled by the investment banking house of Stone & 
Webster and Blodget, Inc. 
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The great prosperity of American industry during the years 

following the war resulted in a general rise in stock prices 

which attracted an unprecedented amount of popular specula- 

tion and which also established common stocks as an investment 

instrument of paramount importance. This trend toward stock 
financing, felt by both old and new industries, will have a 
profound effect upon the position of American corporations. 

In former days, capital could be raised most cheaply through 
the sale of bonds, because of the preferred position of the 
latter in the judgment of investors. As a result, corporations 

sought to bond themselves as far as possible, jeopardizing 
their solvency in periods of smaller earnings and exaggerating 

the speculative character of their stock issues. Under new 
conditions in which stock can often be sold on a promised yield 
basis as small or smaller than that given by bonds, there is 
no need to cut down the equity of the stockholder by the 
liberal creation of prior securities; and the vicious circle of 
trying to establish stock issues on an investment basis through 

liberal issues of low coupon bonds has been abandoned. 
The factors behind this shift of interest to stocks and the 

relative merits of the two chief types of securities are discussed 
at length in Chapter XIII below. 

Foreign Financing 

When the accumulation of capital within a country pro- 
ceeds at a rapid pace, it is natural that a portion of the stream 
of savings shall be deflected from domestic investments into 
foreign securities as more profitable opportunities arise abroad. 
This was the case in the United States after 1920, although, as 
was seen in Chapter VII, we enjoyed a short period of capital 
export before the big industrial consolidation era began in 
1899. During the decade following the end of the Great War, 
approximately $15,000,000,000 of foreign securities were 

floated in this market. The amount of foreign financing, and 
the proportion of total new capital issues which represented 
foreign issues, are shown in the first table on page 229.1 

The stream of capital destined for foreign investment turned 
at first to the old countries of Europe, but gradually spread 

*Compiled by The Commercial and Financial Chronicle. 
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Year Foreign Percentage of 
financing total financing 

LO ZOR elle cre ee slele this Sei ers os $ 538,725,887 13.4 
TODA alae eles sale ae said ese 6 es 604 , 662,000 14.4 

Azo eater cle aves ol aie Gia tie tene eleven 802,799,034 15.3 

HR) 2S ieetehor'=Ve\stehelct s gial'a! sieeve o's aie 368,402,279 HES 
Hi ASM er sice cite? suai erie octet Sues or. 6 253025, 705 19.7 

ODI Vache cic iota ebeheis overs te tie s okee.« I,316,022,500 18.5 

LORDS Asche RER OR SEI RC EIR arae Fe BASTe)n DIN LVI. 18.4 

TOES) 3 © cee cccr he CERO ena I,737,618,425 7s 
TODS eae catroiduc. hee icra he eee I, 582,982,400 I5.9 

over practically the whole world as the confidence of the 
investor increased and the lure of higher yields attracted him 
farther afield. Thus, the Department of Commerce reports 
the following geographic distribution of American foreign 

financing between January I, 1914 and January 1, 1928: 

Territory Amount Per cent of total 

BORE caries opie ei eb les ids $ 5,653,262,025 48.5 
Canada and Newfoundland... . 2,711,242,015 23.3 
ABAIMPATNETICA«.. 4: cloccie, o exe/eierece 2,426,848, 849 20.8 
BELT ASURE Males usec iayehe ase 15 ever tare 694,771,800 5-9 
Territories and possessions... . 173,258,840 gts 

LOUIE tain sich oaldlavaie ake wae $11,659, 383,529 100.0 

The flow of American capital abroad has benefited both gov- 
ernments and corporations of other countries. The propor- 
tion of corporate financing has grown steadily, following the 
reconstruction of government finance in many countries after 
the war, making additional loans abroad unnecessary for them. 
The character of the industries which have been financed by 
foreign corporate security flotations in this country is shown 
by the compilation at the top of the next page. 

Foreign corporate financing, as in the case of domestic 

issues, has shown a tendency to take the form of stock rather 
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Financing, 
Industry 1914-1927 

(inclusive) 

Public itiitiestera acre vretle srt $ 722,925,000 
Riailwaysicl. seteete eatetasietetevcne «ts ' 420,114,750 
Banks 2545 Bath eke. etek see 492,729,075 
Sugar companies. j.c05. 05. 347,673,990 
Paper. ate erase een nae ween: 346,769,450 
Mining te a... setccraicnr store eee ot 239,425,500 
Oils sak rae cathe renaraemerelereien 175,524,745 
froniand steels tenia eaaees - 135,930,000 
Miscellaneous2y 5 <aiesis sla. «+ 532,215,399 

POta ender steers Cees $3 , 713,307,909 

than bond issues, as business conditions abroad have become 

more stable and the desire to share in future growth of earn- 
ings of leading foreign corporations makes itself felt. Fear 
abroad of adverse effects from American stock control is an 
important obstacle to the future growth of such investment, 
as shown by the determined efforts in 1929 of the British 
controlling interests to prevent the numerous American stock- 
holders from enjoying their full rights it in the British General 
Electric Company, Ltd. 

Other Forms of Capital Export 

In tracing the volume of foreign investment, the total of 
new capital flotations for the account of foreign government 
and corporations is not an inclusive figure. In addition to 
these foreign securities floated abroad, large purchases of secu- 
rities originally issued internally in those countries are made 
by Americans. Purchases of such internal issues cannot be 
traced, but the number of investment houses and brokers inter- 

ested in trading in such securities is so large as to indicate 
that the aggregate is normally quite substantial. Further- 
more, investment trusts put, on the whole, a sizable proportion 
of their funds in such foreign internal issues. 

In addition to public security flotations here and the purchase 
of internally issued securities, the export of capital may take 
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the form of the shifting of balances from one market to the 
other. This, however, is more a banking than an investment 
matter, although when a large volume of foreign funds is 
shifted to New York under the attraction of high call money 
rates here, for example, they may influence domestic specula- 
tive and investment conditions substantially. 
A final and important channel for foreign investment is the 

direct investment by corporations in the property or securities 
of concerns doing the same line of business abroad. Thus, 
the Electric Bond & Share.Company, a leading holding com- 
pany in this country, has invested hundreds of millions in its 
subsidiary, the American & Foreign Power Company, which 
operates solely abroad. The International Telephone & Tele- 
graph Company similarly is an American corporation, although 
it operates almost entirely abroad. Numerous leading Ameri- 

can industrial companies, such as the Ford Motor Company, 
the General Motors Corporation, the International Harvester 
Company, F. W. Woolworth & Company, the Westinghouse 
Air Brake Company and the General Electric Company, have 
extensive interests in foreign countries, and through these 
interests send abroad a large amount of American capital 
which, for the most part, is not recorded in statistics on the 
subject. 

Trends in Foreign Financing 

The recent trend in foreign financing has been away from 
direct security flotations in this market, and toward indirect 
financing through affiliations and investments by American 
corporations in foreign property. The reasons for this will be 

obvious. 
The normal tendency in financing methods is to adopt the 

channels of lowest cost. In view of the higher yields inves- 
tors expect from foreign securities as compared with domestic 
issues, it is difficult for foreign borrowers, government and 
corporate—especially those whose credit is not well established 
here—to obtain capital on moderate terms. On the other 
hand, the large American corporations can raise money on very 
low terms for the most part, especially through the sale of 

stock. Thus, during 1928, corporations like the Electric Bond 
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& Share Company and the International Telephone & Tele- 

graph Company raised funds for the purchase of properties 
abroad by selling stock here on a current yield basis of less 
than 4 per cent. Many of the countries in South America, 
to which most of the proceeds went, could borrow only with 
difficulty at less than 7 per cent. 

It is interesting to note that German foreign investment 
before the war, under conditions similar to those prevailing 
in this country, followed to a large extent the indirect channel 
of corporation investment. Big German corporations like the 
German General Electric Company, having access to large 
amounts of capital at low cost through their splendid credit 
in the home market, did a large part, at times the bulk, of 
German foreign investing then. It was only in countries like 
England and France, where few large industrial companies 
with widespread markets for their securities were in existence, 
that the individual investor continually absorbed large volumes 
of foreign government and corporate bonds and thus did the 
bulk of foreign investing directly. Compilations made Jin 
1928 show that in that year the aggregate of foreign invest- 
ment was probably larger than in 1927, but direct public 
flotations were smaller. An increase in investing through 
American corporations was the reason. 

It is generally believed that a substantial portion of the 
stream of new investment capital will continue to be diverted 
from the home market to foreign countries. On the other 

hand, there is no reason to believe that the volume of foreign 
investment established during the first decade following the 
Great War represents a permanent level which capital exports 
will maintain. During this period of reconstruction in Europe, 
there was a great demand for capital from that continent; 
and other parts of the world that formerly looked to Europe 
for their capital needs found that source of supply dried up. 
Hence, there was a world-wide shortage of free capital, and 
the American market had to be tapped, no matter what the 
cost. As foreign needs become less pressing and other markets, 
such as those of London and Paris, recover their capital export- 
ing power, while domestic opportunities for investment expand, 
our export of capital may decline. On the other hand, a 
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larger unused capital surplus resulting from a larger national 
income or reduced opportunities for domestic investment may 
increase the volume of capital available for foreign invest- 
ment, and opportunities may arise, especially in undeveloped 
countries, to utilize it all profitably. 

The Future for New Financing 

The above analysis of new financing indicates that a number 
of fundamental changes have taken place in recent years. 
Capital flotations on the American market have tended lately 
to take the form of stock rather than bonds, and to represent 
new or rapidly growing industries. Railroads, traction com- 
panies, iron and steel companies and other industries which 
have seen their period of greatest growth in the past no longer 
absorb as large a share of the annual increment of new free 
capital as was formerly the case. 

From what has been seen, the chief demand for new capital 
in this country will very probably come from new industries. 
The one outstanding exception is the electric power and light 
industry, which has assumed the leadership in new financing 
and will probably retain it. Real estate financing also bids fair 
to maintain an important position indefinitely. Lastly, foreign 
financing, direct or indirect, will doubtless continue to absorb 

a goodly portion of the annual accretion of capital in the 
United States. 

With these established channels for the investment of new 
capital absorbing the savings of the country at the rate estab- 
lished in the last few years, it would appear that there is no 
plethora of free capital in sight. Experience shows that ex- 
tremely low interest rates in one country do not generally 
persist when rates are high in other economically developed 
parts of the globe. With European interest rates placed on a 
definitely higher level as a result of the vast destruction of 

capital occasioned by the World War, it is very likely that 

any tendency for American industry to lag behind in the ab- 

sorption of new capital will be offset by increased demands 

from abroad. 
There have been recurrent periods in the past when excess 

free capital sought employment at very low rates. The most 
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remarkable period was that around the turn of the century, 
when governments could finance at a cost of less than 3 per 
cent, and first-class corporation bonds yielded less than 4 per 
cent. This era witnessed extremély low interest rates in 
France, England, Germany and Holland, as well as in this 

country. The era of great industrial consolidations and public 
utility development had not started then on the scale which 
drove interest rates steadily higher in the period which fol- 
lowed. Also, investment funds were largely concentrated at 
that period in a relatively limited number of government and 
railroad bonds. With the vastly increased number of strong 
bond and stock issues now available, and the much more rapid 
industrial tempo which has been established through the growth 
of new industries and the consolidation of old, such a period 
of excess supply of capital and extremely low interest rates will 
probably not be seen again for many years to come. 
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Chapter X 

THE MONEY MARKET AND INVESTMENT BANKING 

Scope of the Money Market 

The term money market is usually assigned to the aggregate 
of buyers and sellers who are engaged in dealing in short-term 
loans and obligations. Included under this head are commer- » 
cial and financial loans made on both a call and short-term 
basis. While in current parlance the term is often used in a 
restricted sense to denote the market for call loans secured 
by stock and bond collateral, the latter is really only one section 

of the larger money market. 
It is hardly necessary to call attention to the fact that the 

terms “short” and “‘long” are of purely relative significance in 
any such discussion as this. The thing that is of great interest 
is the fact that such a distinction between short- and long-term 
loans and securities is made, and that it is possible to draw a 
rough line of demarcation between these two branches of the 
investment field. Securities of even short term, when issued 

by investment bankers, are seldom included within the opera- 
tions of the money market, although short-term government 
obligations often are. Furthermore, the money market trades 
only in loans and obligations, equities being naturally excluded. 
A general characteristic of the money market is the fact 

that loans and obligations are transferred within it in terms 
of a stated rate of interest, rather than in quotations which 

represent certain percentages of par value, as is the case in the 
bond market, or so many dollars for each share, as is the case 
in the stock market. It is true that such long-term securities 
as railroad equipment trust certificates and municipal bonds 
are also generally traded in on a yield basis, but they consti- 
tute the exceptions in the security markets. The near maturity 
of money market obligations and the fact that they are pay- 
able at their par value when they fall due account for this 

235 
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general practice of making quotations in terms of the interest 
or discount rate. 

The price for the use of the short-term loans which are 
secured in the money market is, therefore, stated as a certain 
rate of interest. Before examining the money market in 
greater detail, we shall consider the general role. played in it 
by the interest rate. 

Definition of Interest 

The definition of interest has formed the subject of extended 
discussion among economists and students of finance for many 
years, but there has been no definite agreement as to the “cause” 
of interest payment. There is agreement that in ordinary com- 
petitive societies, with private ownership of wealth, a payment 
made by the active user of wealth to the owner of it is neces- 
sary in order to insure the maintenance both of the amount and 
of the availability of wealth adequate to the current needs of 
industry. 

It is also agreed that, within broad limits and subject to 
some limitations which at times become serious, a change in 
the amount thus paid tends to determine the sum so made 
available. This result is brought about in two ways. A higher 
rate of interest or interest payment may result in inducing 
persons to work harder, and so in producing more wealth which 
may be used in lending; or it may induce them to refrain from 
consuming the funds they already have, instead devoting these 
funds to productive industry by lending them to persons who 
are willing to pay for them. Conversely, a reduction in the 
rate of interest tends to slow down the amount produced or 
the amount of the existing fund which is turned over to indus- 
trialists. Accordingly, the rate of interest is looked to as a 
partial means for bringing about the regulation of the amount 
of actual new capital which is coming forward for investment, 
and the amount of such capital which is being used in short- 
term channels, as compared with the amount which is being 
used in long-term channels. The rate of interest is thus to 
be looked upon as a regulator or governor of the industrial or 
financial machinery of a community. 

Evidently, this kind of definition necessitates a conclusion 
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as to what limits the interest rate. Substantial agreement pre- 
vails to the effect that a rate cannot be paid in excess of the 
capacity of the borrowed capital to reproduce itself; that is to 
say, the limit of the rate that can be paid at any time is the 
amount of new wealth or additional productiveness which can 
be obtained through the application of the capital in business 
and industry. This notion is evidently almost axiomatic when 
it is stated in this broad way. The difficulty with it is found 
in the fact that nearly every industry differs from every other 
with regard to the amount of additional productiveness that 
could be obtained through the use of more units of capital. 
Nevertheless, it is not true that the rate of interest is changed 
according to the productiveness of funds in any given industry, 
any more than that the price of food is changed according to 
the needs of any one individual who is buying or consuming it. 
The capital market, of which so much has already been said, 

“irons out” these differences in a broad way, and establishes 
a relatively uniform rate which is to be paid by those who 
want new capital. It does not produce an absolutely uniform 
rate, there being still differences which are due to the degree of 
security that is offered to the lenders, and other factors. But it 
eliminates the great differences which would exist between 
rates if they were left to depend upon the ability of those who 
are using them to produce actual increases in wealth. 

The first general role of the rate of interest is to regulate 
the total amount of funds which is offered and sought. But as 
this rate is not uniform but differs for various kinds of loans, 
it performs a second function in regulating the proportion of 
loanable funds which are available for any one specific kind 
of loan in the money market. In fact, the market is a com- 
petitive one, and each user or group of users undertakes to 
protect itself against others by offering higher or lower 
rates for the funds needed. As a matter of fact, we never 

have asingle rate of interest in any market; we have a variety 
of rate’ which have been adapted to the particular kind of loan 
for which they are intended, and which represent the notions 
of the groups of traders with respect to the relative urgency or 
desirability of that particular use as compared with other uses 
which are to be contrasted with it. 
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These varying rates of interest fluctuate greatly, not only 
absolutely but in relation to one another among themselves. 
The study of the rates, or “rate structure” as it may be called, 
in any given community furnishes the clue to the actual dis- 
tribution of funds at any given time and, of course, to the 
underlying conditions which determine the willingness of 
traders in that particular branch of the market to pay more or 
less for what they want. Accordingly, the prevailing practice 
of business and finance has been to deal with the rates of 
interest as “indexes,” and to guide business operations more 
or less in accordance with the fluctuations of these rates, even 

though it may be true at times that there seems to be no 
necessary reflex effect following from the changes in such 
rates upon the business community, due to lack of time within 
which such effect might have made itself felt. Just as a 
thermometer measures the temperature in a room, and may 
lead by mechanical contrivance to alteration of the inflow of 
air before those in the room have had time to feel very uncom- 
fortable, so the rate of interest is an indicator to determine 
the time and conditions in which alterations of the supply of, 
and demand for, capital take place, and corrective steps may be 
taken if interest rate changes indicate that abnormal condi- 
tions may develop in the business structure. 

Any one type of interest rate is determined therefore by 
the relation between the two factors of supply and demand 
affecting it. What has not been made so obvious is the fact 
that in each type of specialized market highly local conditions 
of demand and supply constantly vary among themselves in 
a fashion which is reflected in the fluctuating rates named there 
from day to day. Thus, for example, we may give first atten- 
tion to the rate which is charged by banks for loans to their 
customers. 

In any given case, the price of such loans results from a 
comparison of the demand and supply of bank funds, and 
this demand may be the outgrowth of sudden calls for imme- 
diate resources at times when banks are already “loaned up.” 
On the other hand, banks may suddenly receive great acces- 
sions of funds which enable them to offer loans at low rates 
in order to induce customers to borrow more heavily than they 
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otherwise would. The banker has a definite overhead cost 
in making his loan which he must always cover ; but above that 
there is a large field of fluctuation or uncertainty within which 
variation is caused by the changing conditions referred to. In 
the United States rates for straight bank loans on unquestion- 
able security seldom go below 4 or 4% per cent; but in some 
parts of the country they may bé as high as Io or 12 per cent. 
even when the security is paper of an irreproachable character. 
In Germany during recent years bank rates have sometimes 
gone to fabulous figures as high as 90 or I00 per cent; but 
this was due to instability of the currency, so that the banker 
had to allow for the probability that he would receive money 
of a much lower purchasing power than that which he had 
advanced to the borrower. 

Types of Loans 

With these general considerations concerning interest rates 
in mind, we shall now turn to a survey of the different sec- 
tions of the money market, each of which has its own particular 
rate. Seven important sections in the money market can be 
distinguished on this basis. They are: 

1. The call money market, for loans secured almost ex- 
clusively by stocks and bonds 

2. The time money market, which is also a security col- 
lateral loan market 

. The market for short-term government securities 
The market for bankers’ acceptances 

5. The market for negotiable commercial paper 
6. “Over-the-counter” loans by banks to their regular bor- 

rowing customers 
7. The market for credit at the central bank—in this 

country, credit at a reserve bank which member banks 

may secure through the process of rediscounting, as 

provided by law 

It is seen that the money market is largely a market for the 

kinds and classes of credit with which commercial banks have 

to deal, as distinguished from those with which purely invest- 

ment banking institutions are more directly concerned. The 
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bank, particularly the American bank, has its own “market” 
which consists of its own group of customers, while the money 
market in the broad sense comprises what is also termed the 
“open market,” which includes all’ those who are engaged 
in dealing in obligations which are suitable for bank holdings. 
The investment bankers and the brokers have contact with 
the commercial bankers in the open market, since they borrow 
from him there; and the commercial banker on the other hand 

buys in the capital market investment securities which he 
holds as a means of employing his surplus funds when they 
are not needed for the accommodation of his own customers. 
From this point of view, the money market acts to equalize 
the supply and demand of funds between the commercial and 
investment banking spheres. This assigns to the money mar- 
ket a vital special function which endows it with exceptional 
importance at certain periods, as discussed more fully in Chap- 
ter XII on investment credit control. 

Call Loans 

Call loans are loans which are repayable at the option of 
lender or borrower within twenty-four hours’ notice. When 
not called, these loans may continue in force indefinitely. A 
special significance, however, has been given to the term “call 
funds,” so that it is now applied to funds lent on demand notes 
subject to only one day’s maturity, with the understanding that 
they are to be embarked in the stock market for use in pur- 
chasing and carrying the securities which are there traded in. 
The term call funds or call loans is sometimes practically 
identified with brokers’ loans, although not properly so, the 
term brokers’ loan referring specifically to call loans which 
have been made to brokers in the expectation that they will 
be reloaned to customers who are engaged in dealing in se- 
curities on margin. 

Theoretically speaking, a bank might make considerable 
amounts of call loans directly to individuals who want to use 
them in carrying securities. These securities may be hypothe- 
cated with the bank to protect the loan, with the understanding 
that they are likely to be withdrawn at any time and others 
substituted for them, thus enabling the customer to buy and 
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sell securities with only a small part of the needed funds in 
his own possession, the bank furnishing the balance by way 
of loans. It should be added parenthetically that, partly due 

to the fact that the bank is not always as willing to advance 
its funds in this way to so great an extent or on so small a 
margin as the broker, and partly due to the fact that the com- 
plication and detail of handling loans in this way are much 
more involved for the borrower than where he deals through 
a broker, banks are not ordinarily called upon to furnish any 
very large volume of funds in this direct fashion for the finan- 
cing of purely speculative operations. They furnish it rather 
to the broker, and he in turn relends to the customer, carrying 

on the relationship with the bank himself and depositing new 
collateral whenever he sees fit and the exigencies of his business 
with his customers demand. Direct loans by banks to security 
holders do loom large in the case of unlisted issues, but they 
are in the main on a time basis. 
Up to this point any “market for call funds’ we have con- 

sidered has been a purely theoretical one, since it has involved 
only two parties, the banker and the borrower, whether the 

latter be a broker or an actual speculator. The term “market” 
begins to have a genuine signification in the broader sense of 
the term only when the broker or other borrower endeavors 

to find out where he can get his funds most cheaply and “shops 
about” for the purpose of making the most satisfactory and 

most profitable connection with an actual lender of money. 
This kind of market development may be brought about 

through the efforts of money brokers who mediate between 

lenders and borrowers. In the New York market, however, 

it has been provided for through the establishment of a “money 

post” or, more recently, “money desk” on the floor of the 

New York Stock Exchange, at which offers of and bids for 

money are received, and lenders and borrowers brought into 

contact with one another to the end that demand and supply 

may be equalized and that rates may be adjusted one to an- 

other. Evidently this kind of adjustment, aiming as it does at 

an equalization of demand and supply over very short periods, 

results in establishing a highly sensitive rate, that is, a rate 
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that is very responsive to the effect of changes or fluctuations 
in the relationship between demand and supply. 

As a matter of fact, the great bulk of the call loans made 
on the New York money market, the dominant money market 
in the country, are made at the rate fixed at the money desk 
of the New York Stock Exchange. Each morning at II A. M. 
a “renewal rate” for call loans is determined by the Stock 
Clearing Corporation, based on expectations of what the supply 
of and demand for funds will be during the day. Any bor- 
rower or lender not satisfied with this rate can call his loan 
and make a new loan in the market. During the day, brokers 
file applications for new loans at the money desk, while banks, 
through friendly brokers, turn in offers of money at various 
rates. When the supply of funds at one rate is exhausted, 
the rate rises. Conversely, if the demand for funds can be 
satisfied out of offers made at a lower rate, the official rate 

declines. Many loans may be arranged also on the “outside 
market,”’ that is, directly from banks or through money brokers 
off the floor of the exchange. 

Time Loans 

The market for time funds, consisting of collateral loans 
running from 30 to 180 days, does not differ in any important 
respect from the call loan market. 

The trading takes place at the hands of the same group of 
dealers and operators, and the factors of demand and supply 
are very much the same in both cases. Differences in rates for 
the two types of loans are primarily due to the fact that bor- 
rowers themselves at times shift their demand from call to time 
funds and back again, according as the situation in the specula- 
tive field seems to indicate the probability of early changes in 
the call money rate. Trading in time funds is resorted to as 
practically an insurance of a steady money supply at a given 
rate for a specified period; or, in other words, it may be viewed 
as a forward order for call money. It need not, therefore, be 

given any very extended treatment, so far as its technique goes, 
by students of the investment banking situation. 

There is one phase of the time money situation which, 
however, is worthy of special study. This is the function 
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it performs in bridging the gap between call money and the 
shorter-term forms of investment paper. As a rule, the time 
money rate is higher than that for call money, and is inter- 
mediate between the call rate and the rate on short-term invest- 
ment paper. This intermediation is not of course permanent, 
for at times both the call and the time rate may temporarily be 
pushed considerably higher than the investment paper figure, as 
happened in 1928 and 1929. But in normal times the lowest 
rate in the open market is usually that for call money; time 
funds are slightly above it, and short-term investment paper 
occupies a still higher stage in the general scale of rates pre- 
vailing at any time in the market. 

Time loans become relatively unimportant when the rate 
moves up above 6 per cent for any period of time, because such 
loans are not exempt from the usury law, which in New York 
State provides for a maximum rate of 6 per cent on loans to 
individuals and partnerships, except in the case of call loans of 
more than $5,000 secured by collateral. In the case of a time 
loan, when more than 6 per cent is charged, the interest is not 
collectible at law. Hence, the volume of time loans declines 

sharply in periods of high interest rates, being made chiefly to 
first-class firms who would not, it is supposed, contest the pay- 
ment of interest under any circumstances. 

Supply of Funds 

The great expansion in the volume of security trading during 
recent years has created the need for large amounts of call 
and time funds. These funds have been supplied from vari- 
ous sources, so that between 1923 and 1928 the volume of 
loans to brokers more than trebled. As increasing interest 
came to be centered upon these loans because of their rapid 
expansion and their importance in the business and speculative 
situation, regular statistics began to be published. At the 
present time, the Federal Reserve Bank of New York fur- 
nishes weekly the total of loans made by the large New York 

member banks for their own account and for others. These 

figures are issued Thursday afternoon for publication in the 

newspapers Friday morning. The New York Stock Exchange 

makes its own compilation of brokers’ loans made to its mem- 
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bers from all sources, and this appears monthly, shortly after 
the beginning of each month. Neither of the two statements 

is comprehensive. The statement of loans made by and through 

New York member banks does not*include advances made di- 
rectly by money brokers and others outside of the forty-odd 
large metropolitan banks, nor does it include loans made out of 
town. The monthly statement of the New York Stock Ex- 
change fails to include loans from whatever source made by 

Billions of Dollars 

Fic. 8. Brokers LoANS (YEARLY AVERAGE, 1920-1929) 
As reported by the Federal Reserve Bank of New York 

------ As reported by the New York Stock Exchange 

others than members of the exchange. The above figure traces 
the movement of both of these brokers’ loan totals. 

Analysis shows that the sources of these loans are, first of 

all, the metropolitan banks which in normal times do the bulk 

of the lending either for themselves or for the account of 

others ; secondly, the out-of-town banks, including both domes- 

tic and foreign institutions; and, thirdly, a group of large cor- 
porations and moneyed individuals who make loans in the call 

or time market in order to occupy the funds which they have 
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free and available for such purposes. Of course they can be 
regarded as the source of such funds only in a general sense. 
The ability of banks to lend in this way depends on the surplus 
funds left with them by their other customers, and thus in a 
real sense the true source of supply of the money market is 
found in the depositors of the banks, rather than in the banks 
themselves. 

These depositors can, and sometimes do, determine the call- 

ing of loans by the activity of their own demands on the banks 

for the liquidation of their deposit claims. In addition to 
this ultimate source of supply of funds, however, there is in 
every central banking country a reservoir of credit furnished 
by the central bank of the country, and hence within its power 
to supply or withhold. In the United States this reservoir is 
held by the Federal Reserve System. Federal Reserve Banks 
are forbidden by law to lend for speculative purposes, or on 
demand. Nevertheless, they do habitually supply money to the 
stock market by permitting their member banks to rediscount 
with them paper collateraled by government securities and, to 
some extent, that furnished by customers which has been made 
eligible for rediscount under the present regulations. Pur- 
chases of government securities and bankers’ acceptances in 
the open market have a similar result: 

Reserve banks do not habitually inquire how much of their 
customers’ loans are actually being used for stock market 
purposes, although of course they have ample opportunity and 
power to inform themselves regarding this. As a rule, their 
contributions to the money market may be measured by the 
volume of acceptances or government securities they are buy- 
ing, combined with the volume of loans which they are making 
on the direct paper of member banks protected by collateral 
of any kind. On the other hand, their contributions to the 
support of the commercial community, so far as these can be 

directly measured, are indicated by the quantity of rediscounted 

paper which they hold. These indications are very rough and 

are only approximate, but they are sufficient to furnish some 

indication as to the trend of affairs when comparison for a 

series of dates is made in such a way as to get the changes in 

direction which are revealed by the figures. 
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The following table furnishes the average weekly figures 
reported by the Federal Reserve Bank of New York in January 
of each year since the institution of this system of reporting, 
while the table next following reproduces the figures published 
by the New York Stock Exchange as already set forth above: 
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LOANS TO BROKERS AND DEALERS BY REPORTING MEMBER BANKS IN NEW 
YORK CITY (000,000 OMITTED) 

For account For the 
Date peaasiiee of out-of- | account of Total 

town banks others 

WG ROO oho $1,259 $1, 281 $ 585 $3,125 
Biles HO Ls a ead 933 I, 104 741 2.770 
enero2Se aes I,342 1,470 990 3,802 

Wan O26 an 1,516 1,648 2,166 5330 

NEW YORK STOCK EXCHANGE REPORT ON LOANS TO BROKERS 

From private 
bankers, brokers, From New York ; 

Date banks and-trust | foreign bank, Total 
companies agencies and 

others in 
EN ey ea City. 

Feb. 1, 1926... .| $3,043,044,309 | $ 470,129,845 | $3,513,174,154 
Jan. 1,1927....| 2,803,585,266 489,274,989 3,292,860, 255 

Jan. 1, 1928....] 3,811,809, 708 621,007,613 4,432,907 ,321 

Jan. 1, 1929....] 5,400,797,909 | 1,038,942,602 | 6,439,740,511 

Source of Demand 

It is worth while to make some analysis of the sources of the 
demand for these loans which, taken together, make up this 
great sum. One such is, of course, found in the brokers who 

borrow for speculating customers. Under existing American 
practice, those who wish to purchase securities and are unable 
to pay for them in full—‘‘margin traders’”—place their orders 



THE MONEY MARKET AND INVESTMENT BANKING 247 

through a broker with an understanding that such broker 
shall furnish the amount of money over and above a necessary 
margin which constitutes the basic element or insurance against 
loss from depreciation in value. The broker obtains the needed 
funds from his bank, depositing with it the securities he pur- 
chased, as collateral to protect the loans. Therefore, the volume 
of brokers’ loans will vary with the amount of stock trading. 

The amount of such loans is further increased by the great 
expansion which has taken place in the number and size of list- 
ings on the New York Stock Exchange. It must be remem- 
bered that brokers carry on margin for their customers only 
standard listed stocks, many of them discriminating even 
against securities on the New York Curb Market; few, indeed, 

carry unlisted securities of even high quality on a margin 
basis. The relation between brokers’ loans and the total market 
value of listed shares is shown in the following table, indicating 
that the increase in loans shown in the preceding tables was 
only proportionate to the expansion in such market value: 

PER CENT OF NEW YORK STOCK EXCHANGE LOANS TO TOTAL 

MARKET VALUES OF LISTED SHARES 

Total market values 

Date of listed shares 
(000,000 omitted) 

Per cent loans to 

market value 

Me DMatye i 21020.02-. 2-2. $35,179 9.98 
Grane 1epano Py Meee AAP 38,376 8.58 
NEMMUATY TeLO2S 0. 25s 49,736 8.91 

HeanWary Ty 1020... 2 a 67,472 9.54 

A second element of demand is found in the case of issuers 
of new securities who borrow from banks for the purpose of 

getting funds with which to carry unsold balances of the new 

issues which they have obligated themselves to dispose of. If, 

for example, an issue house has undertaken to sell $5,000,000 

worth of bonds, but has actually sold only $4,000,000 prior to 

a certain time, it will be under obligations to obtain the addi- 

tional $1,000,000 and place it at the disposal of the seller by 
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the specified date. It will get the sum needed by borrowing 

from its banker on collateral, and this sum will be reported as 

a “brokers’ loan,” although it is such only by courtesy. While 

figures at present available do not permit the precise valuation 

of the relative importance of these different sources of demand, 

they do show that the loans to brokers (in the technical sense) 
may be estimated as exceeding $7,000,000,000 at the present 
time. The total is probably roughly divided between brokers 
and issue houses in a proportion which is estimated as varying 
from five to one to eight to one, although the situation changes 

continually, and no exact measurement is possible. 
In connection with these brokers’ loans, it is well to bear 

in mind that they do not represent by any means the total 
volume of credit which is being absorbed in security loans. 
The total volume of bank loans made with security collateral 
is above $13,000,000,000, some portion of which represents 

ordinary business loans with security collateral to safeguard 
them. But there is also a large portion of this bank credit, ag- 
gregating perhaps $4,000,000,000 at the present time, which 
represents direct loans made by banks to investors and traders 
who wish to carry securities with the aid of credit pending 
their rise in price. These direct loans, most of which are on a 
time basis, should be added to the brokers’ loan total to deter- 

mine the total volume of bank credit used in carrying securi- 
ties. 

Other Sections of the Money Market 

Special attention has been given to the call and time loan 
sections of the money market, because of their intimate bearing 
on the investment banking business. 

The rate on short-term government securities reflects the 
price of the highest grade of credit in the market. The gov- 
ernment certificates of indebtedness are held chiefly by banks 
and large corporations, but the Federal Reserve Banks are also 
buyers and sellers, doing one or the other according as they 
wish to make the money market more or less easy. 

The bankers’ acceptance, which is now widely used in foreign 
trade financing, also represents a virtually absolutely safe in- 
strument. The rate on bankers’ acceptances, however, some- 
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times does not accurately reflect the state of the money market. 
The Federal Reserve Banks at times buy them heavily, and this 
has an important effect on conditions in the bill market, since 
there are only about $1,200,000,000 of such bills outstanding 
on the average at any one time. 

Attention may next be given to the market for commercial 
paper. As broadly used, this term is frequently interpreted to 
signify any paper that is made by commercial borrowers who 
obtain funds in one way or another from the banking com- 
munity on short term. Thus, straight customers’ notes held 
by a bank are frequently referred to rather loosely as commer- 
cial paper. Of recent years, however, the term has come to 
have a very definite and special significance. In this narrower 

and more professional sense, it implies a kind of paper which 
is made and placed upon ihe market for the purpose of provid- 
ing current funds or working capital for enterprises which do 
not care to borrow from their local banks, or who prefer to 
get at least a part of their requirements without recourse to 
them. In cases of this kind, the borrower may be able to 
induce his local banker to continue financing his purely tempo- 
rary and occasional wants, while he provides himself with his 
longer-term loans in the open market; or he may find that the 

banker is not willing to divide his business with others in that 
way, so that it becomes necessary for him to confine himself 
entirely to open market dealings in order to get the funds he 
currently requires. In either case, however, the borrower finds 
it necessary to determine a lump sum requirement which will 
practically cover his necessities and enable him to proceed vig- 
orously with his business. 

Having decided upon the amount needed, he thereupon dis- 

cusses the matter with so-called commercial paper houses. Such 

a paper house examines carefully into the credit of his busi- 

ness and, having made up its mind with respect to the extent 

of its title to credit, determines, if favorably impressed, to 

undertake the sale of commercial paper in the specified amount. 

Having thus committed itself to the financing of the enterprise 

which has made application to it, the commercial paper house 

may regularly purchase the paper of the would-be borrower 

and then undertake to resell it again. In other cases it may not 
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care to do this if the paper is very large in amount, but may 
prefer to act as a broker or an intermediary, simply taking the 
paper over and selling it as it has opportunity. 

It is thus seen that the commercial‘paper market is one which 
reflects more accurately the supply of and demand for funds, 
and is less subject to artificial conditions than’ the rate on 
government securities and bankers’ acceptances. Because of 
the larger firms involved and the more organized character of 
the market, this rate is generally lower than the “over-the- 
counter” loan rate of banks on direct loans to their customers. 

The Federal Reserve rate reflects the cost of reserve credit to 
member banks who wish to borrow at the Federal Reserve 
Banks. As this involves the whole question of investment 
credit control, it will be considered more fully in Chapter XII 
below. 

Typical Rates of Interest 

We may now sketch very briefly the major or typical rates 
of interest in the New York money market. First of all, we 
have what may be called the basic rate representing practically 
pure credit or credit free of any elements of risk—except, of 
course, that possibility of risk which is always present in any 
enterprise involving human action. We may perhaps take the 
rate paid by the government upon its own obligations as fairly 
representing this basic cost or worth of money. The interest - 
which the buyer of government bonds receives is the payment 
made to him to induce him to part with his wealth for govern- 
mental use. He is as free of danger concerning non-payment 
of his loan as it is perhaps humanly possible for him to be. 
On the other hand, he has no security except the underlying 
protection of a strong and wealthy country with almost un- 
limited taxing power. However, exemption of the income 
from taxation results in such securities selling at a lower yield 
than would otherwise be the case. 

We then have four major factors which tend to bring about 
different types or rates of interest. They are (a) differences 
in time; (b) differences in security; (c) differences in taxable 
liability ; and (d) differences in liquidity of the obligation un- 
der discussion. To one or another of these major differences 
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may be ascribed practically all of the variations in rates which 
are actually noted in the money market. 

While differentials between the different rates vary accord- 
ing to the forces of supply and demand operating in each 
section of the money market, some idea of the relation of each 
of the rates may be gathered from the following list of rates 
as of July 1, 1929: 

Per Cent 

moemomcy rate (renewal) ¢ 2 PS 2 ss eee Pee haces Io 
Peaeereromenrate. (S80), oboe Ride 252 ',b5 Warde ee SMe Mets 734-8 
Yield on U. S. certificates of iebiednes Heloiraele, seotsbosi stasis « 4.80 
Samet ACCOMM ANCE TALE! <4 iss ini asa’ neo oa ea eae mnee oes 5% 
Hederal-reserve rediscOurit Tate... 5 <). ccs ove decclcccecceebecee 5 

Beene COUMMCECIA ANE TATE. 5 tc nn guhv bate Ses caeeeeces 6 

Some International Aspects 

The state of affairs just outlined has also some significant 
international aspects which deserve at least passing comment. 
There has been a strong tendency of recent years to internation- 

alize money and capital markets, so that the chief centers which 
were formerly definitely separated one from another now tend 
to become in a real sense sections of one international market. 
There are several factors which have worked powerfully to 
bring about this development. One is the growing number of 
banks which possess foreign branches, which have created 
agencies or named foreign correspondents who work in direct 
harmony with them abroad. It is true that after the hasty 
movement in the establishment of foreign branches by Amer- 
ican banks following the World War, there was a retrograde 
movement resulting in the curtailment of these branches, a 

good many of them going out of business. This has often been 
spoken of as representing a real decline of the interest of Amer- 
ican banks in foreign business. It was, however, rather a 

change in the direction of such interest, for the effort to estab- 
lish close and intimate relationships with foreign institutions 
is now more intense than at any former time. 

Foreign banks, moreover, have greatly increased the number 
of their branches in the United States, that number, including 
both branches and agencies, being now estimated at 150. The 

international codperation of central banks has also tended in a 
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like direction. Summed up, the present situation is one marked 
by the increasing internationalization of banking. In conse- 
quence of this, there has been a steady and growing process of 
transferring bankers’ balances from one market to another. 
This has tended to adjust differences in rates of discount and 
interest, so that the inflow and outflow of foreign funds is one 
of the chief factors in the New York money market. 

One phase of this tendency has been the creation of a truly 
international bill market. Federal Reserve Banks have pur- 
chased in the past considerable quantities of foreign currency 
bills as an aid in the process of stabilization of currencies. To 
a far more important extent, foreign banks have become 
large buyers of American dollar bills in this market, believing 
that in so doing they were placing their funds where they would 
be safest. The greater prevalence of the gold exchange stand- 
ard has enabled foreign banks to make use of portfolios of 
bills stated in dollars or sterling and of balances on interest in 
American and British banks as reserves, taking the place of 
gold held in their own vaults. It remains true that gold move- 
ments of considerable amounts still continue between markets, 

but the processes to which reference has been made above have 
tended strongly to reduce their scope. 

The markets for securities have not been quite so highly 
internationalized, partly because the investor is more cautious 
and less well informed than the banks and financial houses 
which make up the chief constituents in the money market. 
Nevertheless, it remains true that the necessity of drawing 
funds from abroad for the purpose of aiding in post-war 
reconstruction, and the process of buying and holding foreign 
securities in order to get a larger return than can be had 
domestically—a policy now widely pursued by investment trusts 
and other corporate investors—are going far toward the in- 

ternationalization of capital markets along lines parallel with 
the corresponding unification of the money markets. Legal and 
administrative obstacles to such internationalization are still of 
considerable significance, but are steadily being reduced; and 
steps have been taken toward bringing about a certain degree 
of international unity of action as regards taxation. 

It is still a fact that wide discrepancies both in money rates 
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and in rates of yield on securities exist between the chief capital 
markets of the world. They are likely to continue, but the 
differences between such rates represent to a growing extent 
differences in risks of various kinds and other extraneous ele- 
ments, rather than variations in the true interest on capital, 
which has been standardized to a considerable extent through 
international competition in the ways set forth. 
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Chapter XI 

SPECULATION AND MANIPULATION 

Investment vs. Speculation 

Few economic concepts have been subject to so much con- 
fused thinking as speculation. Much of this confusion arises 
from the fact that what constitutes a speculation from the view- 
point of the individual does not necessarily affect the capital 
market as a whole in a way different from an ordinary in- 
vestment. In this chapter, an effort is made to distinguish ~ 
carefully between these two aspects of the term, and to trace 
in detail the precise effects individual speculation has on secu- 
rity price movements. 

From the social standpoint, or that of the capital market as 
a whole, an investment may be defined as any commitment of 
funds, whether in one’s own business or in securities. This 

appears to have been the original meaning of the word in 
financial parlance. In this broad sense, the term investment 
carries no added implication of safety. From the standpoint of 
the capital market as a whole, in fact, all commitments of capi- 
tal are of equal importance and constitute investments, regard- 
less of the risks that arise for the individual investor. It is 
at least equally important that capital be forthcoming for new 
and untried enterprises, such as airplane lines and the exploi- _ 
tation of new inventions, as that it be available for old, estab- 

lished public utilities to permit them to make extensions to 
their service. Both represent an investment of the free capital 
of the community in what are meant to be productive en- 
terprises. 

From the viewpoint of the individual investor, on the other 
hand, there is a sharp distinction between investment and specu- 
lation. This distinction is one of the degree of risk involved 
in the commitment made; for the investor, if his security is 
fully protected, is not vitally concerned with the use to which 

254 
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his funds are put by the borrower. Where the risk is small, 
the process is called investment; as the risk increases, the com- 
mitment becomes more and more speculative. 

An initial difficulty arises, however, in attempting to draw a 
distinction between these two terms because it is no easy matter 
to tell in advance how large a degree of risk attaches to any 
specific security. It is easier to be wise after than before the 

event. The intention of the buyer of securities to invest rather 
than to speculate, through the avoidance of risk, may not prove 
successful. Many an investor in high-grade government bonds, 
has fared badly. Buyers of Liberty Bonds during the World 
War, who paid par for their holdings, saw the quoted price 
of the bonds decline to 85 shortly after the war. Buyers of 
Russian government bonds before the war, when these bonds 
were considered a high-grade investment, saw their holdings 
practically wiped out. But holders of these bonds bought them 

as investments, and few will deny that these buyers must be 
included in the category of investors. It is necessary to dis- 
tinguish, therefore, between the intention of the security buyer 
in making the original commitment and the final outcome 
of the transaction. 

Considering merely the intention of the security buyer, in- 
vestment may be defined as the purchase of securities or other 
income-producing wealth with the intention of avoiding all 
substantial risks. Generally the investor finds that he must be 
satisfied with only a moderate rate of return on his capital 
in order to achieve this aim, although a well-informed investor 
naturally will frequently discover opportunities giving large 
promise of income and profit, but which nevertheless involve 
so slight a degree of risk as to constitute the commitment a pure 
investment. 

Speculation, on the other hand, may be defined as the act of 
consciously assuming risks to secure a profit which is expected 

to result from the favorable outcome of the enterprise in which 

the risk is assumed. Speculation thus becomes a matter of 

judging risks and choosing those which offer the promise of 

largest returns for the degree of uncertainty involved. 

Gambling is an activity of an entirely different sort. It 
consists in assuming risks for their own sake, without specifi- 
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cally evaluating them. By almost general consent, the man 

who takes a “flier” in stocks, by which is meant the purchase of 

shares for quick and very large profits utterly without knowl- 

edge of what they represent, is termed a gambler. And this 

distinction appears only fair to that other type of individual, 
the speculator, who is engaged in delicately weighing risks in 
order to pick that which offers the largest measure of profit in 
return for the degree of uncertainty involved. The gambler 
par excellence is the player at cards or dice, who artificially 
creates risks having no relation to business activity, and elimi- 
nates as far as is reasonably possible the elements of judgment 
and foresight. It is also properly used to define all kinds of 
wagers, stich as those on the outcome of horse races and other 
partly foreseeable events, where the individual does not take an 
interest in what is purposed to be a money-making, or so-called 

productive, enterprise. 
The distinction between investment and speculation cannot 

be made on the basis of intention alone, however. It is further 

conditioned by the degree of knowledge which the security 
buyer possesses. To one without any knowledge of security 
values, any commitment, unless made in accordance with ex- 
pert advice, would be a gamble. This would be the case, for 
example, with the widow depicted in the trust company adver- 
tisements, brought in contact with financial matters for the first 
time in her life through the death of her husband. She may 
use her funds to buy a Liberty Bond, or she may put her money 
into fraudulent oil stocks; but in either case she proceeds, at 

least until enlightened by some financial adviser, wholly in the 
gambling spirit. On the other hand, to the banker, with his 
special sources of information and his expert judgment, a wild- 
cat oil security which he has made the subject of special in- 
vestigation may be a good investment. He has evaluated the 
risks, having the knowledge to do so, and has perhaps found 
that they are virtually non-existent. 

An investor, then, is one who commits his funds in such 

a manner as to seek to avoid all major risks. The speculator 
purposely assumes risks. Exactly what constitutes risk to each 
individual, however, depends upon his knowledge of the cir- 
cumstances surrounding the safety of the commitment. Where 
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such knowledge is wholly lacking, the commitment is a gamble. 
In investment, where individual knowledge differs so greatly, 
“one man’s meat is another man’s poison.” 

Criteria of Speculation 

The definition of speculation advanced above draws no clear- 
cut demarcation between it and investment. Many attempts 
have been made to define arbitrarily the border line between 
investment and speculation. Thus, one writer asserts that an 
investor is one who is satisfred with a return equal to a theo- 
retically pure rate of interest, as approximately fixed by the 
yield of government bonds, plus a “premium for risk” equal 
to this amount. If government bonds yield 4 per cent, an in- 
vestment, according to this definition, yields up to 8 per cent, 
and a speculative security is one yielding more than that figure. 
Such a distinction is utterly useless, for it is based upon a series 
of a priori assumptions without foundation in fact. The yield 
on a government bond is not the pure rate of interest, for there 
are a number of factors entering into the determination of the 
price of such a bond, such as tax exemption, legality for insti- 
tutional and trustee investment, and the fact that it is gen- 
erally known to all investors, which may well depress the yield 
to far below any tenable “pure rate of interest.’’ But even 
more important is the fact that there are many securities on 
which the yield is not much greater, and often far less than 
that on government bonds, but which are, to those able to 

appraise the situation fully, quite speculative. 
There is another test frequently used as a touchstone to dis- 

tinguish between investment and speculation. Buying for in- 
come, it is said, constitutes investment ; buying for appreciation, 
speculation. This view is not always tenable in the light of 
actual facts. Some of the most conservative of investors buy 
securities which give little or no return, but which they feel are 
certain to appreciate in value. Standard Oil stocks and stocks 
in many banks and insurance companies are in this class. In 
fact, many of our most conservative corporations prefer to 
reinvest a large proportion of their earnings in their business, 
and consequently pay relatively small dividends. This results 
in a small yield but a steady appreciation in their common 
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stocks. Conversely, many bonds bought solely for income 

give a very large current yield, but constitute outright specula- 

tions. It is true, however, that the great bulk of speculative 

security purchases are made in the hope of quick capital appre- 
ciation, rather than larger current income. Similarly, practi- 
cally all short sales are speculative. The speculator, in search 
of large profits from the assumption of risks, naturally prefers 
to carry the risk for as short a time as possible. 
A final test frequently applied to determine this point is 

whether the commitment is made in whole or in part with bor- 
rowed capital. The security buyer, as already indicated, makes 
an investment if he knowingly avoids all reasonable risks. 
When he uses borrowed funds to help pay for the securities, 
he increases the risk in the hope of larger profits. But this 
fact does not per se make the commitment a speculation. Those 
who borrowed at the banks to buy Liberty Bonds during the 
war—and millions of investors did so—were not necessarily 

speculating. It is true that there is an additional element of 
risk in that the loan might become payable at a time when the 

bonds show some depreciation in market value, but this risk 
may be so small as to be negligible. Furthermore, when an 
individual buys securities on margin with the purpose of paying 

for them in full during a period of time, he may be said to 
make an investment on the installment plan. 

While these latter two criteria are not absolute distinctions 
between investment and speculation, they do furnish approxi- 
mate tests of such transactions. The bulk of speculative se- 

curity transactions are made for rapid appreciation, and they 
are made on margin. 

Ubiquity of Speculation 

Speculation has been described above as the conscious as- 
sumption of risks for the sake of gain. The term has often 
been applied exclusively to trading in organized markets for 
stocks and commodities. While here speculative activity is 
highly developed, it is a mistake to distinguish speculation on 
the exchanges from the assumption of risks in any other form 
of economic activity. The risks of the security markets, in 
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fact, largely reflect those inherent in the business structure 
generally. 

The element of speculation, it is conceivable, could be entirely 
eliminated from economic society. But this would involve the 
development first of an absolutely static state of society, such 
as that conceived at times by the classical economists. If it 
were possible to eliminate first, changes in population ; secondly, 
changes in the volume of production of agricultural and mineral 
products, and thirdly, changes in technology and money and 
credit conditions, such a static state would be largely realized 
and speculation would die a natural death. Lacking such a 
consummation, every effort to curtail speculation has proved 
ineffective, and has often defeated its purpose by stifling pro- 
duction and trade. 

The speculative nature of business in general has been par- 
ticularly stressed in the economic discussions of the past two 
decades, in which the “business cycle” has played so promi- 
nent a part. Much of the business-cycle analysis has been 
presented with a view to enabling the individual business man 
to avoid its adverse effects through a proper speculative policy. 
In part, this consists in avoiding speculative risks by cutting 
down inventories in times of activity and rising prices; and in 
part it involves the assumption of risks at the right time through 

anticipating shortages and higher prices of labor and materials. 
As economic organization becomes increasingly complex, 

risk-bearing becomes a more and more specialized function. In- 

stitutions are organized to reduce and eliminate certain of the 
risks—whence the growth of insurance in its various phases. 
By means of more effective social control through private and 

public agencies, risks may be reduced. Cooperative marketing 
and similar schemes have been advanced as methods of reducing 

the large innate risks of agriculture, while risks arising from 
money and credit changes are reduced through central banking. 
Again, where risks cannot be avoided by being spread over 

large sections of the community, they can be shifted from the 

community in general to a small group who specialize in as- 
suming them for the sake of profit. This is the case on the 
exchanges. Finally, through the spread of information, risks 
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resulting from ignorance or inability to appraise the uncertain- 
ties of a situation are reduced. | 

The tendency under present conditions, therefore, is for risks 
to increase because of the growing complexity of economic 
life, and at the same time to be reduced, as far as the individual 

is concerned, by the social agencies mentioned above. 

Speculation in Securities 

Securities represent claims to money or to property of present 
or potential income-producing capacity. As such, they reflect 
in each case not only the risks inherent in the enterprise or 
governmental credit which they represent, but the additional 
ones incident to the market in which they are traded. To cite 
one example of thousands which might be mentioned, Argen- 
tine railroad stocks lost the greater part of their quoted value 
on the London market in the early years of the war because 
the British holders in many cases had to sell them, and a market 
existed for these securities nowhere else in the world. On the 
basic risk of the enterprise were superimposed the additional 
risks peculiar to the security market. 

In order to redistribute and allocate the risks in the security 
markets, financial practice has developed a number of devices. 
The most significant one from the point of view of risk-bearing 
is that of “trading on the equity,’ a term borrowed from 
legal usage and connoting in its broad sense the raising of 
funds on a comparatively low cost basis through the issue of 
prior claims to income or assets. The junior security holders 
thus assume greater risks in the hope of securing larger profits 
through the sale by the enterprise of bonds and preferred 
stocks. “Trading on the equity’ denotes that part of the 
issued securities of the company are given what is meant to 
be an investment status, while the junior issues bear more 
than their share of the speculative risk in return for greater 
ultimate profit possibilities. It thus becomes possible to segre- 
gate most of the risk element, to be borne by those willing to 
specialize in assuming it for the sake of a larger possible return. 

An important factor of uncertainty resulting from this pres- 
ent-day financial practice is the effect of variations in the pur- 
chasing power of money. Trading on the equity involves the 
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issue of bonds and preferred stocks with generally a fixed 
annual income. The common stock is entitled to all the residual 
income. Any pronounced decline in the value of money thus 
reacts very unfavorably upon the fixed-income-bearing security 
in the enterprise, while a rise in the purchasing power of the 
dollar has an opposite effect. This is more fully discussed ° 
in Chapter XIII. 

A second factor affecting the distribution of risks within 

the corporation is the financial policy followed by its manage- 

ment. Where a corporation builds up large reserves, puts its 

plants in excellent shape and pays dividends only after these 

requirements have been fulfilled, it is placing a cushion of 

financial strength between the corporation itself and its security 

holders, so that shocks felt by one are passed on to only a 

small extent, if at all, to the other. In other cases, the ordi- 

nary risks of the enterprise are multiplied many times over by 

a policy of alternatingly over-paying dividends and sharply 
retrenching for the purpose of physical rehabilitation. 

The distribution of risks through methods of capitalization 

thus determines the types of securities issued by corporate 
enterprises. These securities are then bought and sold in the 
market, and their quotations are placed at the mercy of the 

multiple forces which determine fluctuations in prices. These 

forces are numerous, and at different times play more or less 
important parts in determining market values. The two major 

market factors, as distinct from changes in business conditions, 

are the general level of interest rates, already discussed in 

Chapter X, and the degree of confidence felt by the security- 

buying public, generally reflected in a willingness to buy freely. 

The following diagram summarizes the distribution of risks in 

the security markets: 

Securities Markets 

General business : Trading on 
risks the equity 

and 
financial policy 
of corporations 

Influenced by: 
1. Interest rates 
2. Attitude of 
security buyers 

Risks of the 
individual 
enterprise 
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The market for securities is thus seen to be a highly uncer- 
tain affair, involving not only the ordinary risks of business, 

but a number of additional factors arising out of the market 
itself. These risks are to some extent segregated by the process 
of issuing prior securities or trading on the equity, and they 
are reduced or increased, as the case may be, by the financial 
policies followed by individual corporations. 

Speculation and the Security Markets 

We have thus far considered speculation as an individual 
activity, consisting of the assumption of risks for the sake of 
profit. We now wish to determine the effects of such specula- 
tive activity on security prices, especially in the organized 
security markets. 

The only way in which speculation affects the security market 

as a whole is in the extent to which it results in purchases and 
sales of securities over and above what would be the case if 
speculative activity were non-existent. The purchaser of specu- 
lative securities who buys them outright and holds them for 
profit is an investor from the standpoint of the market—he 
makes his purchase and pays for it just as he would for a 
high-grade investment issue. We often read of “investment 
buying”’ going on in the stock market. This refers to purchases 
of all kinds of securities, regardless of the risk involved, by 
those who mean to pay for them and retain them for some 
period of time. 

Only that kind of speculation affects the market in a special 
way which creates a demand for securities over and above such 
“investment buying.’’ Such a demand is created when securi- 
ties are bought on margin, for in this way an individual uses 
bank credit to buy more securities than he can afford to control 
with his own funds. Such purchases are seldom designed as 
permanent commitments. Rather it is hoped that the price 

of the security will rise within the shortest possible period, and 
that after it has risen the speculator will be able to resell to 
someone else, either another speculator or an investor, who 
will pay for and hold it more or less permanently. Secondly, 
those who buy and sell large amounts of securities with their 
own funds for the sake of quick profits exercise a distinct 
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effect on the level of prices, especially when such trading is 
designed to bring about substantial price change, as in pool 
manipulation. In this class are also floor traders and other 
professional buyers and sellers of securities, who often buy 
and sell on the same day and thus avoid the necessity of 
paying for their purchases. In the third place, short sellers of 
securities, by increasing the supply, affect the market in a 
special way. 

The effects of large-scale speculation upon the course of 
security prices have often been discussed in the past. The 

optimistic view of such effects, frequently presented at some 
length by apologists for speculative activity who feel called 
upon to answer ignorant popular criticism of the stock ex- 
changes, holds that the speculator limits price fluctuations, and 
thus benefits the public. Stability of security prices is obviously 
desirable from the investment and social viewpoint. The specu- 
lator, through buying when investment demand is small for 
one reason or another, keeps prices from falling, or at any 
rate from falling too rapidly. He is willing to utilize bank 
credit and assume the risk of carrying securities for the sake 
of a gain he is said to earn abundantly in terms of social serv- 
ice. Similarly, the short seller is found to exercise a beneficent 
influence in maintaining the relative stability of prices. When 
prices go up too fast, it is argued, the short sales of the 
speculator limit the rise. Conversely, when prices decline too 
rapidly, covering operations by short sellers similarly limit the 
amplitude of the fluctuations. 

This optimistic view is based on an assumption very com- 
mon to classical economics, which explains why one of the 
best-known expositions of it has come from the pen of John 
Stuart Mill. It assumes that the speculator is an entirely 
rational and farsighted, as well as successful, being. This 

assumption perhaps is largely borne out in a few cases, but 
there are many instances when the contrary has proved to be 

the case. 
There is a strong psychological attraction in the assumption 

of risks which few individuals escape. Usually, this tendency 
is gratified in purely gambling activities of a minor sort, such 
as card playing, sports, etc. However, what financial writers 
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are pleased to term “the public’ is now ever ready to gratify 
this tendency in the stock market also if prices rise steadily; 
and the history of stock speculation is replete with such periods 
of widespread public participation in the stock market, during 
which reasoned analysis of values becomes a poor guide to 
price movements, and even the able and shrewd professional 
speculator must throw caution to the winds and swim with the 
tide if he is to escape being swept away. Speculation at such 
periods doubtless greatly increases the amplitude of price fluc- 
tuations, instead of making for price stability. 
When we consider, not the broad movements of the market, 

but changes in individual securities, speculation doubtless plays 
a much larger role in increasing the amplitude of fluctuations. 
Frequently a stock declines in price after a major upswing, on 
the announcement of the news that the upswing had anticipated. 
The speculator explains the drop by the fact that “the news 

is out.” What he means is that speculation had more than 
anticipated the rise. But the tendency of speculation to exag- 
gerate price movements is even greater when popular attention 
is attracted to one particular security or group of securities 

by some rumor or report, the exact import of which is not 
correctly gauged. Fig. 9 shows the movement in the price of 
American Telephone & Telegraph capital stock, from January 

I, 1927, to May 3, 1929, when no significant news was pub- 
lished about the company, but speculation was rampant in the 
security market generally. While a free market may stabilize 
prices in general, and over a period of time, it does cause wide 
discrepancies in the cases of individual issues. 

There is no need to defend speculation on moral or ethical 
grounds by alleging that it limits security price fluctuations. 
The fact is that, without a free market for such speculative 
securities, it would not be possible freely to secure capital for 
new and uncertain enterprises. Numerous sound investment 

securities of the present day passed through a long period in 

which they underwent wild and exaggerated fluctuations be- 
cause of keen speculation in their shares. It was chiefly the 
appeal of these speculative movements to the stock trader which 

made it possible to float these shares in the first place, however, 
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Speculation as such is neither more nor less desirable than 
investment, from the social standpoint, as has been seen. 
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Fic. 9. Weekly High and Low Prices for American Telephone & 
Telegraph Capital Stock on the New York Stock Exchange, with Volume 
of Trading. January 1, 1927—May 3, 1920. 

Economic and Social Effects of Security Speculation 

The chief general economic effects of security speculation as 

now carried on are three in number. These are: 

Capital is made available for almost any new enterprise 

which promises large returns through the development of a 

demand for speculative securities. 
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The automobile, the radio and the airplane industries have 
within recent decades proved that substantial amounts of capt- 
tal can be raised within this country when the industry for 
which capital is sought is hardly out of its embryonic stage, 
and the reasons why are clearly set forth in the average pros- 
pectus advertising a new security offering of this type. The 
writer of such a prospectus can point to similar success of other 
new industries in the past, and the number of such cases has‘ 
been legion. An argument by analogy may not always be 
sound, but it is invariably effective, especially in a new and 
ever-growing country. 

As a result of the many cases of fabulous profits earned 
from the purchase of speculative securities, a large part of the 
security-buying public in this country is hungry for speculative 
possibilities, even at the expense of stability and safety. Na- 
tional psychology differs greatly in this respect. Just as the 

average French investor carefully tries to avoid risk, although 

he does not always succeed, American investors, even of the 

conservative type, will frequently place their money in a specu- 

lative issue “with long-pull possibilities.” This tendency has 

been ever associated with the pioneer spirit. 
2. The savings and bank credit resources of the country are 

opened to the use of enterprises of a speculative nature. 
One of the most remarkable aspects of security speculation 

of the characteristic margin-trading type is that it makes a 
speculative security purchase the basis of a bank loan gen- 

erally considered of the most liquid and safe kind. The margin 

trader, specializing in the assumption of such risks, advances, 

in the usual case, from 15 to 40 per cent of the market price 

of the security, the rest being secured from a bank on a col- 

lateral loan. This loan, usually of the call type, then is con- 
sidered the most liquid part of the bank’s portfolio, although it 

is, at the same time, the means which permit the creation of 

a market for the speculative security in question. A large 

part of the billions of dollars invested by the banks in call and 
time security loans, therefore, represents a tapping of the 

liquid credit resources of the country for the purposes of 
financing speculative enterprises. The risk element in the 
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transaction is segregated and borne by the speculator, because 
he is lured by the possibilities of large profits. 

3. Speculation acts as a stabilizer, although an imperfect 
one, in the market for securities. 

It has been seen above that frequently, owing to the im- 
perfections of the speculator himself and the alternating ebb 
and flow of public participation in the market, speculation may 
exaggerate ordinary fluctuations in security prices. It remains 
true, however, that the speculator is frequently the only buyer 
when other holders are eager to sell out their holdings, while 
conversely he may be a short seller when a temporary heavy 
demand bids fair to overvalue prices. 

The social effects of speculation are more intangible and 
difficult to measure. Doubtless there have been numerous occa- 
sions—the more picturesque of which have been the tulip craze 
in Holland and the South Sea bubble in England—when popu- 
lar participation in speculation became so keen that the ordi- 
nary life of the community was disrupted and a part of the 
populace demoralized by the get-rich-quick idea. On the other 
hand, speculation has proved for some an avenue to that more 
highly regarded habit known as thrift. The meager return 
of the pure investment security may not be able to lure into 
the fold of investors those of a more speculative temperament ; 

but the combination of investment and speculative features 
held out by many securities now traded in on the market does 
have the effect of breaking them into the security-buying habit. 

Speculation and Bank Credit 

The bulk of security speculation takes place with the use of 
bank credit, secured either through brokers’ loans or through 
direct loans to speculators from their banks, the securities 
bought being used as collateral. The volume of bank credit 
absorbed in such speculative purchases of securities varies 
widely with the state of the security markets. Early in 1929, 
the banks of this country had in round numbers $3,000,000,000 

of brokers’ loans outstanding, and $10,000,000,000 of loans 

made to other borrowers secured by stocks and bonds. While 
a large part of this latter sum represented loans made for com- 
mercial and industrial purposes, perhaps the bulk of these se- 
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curity loans at that particular time represented the use of bank 

credit in the carrying of securities for a rise. 
When the volume of bank credit absorbed in security specu- 

lation expands, as it did rapidly in 1927, 1928 and 1929, a 
serious question arises in connection with the effect of this 
speculative expansion upon the general banking structure of 
the country and the condition of business. Does this specula- 
tive credit expansion make much less credit available for busi- 
ness needs? What happens to the credit thus advanced to 
speculators? 

The superficial view frequently advanced is that the security 
markets absorb credit like a sponge, so that the more credit 
there is outstanding against securities, the less there is left 
for the agricultural, commercial and industrial borrowers who 
wish funds for “legitimate” business use. But if this problem 
is analyzed, it is found that practically all of the bank credit 
which originally takes the form of a loan to a broker or a 
security speculator goes into business as purchasing power 
either in the hands of business corporations or in the hands of 
buyers of securities. 

To prove this thesis, it is necessary to trace the course of 
the credit which originates as a loan for the purpose of carry- 
ing securities. The buyer of securities, or his broker, uses 
the bank credit to help pay for the securities. The seller of 
the securities who thus receives this buying power may do one 
of several things. If he buys other outstanding securities, 
he merely transfers the credit to another seller of securities, 
and the problem remains in its original form. Sooner or later, 
however, many sellers buy new issues of securities with the 
purchasing power so obtained, and thus transfer the proceeds 
of the broker’s loan, at one or more removes, to business cor- 

porations and governments which issue securities. In so far 
as security loans go into new capital issues, directly or indi- 
rectly, therefore, they represent credit created in the first 
instance for speculative purposes, but transferred to business. 
These security loans permit the sale of new securities in much 
larger volume than would otherwise be the case, and constitute 
the means for financing business through the security markets 
instead of the old-fashioned way through the banks, 
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But not all those selling securities to buyers who pay with 
the aid of security loans put the proceeds into other securities. 
Many individuals put such proceeds directly into business enter- 
prises which they own. Here the broker’s loan is used to 
finance business even more directly. Others put such proceeds 
into real estate where, once again, the broker’s loan is used to 

finance an important productive industry. 
Finally, in times of rising security prices, a large part of the 

profits made possible by increasing security loans to brokers 
and individuals goes directly into consumption goods. Fine 
automobiles; sumptuous residences and other more or less 
luxurious forms of spending are made possible through sales 
of securities at large profits—sales made to others who borrow 
from the bank to pay for their purchases. 

Therefore, we may conclude that bank credit finances busi- 
ness, no matter whether advances are made directly to corpora- 
tions and farmers or indirectly through security loans, the 
proceeds of which are either used to buy new security issues or 
are placed by the sellers directly in their businesses, or are 
spent for consumption goods and thus transferred to the busi- 
ness enterprises selling the goods. As a matter of fact, this 
illustrates one general truth of banking—that bank credit nor- 
mally cannot be destroyed, but is merely transferred from one 
account to another until repaid. The credit which takes the 
form of a security loan is thus transferred practically entirely 
to business firms. Roughly, this might be called a case of 
the law of the conservation of bank credit, corresponding to 
the laws of the conservation of energy and the conservation of 
matter in physics. 

From the social viewpoint, however, there is a vast difference 
between credit expansion through security loans and credit ex- 
pansion through business loans. The latter are made by indi- 
vidual bankers, generally after analysis of the credit of the 
borrower and some scrutiny of the purpose of the advance. 
The banker’s influence is all on the side of conservatism, liquid- 

ity and safety. When business raises money via the security 
markets, however, the disposition of the credit is largely at 

the mercy of the security speculator, who picks securities which 

give immediate indication of appreciation. If the proceeds of 
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the security loans go into consumption, the buyer of luxuries 

has the control over the flow of credit. Therefore, a large 

volume of security loans reflects the fact that the investor, 

the speculator and the spender, in place of the banker, have been 

made arbiters of the flow of credit. 

Manipulation and Security Prices 

In the discussion of speculation above, care has been taken to 
avoid reference to one concomitant of much of organized specu- 
lative activity—manipulation. There are those who would 
say that the stock exchange is merely a den of iniquitous 
manipulation—a very obvious superficial exaggeration. Equally 
exaggerated is the claim of those who solemnly state that 
prices of speculative securities reflect solely “the free play 
of the forces of supply and demand.” It requires a very short 
acquaintance indeed with the stock market to know that manipu- 
lation is a very important factor—one that makes the term 
“organized speculation” particularly appropriate—in security 
price movements. 

One of those who mistakenly feel called upon to act as the 
heaven-sent apologists of things as they are has this to say 
about speculation on the exchanges: ? 

The most easily manipulated market is the limited market. The market 
you cannot manipulate is the big, open, easy, facile market, where every- 
body can trade with the least restriction. . . . There is no man so big: 
he can manipulate a market into which the whole public comes. The idea 
that a big man can manipulate a market is greatly exaggerated anyway, 
but the bigger the market the harder it is for the big man to manipulate 
it. If the market is bigger than the man he cannot manipulate it. The 
public determines the price of the stock in the long run, and the more 
easily you let the public come in the harder it is for the big man to manipu- 
late. 

This sort of ratiocination is based upon a very superficial 
view of the nature of the securities markets. There is no one 
uniform commodity there which the public can come in to buy 
and sell as the market moves higher and lower. Instead, there 
is a large number of securities, in each of which a different 

* Testimony of H. C. Emery in Regulation of the Stock Exchange, Hear- 
ings before the Committee on Banking and Currency, U. S. Senate, 63rd 
Congress, 2nd Session, on s. 3895, Washington, IQT4. 
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technical market situation may occur. In one case, where the 
ownership of the security is spread widely among the public, 
it may be difficult to bring about a major fluctuation without 
public confidence, although a group with the proper financial 
sponsorship could and constantly does create such confidence 
by artificial means. As a matter of fact, however, many large 
and well-distributed stock issues have so small a floating supply 
as to permit of wide manipulative movements. In other cases, 
where the stock is largely held by a few individuals with plen- 
tiful means, there is no reason why a major movement cannot 
be brought about without public participation. 

Manipulation becomes all the more effective because of the 
unequal knowledge and financial resources of the several classes 
of participants in the business of stock speculation. First, 
there is the “public,” consisting mainly of relatively small 
traders and investors, often with a very imperfect notion of 
conditions surrounding security values and distinctly limited 
resources. This public buying does not as a rule suffice to 
cause wide changes in the price level of securities, for it is 
not efficiently directed toward an end. When stocks are left 
alone and the public has the market in its own hands, prices 
are likely to move uncertainly up and down, without any de- 

cisive trend, unless there is special and definite news forth- 
coming about the issue. The outside public generally must 
be led and directed in its buying before decisive price trends 
occur. As a rule, the public buys on a large scale only when 
there is a sharp rise in prices, or when “tips” to buy are sent 
out by brokers or through more devious channels. In both 
cases, it is obvious that others provide the incentive which 
results in purchasing by the average trader. It is only in the 
exceptional case that the public “takes the bit in its teeth,” and 
overwhelms the plans of the big interests operating in the 
market by acting contrary to expectation, through excessive 
optimism or the reverse. * 
A second important group of participants in the stock market 

are the professional traders, who know the ways of the market 
and make a business of operating on it. These professionals, 

1The factors in the speculative security market are discussed fully in 
Bonn, Frepertc Drew, Stock Movements and Speculation, chap. iii. 
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while armed with much better knowledge and much larger re- 

sources than the average outside trader, also follow rather 

than direct the trend of the market. The average professional 

speculator is eager to follow the trend once it is established, 
whether it be for a rise or fall, relying as a rule on others 
to initiate and direct the movement. 

The third factor in the speculative security markets is the 
operations of the leading financiers and industrialists—people 
sometimes vaguely termed “‘insiders.” These leaders, with 
powerful banking connections, and controlling as they do the 
management of many of the corporations whose shares are 
traded in on the security markets, are in a position to make the 
trend in the market, provided they do not flout fundamental 
economic conditions for any length of time. Within this select 
group are found the leading bankers of the country, the great 
investment bankers, a number of heads of stock exchange 
houses and the executives of sundry corporations. 

On the other hand, it must be remembered that the backbone 

of the market is the buying of investors, who acquire securities 
to hold rather than to sell out as soon as possible to someone 
else at a higher price. This investment buying does not exer- 
cise much effect on the trend of prices at any one time, for such 
buying constitutes a relatively small proportion of the total 
volume of transactions in active stocks. Furthermore, invest- 

ment buying is accomplished once and for all, while speculative 
trading results in a heavy turnover of stock again and again. 
But over a period of time investment buying cuts down the 
floating supply of a security, the latter connoting the portion 
registered in the names of brokers and held for speculative 
appreciation. 

Furthermore, in the long run this investment buying and 
that of the trading public determine to a large extent the 
selling price of a security. No one cares artificially to main- 
tain the price of a security indefinitely unless the public fol- 
lows suit and buys it at the higher prices. But a major 
manipulative operation may be carried on over a period of 
years, during which the price is kept at an artificial level. If 
the public does not join in, the price must sooner or later find 
a level at which those seeking to manipulate can relieve them- 
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selves of the holdings bought for this purpose. More usually, 
the price is raised intermittently and then allowed to drop to 
permit a repetition of the process. 

Effect on Investment Securities 

The ebb and flow of speculative and manipulative activity 
naturally have a considerable effect on the market for invest- 
ment securities. High-grade common stocks especially are sub- 
ject to occasional wide fluctuations in response to such activity, 
impairing their stability and in many cases their worth as pure 
investment securities. This is especially the case in times of 
widespread public participation in security speculation, when 
many conservative issues are taken in hand and whirled 
up to unjustified heights. At such a time, many arguments 
may be forthcoming to rationalize what happens, such as the 
infinite future growth of the country, the change from a debtor 
to a creditor nation, etc. But the fact remains that even the 

best securities may rise too high and then constitute a poor 
investment, just as the poorest securities may be priced too 
low and then constitute a good speculative commitment. 

One result of this speculative activity in investment securi- 
ties is to create a broad group of speculative investments which 
involve limited risks, but in which an opportunity for a substan- 
tial speculative profit exists. In this group are to be found a 
large number of high-grade common stocks, and several pre- 
ferred stocks and bonds selling at low prices. The bulk of the 
bonds of foreign governments of poor credit standing are 
doubtless also included in this class. 

It would undoubtedly be desirable to avoid fluctuations in 
investment securities, if this could be done without interfering 
with the freedom of essential speculative financial operations. 
Stability is from the long-range point of view a desirable 
quality in an investment, and in the long run constitutes a 
great source of encouragement to the accumulation of savings 
in the community. Through publishing a mass of information 
on the operations of the railroads, and through rigid control of 
their financial policies, the Interstate Commerce Commission 
after 1920 sought in a general way to stabilize the investment 
value of railroad securities with this in view, and succeeded 
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to a substantial degree. But experience shows that capital can 
be raised most quickly for any purpose while similar securities 
are rising sharply. Hence, in a new industry or a new coun- 
try, highly fluctuating and speculative security markets prove 
desirable, if the general trend is upward. Then heavy pur- 
chases by speculators create an adequate supply of capital where 
investors would be slow to place their funds. 

Reduction of Risk through Financial Organization 

In this chapter, the risk element in the business structure as 
a whole and in the security markets has been analyzed into its 
component elements. Through expert management and proper 
diversification of risks, speculative reverses may be largely 
reduced. 

The financial institutions discussed in the first part of this 
volume are devoted in part to the reduction or isolation of 

the risk element. The savings bank and investment trust, by 

careful investigation in purchasing and diversification in hold- 
ing securities, seek to eliminate it. The general management 

type of investment trust, as organized in this country, further 

segregates risk by the process of trading on the equity on its 

own account. In this way, while the senior securities are high 
grade, the junior issues represent those with the risk element 

isolated, and are frequently of a highly speculative nature. 
The investment banking house, which acts as the middleman 

between the issuing corporation and the buyers of securities, 

plays a role in the stabilization of investment. By its investi- 

gation and sponsorship, it often eliminates part of the un- 

certainty surrounding the security: After the issue has been 
put out, the market is generally supported, at least during the 

period in which it is being distributed. Finally, many houses 

seek to establish a market over a longer period of time. By 

watching over the market, the investment banking house can 
act in the interest of avoiding major price fluctuations through 
artificially intervening when this appears necessary, buying of 

the issue when the supply appears to be too large, and selling 
back when the market appears able to absorb a large supply. 
The banking house can thus limit the effect of speculation, if 
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any occurs, upon the price of an issue intended to be an invest- 
ment security. Of course, when the speculative movement 
gets under way with force, the banker can do little, although he 
may try to halt the advance by pointing out, directly or indi- 
rectly, that it is unjustified, and presenting the facts to prove 
this assertion. 

Combining Speculation and Investment 

While part of the machinery of investment banking and 
corporation finance seeks to delimit the field of investment 
from that of speculation, a tendency exists also to combine 
the two. Many an investor seeks to combine his investment 

with some speculative feature which will enable him to profit 
from any unusual prosperity which may befall the enterprise 
issuing the security. Hence the great vogue of convertible 
securities, and those with options attached, especially within 
recent years. 

A security of this kind really consists of two portions—an 

investment bond or preferred stock, and a call on a more or less 

speculative common stock. This call is generally a highly 
speculative item with a small immediate value. Nevertheless, 

so many of these features have proved profitable in the past, 

over a period of years, that they have a special fascination for 

even conservative investors. Especially in times of a general 
rise in the security markets, convertible securities and those 

with options attached are in great demand. Then even bona 
fide investors demand a speculative “‘kick’’ to their securities. 

This mixture of investment and speculative features often 

results in complicating the value of the security to a consider- 

able extent, because of the presence of both features. On the 

other hand, where an enterprise is not strongly enough estab- 
lished to justify the issue of bonds which can be offered as 

high-grade investments, this feature proves a convenient means 

of raising money at relatively low cost. In the case of senior 

security issues of smaller industrials, the Industrial Securities 

Committee of the Investment Bankers Association has gone so 

far as to consider that the investor has some right to such a 

speculative feature, in view of the risk he necessarily assumes. 
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Chapter XII 

CONTROL OF INVESTMENT CREDIT AND SECURITY 
SPECULATION 

Need for Investment Credit Control 

In the preceding chapters, the flow of funds into the capital 
market has been considered. The relation of the money to 
the capital market and the effect of the phenomenon of specu- 
lation upon both have also been taken up. The process has 
been regarded as largely automatic and determined by the 
institutional environment. Efforts have been made, however, 

to control the capital market through organized intervention, 
and it is to these efforts that the present chapter is devoted. 

From early days, the need for some agency for controlling 
banking activity has been felt. This need has grown steadily 
with the increasing size and complexity of the banking sys- 
tems of the leading countries of the world. Since, as has been 
seen, the money and capital markets are closely related in a 
number of ways, control of commercial banking necessarily im- 
plies investment banking control as well. 

Control has been found necessary to assure the ultimate 
soundness and stability of a credit structure, and may be exer- 
cised in a variety of ways. The usual method is the establish- 
ment of a central bank under government auspices, which then 
operates not for its own profit primarily, but for the purpose 
of keeping the credit structure of the country on a sound basis. 
In modern central banking practice, this has been done through 
operations in the money market which the central bank, with 
its great resources, is able to carry out on a scale sufficiently 
large to affect the entire banking and business structure. 

The chief concern of the central banking agencies which, 
like the Bank of England, the Bank of France and the Federal 
Reserve Banks, seek to control the credit situation within a 

country is the money market, the organization of which has 
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been described in Chapter X. They are interested primarily 
in the market for short-term loans and paper, for they are 
formed for the purpose of acting as bankers’ banks, controlling 
the volume of credit made available to business and agricul- 
ture. Investment banking, or the supplying of long-term capi- 
tal, does not in the first instance fall within the province of 
central banking activity, except in so far as the supply of capital 
to the government is concerned. Invariably, central banks 
become fiscal agencies of the government, despite many past 
and present attempts to separate the two. 

While in theory most central banks are expected to concern 
themselves with the money market alone, they inevitably affect 
the capital market as well, for, as was shown in Chapter X, 
one of the prime functions exercised by the money market is 
the regulation of the supply of capital which flows into the 
securities market and into speculation. Changes in the money 
market always affect the flow of funds into investment and 
speculation, and hence the activity of the agency which con- 
trols the one will affect the other. Conversely, no agency con- 
trolling the money market can afford to close its eyes to the 
condition of the capital markets. Again and again in the past, 
excessive activity in the capital market, either through un- 
warrantedly large new capital issues or widespread speculation 
in stocks, has tightened the money market and, by creating an 
unbalanced expansion of bank credit, has compelled corrective 
measures on the part of the banking authorities. 

Besides the control, generally indirect, exercised by the cen- 

tral bank on the capital market, a certain amount is also exer- 
cised by the investment banking houses themselves. As yet, 
no agency resembling a central investment banking institution 
has been evolved, but several of the largest investment bank- 
ing houses have, in the leading investment banking centers, 
developed sufficient contact among themselves and control over 
other banking institutions to work together to a considerable 
extent. 

Finally, the government exercises some control over invest- 
ment credit in unusual circumstances, especially in time of war 
and in connection with the movement of capital between 
countries. 
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Types of Control 

Control over credit may be essentially either quantitative or 
qualitative. It may seek to regulate the total volume of credit 
sought, or determine the type of borrower who shall get the 
credit available. In central banking practice, both types of 
control are exercised. Through manipulation of the rediscount 
rate, through purchases and sales of bankers’ acceptances and 
through similar operations in government securities, the central 
bank exercises a profound effect on the total volume of liquid 
funds in the market. At the same time, by favoring agricul- 
tural and business paper and seeking to discriminate against 
paper arising out of speculative transactions, the central banks 
in some countries, and notably in the United States, endeavor 
to install a régime of qualitative credit control as well. If this 
régime works successfully, rates for speculative credit might 
soar at the same time that the cost of money for purely business 
and agricultural uses remains unchanged. This policy of 
qualitative credit control is practicable only if the reserve banks 
can actually direct the disposition of the credit they grant; 
and their ability to do so is a moot question.” 

As investment credit control is largely indirect, arising 
through control of the money market, qualitative control of it 
is particularly difficult. Hence, when it becomes necessary 
owing to special circumstances, the government usually inter- 
venes, as it did during the war when the Capital Issues Com- 
mittee was established to give financing of war needs priority 
over other capital flotations. 

Control of the capital market on a qualitative basis through 
discrimination between investment and speculative activity has 
been attempted in the past. Federal Reserve authorities have 
sought to withhold the use of short-term funds for the purpose 
of carrying stocks for a rise in price, especially in the form of 
brokers’ loans. At the same time, they have expressed them- 
selves as unwilling to interfere with the flow of credit into 
industry through the issuance and sale of investment securities. 

1This is the expressed aim of the Federal Reserve Act. Some writers 
deny that this policy can be enforced. Thus Burgess says, “The Reserve 

System cannot prescribe the uses to which credit shall be put. That decision 

rests with the individual member bank.” See Burcess, W. R., The Reserve 

Banks and the Money Market, p. 179. 
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A qualitative distinction between investment and speculative 
security loans is extremely difficult to make because of the 
impossibility of distinguishing between these two types of 
transactions from the point of view of the capital market as 
a whole, as was seen in the preceding chapter. It was there 
concluded that the major distinction from the market viewpoint 
is the extent to which bank credit is absorbed to carry securi- 
ties, regardless of the amount of risk involved in the securities 
purchased and whether new or old issues are involved. In fact, 
loans made to speculative security buyers to permit them to 
purchase stocks on margin are used to a large extent to pay for 
securities bought from those who desire to place the proceeds 
in new security offerings. 

However, as was seen in Part I of this book, investment and 

speculative activities in the securities markets are carried on 
to a large extent by different institutions. Efforts to control 
each, therefore, involve different problems. Accordingly, while 

the close interconnection of investment and speculative activity 
in the capital market is recognized, each will be treated sepa- 
rately here. 

Control of Investment Credit 

The market for investment securities is subject to con- 
stantly changing conditions. If the supply of funds seeking 

permanent investment is large, and the demand for capital, as 

reflected by the volume of new security offerings, is small, 
bond prices tend to rise. This rise in prices encourages inves- 

tors to hasten their purchases, and a certain amount of specula- 

tive buying for the rise enters the market to expand further 

its power to absorb new securities. On the other hand, declin- 
ing bond prices, from whatever cause, discourage buyers and 

thus tend to slow up the flow of investment capital, and at 
times to halt it practically entirely. 

Any tightening of the money market will affect the capital 

market only in so far as it increases the supply of investment 

securities in the market and thus adversely affects the price 
level. Let us assume, for example, that, as a result of rapidly 

expanding business activity and a resulting expansion of com- 
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mercial credit, money rates rise, and the central bank seeks 

to prevent further expansion by raising its rediscount rate and 
selling in the open market bankers’ acceptances and government 
securities. The immediate effect is to increase the supply of 
bonds in the market from several sources. Commercial banks 
are large holders of bonds. On June 30, 1928, all banks were 
reported officially to hold, in round numbers, $6,000,000,000 

of government bonds and $12,000,000,000 of other securities, 

mainly corporate bonds. The commercial banks hold these 
securities in their portfolios only so long as they give a larger 
return than can be secured from other sources, liquidity and 
marketability being considered. When higher rates are avail- 
able elsewhere, and especially when they need funds because of 
a tightening of the money market by the action of the reserve 
banks, the commercial banks sell securities if they can do so 
without too great price depreciation. This increases the supply 

of bonds in the market, and has an adverse effect on their 

prices. 
There is a second way in which the tightening of money rates 

adversely affects prices for long-term bonds. As was seen in 

Chapter IJ, investment banking houses carry new issues of 

securities, pending their distribution to investors, on collateral 

loan with commercial banks. When money rates are high, it 

becomes expensive to carry securities in this way, as the interest 

received on them does not, in many cases, cover the interest 

paid the banks on the collateral loans. The result is that bond 
houses become eager to dispose of the bonds more quickly, 

often at some slight sacrifice in price. Furthermore, the ex- 
pense of carrying new offerings will in itself make bond houses 

less eager to buy other new issues unless it can buy them 

cheaply, price them below the market level, and thus sell them 
quickly. This tends to lower bond prices generally. 

In the third place, higher money rates will cause certain in- 

vestors to shift from the capital to the money markets because 

of the higher return obtainable in the latter. Thus, in the latter 
part of 1928, when call money rates frequently ruled above 7 

per cent, many institutional and individual investors sold bonds 
giving returns in many instances of 5 per cent or less, and 
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instead put out the proceeds in the call market. Thus, the 

supply of bonds in the market was increased and prices dropped. 

This process was greatly extended during the following year, 

when the call money rate reached 20 per cent. 
Conversely, low money rates tend to expand the demand 

for investment securities from banks and investors, and to 

encourage investment banking houses to put out new issues 
which can be carried cheaply at the banks. When money rates 
are tending downward, furthermore, individual and institu- 

tional buying is hastened. 
As a rule, the volume of new security offerings reflects the 

state of the bond market more than any other factor. In other 
words, the effective demand for new capital is largely,a func- 
tion of the condition of its supply. When the market is in 
good shape, investment bankers hasten to put out issues which 
they have been working on for some time, and borrowers are 
tempted in turn to enter the market by declining rates. On 

the other hand, adverse conditions in the market cause invest- 

ment bankers to discourage would-be borrowers from entering 
the market, and to hold up as long as possible issues which 
they do take on. Therefore, when a rise of substantial pro- 

portions in money rates takes place, resulting in depressed 
conditions in the bond market, there is an immediate tendency 

for the supply of new issues to decline and for the flow of 
funds into investment channels to be reduced. The effects of a 
failure to follow such a policy are discussed in the section fol- 
lowing this. 

High money rates, therefore, tend to cause a condition of 

indigestion in the bond market. The market being over- 
supplied with bonds, investment banking houses accumulate 

large volumes of bonds of both old and new issues, which 

they find they cannot sell rapidly enough. The accumulation 
of unsold securities discourages new issues and interferes with 
the regular functioning of the investment banking mechanism. 
At such times in the past it has been estimated that unsold 
securities “on the shelves” of bond houses and dealers may rise 
to more than $1,000,000,000. 

The manner in which the rise in money rates affected bond 
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prices and the volume of new security issues during 1928 is 
shown in the following table: 

Average call Mean of 
Month money rate | bond prices 

(per cent) (per cent) 

Volume of new 

bond offerings 

ANU OEY ccc ons cele erne sh 4.26 93-05 $598, 198,037 
IBieDuiany:- sort ce eit ce ak 4.36 92.66 645,931,500 
Wiaicohee opie: +) octet a 4.47 92.50 569,624,208 

a iA oe ae a ee oe 5203 Osnst 726,881,350 
BEAN est obs a's a's shores 5.68 92.67 630,612,825 
NUIMe Apa etocs cess oie. - Ont, Ore25 582,846,017 

BU Naceetreds elscensns olelecqcce't 6.66 90.46 192,932,841 
UNUIOLIGE Pere ches oe tero 2% OE 77 89.72 126,430,040 
eptember s,s oe. se: 7.25 90.58 309,872,450 
Wetmore. pits terse oor. 6.94 90.68 355,279,000 

INOVEMIDOE. cc. ocic wots. 32055 6.75 90.96 429.745, 000 
Weeenaber 1.1.0 sicieerss 8.74 90.23 302,040, 200 

Control of the supply of investment capital which central 
banking authorities can exercise through their jurisdiction 
over the money market is further limited during periods of 
large-scale security speculation by the ability of corporations 
to sell more or less speculative stocks instead of bonds or pre- 
ferred stock of investment character. At such times, although 
money rates may rise to high levels and bond prices be much 
depressed, the public appetite for securities with possibilities 
of appreciation may be so keen as to permit the volume of 
new security issues to remain large. This is illustrated by the 
experience of 1928 and 1929. The following table shows how 
a rising call money rate was accompanied by a sharp increase in 
the relative proportion of stock financing in the market. The 
tendency was further accentuated by the large number of bonds 
with speculative conversion and option warrant features 
which were sold largely on the basis of the latter, rather than 
on any intrinsic investment merit. 

During the five years preceding July, 1928, when stock 
financing first became a pronounced feature of the capital mar- 

ket, new stock flotations amounted to approximately 25 per cent 

of the total volume of new issues of all kinds. 
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Average call |Total new financing} po, cent in stock 
Month money rate | (in millions of nagiiae 

(per cent) dollars) 

NalyetO 2G teteres slats 6.66 625 60 
PNUSUIStHeras cis astern 6.77 274 54 
September........- 7.25 476 40 
@clobeteae res care 6.94 783 55 
November: .:5.:.-. 6.75 875 50 
December... i352. 8.74 986 60 

January, 1929..... 7.07 703 51 
February. 2.3 «ste. «ss 6.98 1,021 59 
WMSEGN Shai sic. aeis ea 9.52 1,050 50 
DADE Ibctass sioace wecitets 8.75 618 53 
VIAN ajeate «sate cts sce 8.70 634 50 
MMe ees ee wale tee 7.60 813 65 

Control by Investment Houses 

A state of indigestion in the bond market can also be brought 
about through failure of issue houses to keep down the volume 
of new offerings to a figure which the market can absorb, re- 
gardless of what the relative size of the demand may happen to 
be. No matter whether the demand be small or large, if the 
stream of new offerings is excessive in relation to that demand, 
the market will soon be burdened by an excess supply of invest- 
ment securities, bringing about a general decline in prices. 

Such a condition developed, for example, in the summer of 
1927, at a time when the money market was abnormally low 
as a result of the efforts of the reserve banks to aid European 
financial rehabilitation by encouraging the flow of funds 
abroad. The bond market was in good condition, but invest- 
ment banking houses sought to take excessive advantage of it 
by putting out too many individual issues, many too highly 
priced. Before long they found themselves in the position of 
being unable to distribute them to investors, and they were left 
“holding the bag.” In order to cut down the rapidly accumu- 
lating stocks of unsold bonds, they had to offer them below. 
the original price. When they had cut the price of the new 
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issues and sharply reduced the volume of new offerings for 
about three months, the market quickly corrected itself and 
large-scale financing was resumed on a sound basis. 

At such periods of congestion brought about by unintelligent 
multiplication of offerings, the need for some cooperative action 
by investment banking houses is keenly felt. As a result of 
experience in such periods, informal efforts to time new offer- 
ings so that they will not interfere with one another are fre- 
quently made. The leading bond houses are usually informed 
several days in advance of what each plans to do in the way of 
new financing, and in self-protection they seek to avoid having 

too many big issues come out at once. Furthermore, when the 
market appears top-heavy, many houses will get into closer 
touch with each other and agree to hold back certain financing 
until the market improves. 

Proposals have been put forward from time to time for a 
“stagger plan” for new bond offerings, which would permit 
timing of new offerings in an effective fashion, thus giving 
the investment houses themselves control over the supply of 
new securities, and therefore, to some extent, over the volume 

of investment credit currently made available. These plans, 
however, have never had a real test. 

A measure of control over the process of new financing is 
also gained through the close relations which subsist between 
many investment houses and banks. Several large houses of 
issue, such as J. P. Morgan & Company and Kuhn, Loeb & 
Company, have an important voice in the management of a 
number of other security houses and banks in which they are 
directly or indirectly interested. They can thus dictate to some 
extent what these other institutions shall do, and use their influ- 

ence to prevent too large a flow of new issues at any one time. 
They can also assure that on new security issues, pending dis- 
tribution, a plentiful supply of bank credit on reasonable condi- 
tions shall be made available to themselves and their affiliations. 

Government Control 

Efforts to control the volume of investment credit sought by 
issuers of securities through governmental agencies have taken 
place only during war time. The aim of the government in 
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such times is to mobilize the financial resources of the country 
for war purposes, and all available funds in the market must 
be diverted into government bonds to assure an adequate supply 
of purchasing power for the government. Hence, except in so 
far as capital issues are made for the benefit of allies or are 
to foster war industries, they are distinctly discouraged.’ 

Government control, as described above, is qualitative as 
well as quantitative. During the Great War, the authorities in 
Washington sought to keep down the volume of investment 
credit obtained by industry in general, and also to distinguish 

between demands for capital on a qualitative basis, favoring 
some and forbidding others, according to whether the indus- 
try produced goods or services needed in the war. 

In normal times, there is in practically every important coun- 
try an effort to exercise qualitative control over investment 
credit in one field—that of foreign investment. In the United 
States, the government has assumed such qualitative control 
since the rise of the New York market as an international 
financing center of the first importance after the war. Ata 
conference in 1921 between leading investment bankers and 
several cabinet members, the former agreed to keep the State 
Department informed of such issues. In 1922, the government 
issued a statement in which it said: “The Department of State 
cannot of course require American bankers to consult it... . 
The Department believes that in view of the possible national 
interests involved, it should have the opportunity of saying to 
the underwriters concerned, should it appear advisable to do 
so, that there is or is not objection to any particular issue.”’ 

Under this policy, the government has prevented the issue 
of securities of nations which have not arranged to pay their 
debts to this government, and also of those governments which 
have not been recognized by our own. In other individual 
cases, as in the instances of the S40 Paulo coffee stabilization 

loan and the German potash loan, the State Department took 
the initiative in discouraging foreign loans because they were 
intended to keep up the price of commodities used by the 
American consumer. Otherwise, our government has avoided 

“This was the aim of the so-called Capital Issues Committee in Washing- 
ton during the World War. 
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interference in the export of American capital abroad. Other 
nations, like France and Germany, have endeavored to regulate 
the export of capital in the interests of the political and eco- 
nomic aggrandizement of the nation as a whole. In the case 
of Germany, the government has interfered also in the import 
of capital since 1924 by establishing a central bureau designed 
to approve before issuance all government and municipal loans 
proposed. 

Control of Speculation 

The problem of control of investment credit is inseparably 
connected with the control of speculation in already outstanding 
securities, especially on the exchanges. Speculation, if carried 
on moderately, may improve the market for new bond issues 
through increasing buying power in the hands of security 
buyers. When extensive enough, it often results in a sharp de- 
cline in the demand for bonds and a general rush to buy specu- 
lative securities, above all, common stocks. In times of over- 

extended speculation, investment banking houses seek to meet 
the desires of the buying public by including a larger proportion 
of speculative securities in their offerings, and thus may greatly 
expand the aggregate ability of the capital market to absorb 
new security offerings. 

The type of speculative activity in securities which affects 
the capital market is carried on with the aid of bank credit. 
Securities bought with bank credit are held for the most part 
on margin with brokers; to a lesser extent they are bought out- 
right and then carried with the aid of bank loans. Hence, 
the connection between the volume of security speculation and 
the money market is far more direct than is the case with the 
volume of investment credit. Security speculation absorbs 
directly credit which appears on the books of the commercial 
banks as collateral loans. Hence, any policy of control which 
leads to curtailment of such loans should result in a puncturing 
of the inflated balloon of speculation by taking away or making 
available only at prohibitive cost the credit basis of the buy- 
ing movement—the supply of bank loans for carrying pur- 
chases of securities. 

Before the establishment of the reserve system, there were 
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recurrent periods of speculation which ended abruptly through 
a severe stringency in the money markets, the sky-rocketing of 
money rates to such figures as 148 per cent, and simultaneous 
commercial catastrophe and disorganization resulting from the 
lack of credit facilities to finance ordinary business needs. The 
reserve system was planned to obviate these. old-fashioned 
panics by permitting the banks at such times to transfer their 
best assets to the reserve institutions, thus getting into a posi- 
tion where they could make additional advances of credit with- 
out forcing rates up to ruinous levels. At the same time, 
through its control of the money market, the reserve system 
was so placed that it could exercise control over the volume of 
speculation. The law was designed to serve only the “‘egiti- 
mate’ needs of business and agriculture, and it specifically 
states that no paper “covering merely investments or issued 
or drawn for the purpose of carrying or trading in stocks, 
bonds or other investment securities, except bonds and notes 
of the government of the United States” shall have the privi- 
lege of rediscount. The fact is, however, that if the banks 

desire additional credit to finance speculation, they can get it 
by turning over their commercial paper and acceptances to the 
reserve banks and using the credit so obtained for speculative 
purposes, if the Reserve authorities do not object. 

Reserve Banks and Speculation 

The reserve banks can supply credit to the market in several 
ways. In the first place, they can rediscount eligible paper 
of member banks; and, as a matter of fact, most rediscounts 

consist of notes of member banks secured by government se- 
curities. Thus the reserve banks may be used as a source of 
credit by any member bank having government securities in its 
portfolio. By manipulating the rediscount rate, some control 
over the volume of rediscounts may be exercised, although 

experience shows that higher rates do not always in themselves 
halt an expansion in credit. In fact, in times of rising security 
or commodity prices, the demand for credit may increase in 
the face of a perpendicular rise in interest rates. Secondly, 
the reserve banks buy bankers’ acceptances in the open market. 
taking all those offered which meet its requirements at a fixed 
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buying rate. In the third place, the reserve banks buy govern- 
ment securities, adding to or subtracting from their holdings 
of these as they see fit. 

But it must be clearly kept in mind that credit provided by 
the reserve banks through these operations is entirely different 
from credit provided by member banks. Reserve bank credit 
permits member banks to increase their reserves by equivalent 
amount. When a member bank rediscounts $1,000,000 of its 
obligations, secured by government paper, it gets a credit bal- 
ance on the books of its reserve banks of that amount. This 
credit is utilized as soon as possible by making a loan for an 
amount roughly equivalent. The proceeds of the loan so made 
are largely withdrawn by the borrower and paid over to his 
creditors, who deposit the sums so received in their respective 
banks. The $1,000,000 of reserve credit is thus transferred 

in large part to other banks. Those who receive these sums 
in turn pay them out to their creditors. Each bank receiving 
these deposits gets part of the reserve credit originated by the 
$1,000,000 rediscount, and uses it as a basis for loans, so that 

eventually the $1,000,000 of new bank reserve permits an ex- 
pansion of several times that amount in the banking system as 
a whole. The latest data available on the reserve system show 
that this expansion may take place to an amount equal to about 
eleven times the credit originally given by the reserve bank. 

This fact is of great significance for the speculative markets. 
Let us say that the member banks wish to increase loans by 
$1,000,000,000 for the purpose of carrying securities. How 
can they finance such a huge expansion in brokers’ loans? 
Merely by taking something less than $100,000,000 of govern- 
ment securities from their portfolios and using this as collateral 
to rediscount their notes of that amount with the reserve banks. 
Such a rise in rediscounts is so small as to make little difference 
in the position of the reserve system. The same effect can be 
achieved if $100,000,000 of gold is imported into the country 
and deposited by the member banks with the reserve institu- 
tions, or if the reserve banks purchase in the open market 

$100,000,000 of acceptances or government securities. In any 

case, the final result is a credit for that amount on the books 

of the reserve banks, leading to a multiple credit expansion. 



290 INVESTMENT BANKING 

Conversely, should reserve bank policy or an export of gold 

sharply cut down the volume of reserve credit, the resulting 

contraction has severe results in the money market. In fact, 

the contraction, if carried far, is so severe as to threaten dis- 

aster. But any movement to restrict credits on the part of the 

reserve banks tends in the first instance to cause a rapid increase 

in the volume of rediscounts, regardless of the rate of redis- 
count fixed. Then the real problem arises of reducing the 
volume of rediscounts. This was accomplished after the panic 
of 1920 by enormous gold imports, which were used in large 
part to repay borrowings at the reserve banks. 

It is evident, therefore, that the reserve banks possess the 

power, through the rediscount rate and open market operations, 
to control the volume of funds which can be made available 
by the member banks for speculation. In foreign central bank- 
ing practice, the discount policy is largely determined by the 
movement of gold into or out of the country. The business or 
speculative situation is supposed to affect this policy only when 
it results in changes in gold holdings, and both business and 
speculative or “Lombard” paper is accepted for discount. Thus 
heavy speculation, by raising security prices, may bring a 
great influx of foreign selling orders, causing an efflux of 
capital and hence, of gold, from the country. This in turn 

brings the protective action of a rise in the discount rate, which 
in turn raises money rates at home and so tends to discourage 
speculation." 

Efforts at Qualitative Credit Control 

In the United States, the reserve banks do not seem to have 

arrived at any definite policy on the rdle they are to play in 
the future control of speculation. The ordinary functioning 
of these banks results in a quantitative control of the volume 
of bank credit. The law seeks to make this control qualita- 
tive as well, by ruling out speculative paper from its portfolio; 
but we have seen that this is not effective in practice, since 
the reserve banks freely rediscount notes secured by govern- 

* This technique fails when foreign selling is a small factor, as in the United 
States. Here speculation brings high money rates, which are followed by 
an inflow of foreign funds and hence gold imports, instead of exports, as 
happened in 1928-1920. 
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ment securities, and since eligible paper may be rediscounted to 
permit a bank to expand speculative loans. Hence, the ques- 
tion of whether or not qualitative control of credit shall be 
sought by direct measures by the reserve banks must be de- 
cided by them, and ultimately by the Reserve Board. 

Attempts to apply such a qualitative control to the money 
market for the purpose of curtailing speculation first took the 
form of differential rates of rediscount, placing higher rates 
on paper presumed to represent funds going into less liquid 
uses. However, in the post;war period a single rate of redis- 
count in each district was established, and this has since been 

the practice. 
The question of control of speculation by the reserve 

banks became acute in 1928, when extensive public participa- 
tion in stock speculation at rapidly rising prices caused an 
unprecedented increase in brokers’ loans. At the same time, 

an extensive export of gold amounting in all to approximately 
half a billion dollars seemed to call for a sharp curtailment in 
the total volume of outstanding bank credit. Instead, the 
export of gold and the growing volume of speculative credit 
were both offset by a sharp rise in rediscounts. The reserve 
banks were thus called upon to finance a credit expansion at 
the very time that a contraction was the logical development. 

The reserve banks at first resorted to the conventional steps 
to halt the credit expansion. They sold nearly $500,000,000 
of securities, largely for the purpose of further tightening 
credit coriditions and so discouraging expansion. The sale of 
securities, and the subsequent rise in rediscount rates in most 
reserve banks from 3% to 5 per cent, finally appeared to take 
effect, especially since the reserve banks combined their action 
with several pronouncements to the effect that speculative cur- 
tailment was necessary. For two months, the volume of brok- 
ers’ loans declined and the volume of trading in the stock 
market fell off sharply. But intensive speculative activity was 
resumed in the fall on a more violent scale than before, and 

simultaneously the reserve banks ceased fighting the expansion 

of credit for fear of disturbing the seasonal expansion in 
business. Instead, they bought liberally of acceptances, not 

raising the buying rate when the volume of bills held by them 
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rose to unprecedented levels. Only in the spring of the follow- 

ing year was the policy of restriction resumed with renewed 

vigor through sales of government security and acceptance 

Billions of Dollars 

1926 1927 1928 1929 

eee— For Own Account 

oee=—= For Out-of-Town Banks 

mae For the Account of Others 

Fic. 10. Sources of Brokers’ Loans, January, 1926, to July, 1929. Statis- 
tics Published by the Federal Reserve Bank of New York. 

holdings. However, sales of these holdings failed to bring the 
desired results, and by August, 1929, we find a return to the 
“traditional policy of free purchase of acceptances.” 
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Loans for the Account of Others 

The problem of controlling speculation has turned out to be 
far more difficult than had at first been supposed. When the 
reserve banks sought to curtail speculation in the spring of 
1928, the New York member banks were induced to reduce 
their loans to brokers sharply, as the reserve banks clearly 
indicated that they frowned upon the banks’ rediscounting for 
the purpose of making speculative loans. As they could not 
reduce their rediscounts, they sought peace with the reserve 
bank by cutting their loans to brokers by about 35 per cent 
within a few months. . 

The rate on call money rose perpendicularly in response to 
these withdrawals. But the expected result of reducing the 
total was not accomplished. Instead, large amounts of credit 
were made available to the stock market from non-banking 
sources. The great New York banks, for a small charge, stand 

ready to place in the collateral loan market sums of $100,000 
or multiples thereof. These loans are listed in their state- 
ment to the reserve bank as placed ‘“‘for the account of others.” 
The chart on the preceding page shows the variation of loans 
by New York reporting member banks for their own account, 
for that of out-of-town banks and for the account of others 
from January, 1926, to July, 1929. 
Any effective control of speculation, therefore, must take 

into account the loans made for the account of others. These 
come from many sources—from large corporations with large 
surplus cash accounts; from wealthy individuals who prefer 
to get a high rate of return on call loans rather than to buy 
less liquid and low-yielding gilt-edge bonds; from private bank- 
ing houses and savings banks who are attracted by the high 
rates; from investment trusts keeping their funds in this liquid 
shape pending favorable buying opportunities in the securities 
markets. Doubtless, a substantial portion of these loans comes 
directly or indirectly from bank loans, certain borrowers find- 
ing it possible to borrow at a rate lower than the call rate, 
and making a profit on the differential. 

To control these loans for the account of others is a rela- 
tively difficult matter, as the reserve banks appear to have 
no means of reaching those who make these loans. If they 
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tried to induce member banks to control them or reduce their 
amount, these loans could be made just as well through money 
brokers and other non-banking intermediaries, who would thus 
get the business at the expense of the commercial banks. 

Control by Member Banks and Brokers 

The control of speculation by the reserve banks may be 
possible, but it has never been consistently sought. In any 
case, the codperation of member banks is practically indispensa- 

ble if such a policy is to be fully successful. Member banks, 
by exercising care in their loan policy and scanning individual 
applications for credit to distinguish speculative from other 
loans, can go far in reducing the volume of security loans when 
that appears desirable. Because of the direct contact between 

borrower and lender, member banks are in the best position 
to make qualitative credit control possible, although, as has 

been seen above, their power is limited. 
Until the present, such efforts of member banks have been 

restricted to a large extent to reducing the percentage they 
care to loan on collateral. Thus, when security prices are ris- 
ing rapidly and member banks adopt a cautious policy, they 
will lend 60 per cent of the market value on collateral which 
normally enjoys loans up to 80 per cent. This is usually ac- 
complished by marking down market values in making loans. 
Thus, a speculative issue selling at 260 may be considered to 
have a value of 200 for collateral loan purposes, and the usual 
percentage is loaned only on the latter amount. 

Such a policy of caution on the part of the bank is generally 
accompanied by similar action by brokerage houses. A broker- 
age house does not take the lead in cutting down the volume 
of speculation. Instead, it is among the chief agencies pro- 
moting it, and no serious suggestion has yet been put forth 
that brokers be called upon to control speculation themselves. 
However, in self-protection, and because of the policy of banks 
described in the preceding paragraph, brokers do raise margin 
requirements in times of extended speculation, and thus tend 
to exercise some restraining influence. 

Normal margin requirements of brokers have run between 
20 and 30 per cent of the market value for most accounts. 
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These requirements were increased to 40 per cent by a number 
of houses during the bull market of 1928-1929, and a long 
list of speculative leaders, subject to particularly wide fluctua- 
tions, were carried only on a margin of 50 per cent, and 
more. Furthermore, curb stocks and unlisted issues were no 

longer carried on margin by most houses. Although designed 
solely as a measure of safety, this also resulted in cutting 
down the possible maximum purchases which individual specu- 
lators could make. 
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Chapter XIII 

STOCKS vs. BONDS 

Types of Securities 
Modern finance has evolved two radically different types of 

securities to represent control over capital. The older form is 
the promise to repay a fixed sum, with periodic interest pay- 
ments, and is typified by the bond. A relatively newer form 
of security, which, with the growth of corporate enterprise, 
has become of the first importance, is the share of stock, which 
represents direct ownership of a fractional equity in a business 
enterprise. 

These two great types of securities—bonds or evidences of 
debt, and stocks or evidences of proprietorship—have under- 
gone numerous variations as the complexity of modern busi- 
ness and the capital market have created new needs and new 
economic situations. The great bulk of securities have to be 
sold at one time or another, creating a merchandising problem 
which has a great influence on the form of security adopted. 
Governments, corporations and bankers are all interested in 
reducing “‘sales resistance” in the distribution of their secu- 
rities to investors to a minimum; and as a result, they are 

usually quite ready to alter the form of the security if this 
will mean lower selling costs and a smaller promised return to 
the buyer. Hence the numerous variations which have been 
played in modern finance on the two major themes of stocks 
and bonds. 

The bond, originally merely an evidence of an obligation 
to pay a sum of money and interest for its use, has developed 
a number of special features. First, it has been given a lien 
on specific property in many cases, in order to enhance its 
superior claim to the assets of the obligor in event of default 
as against other claimants. This creates the mortgage bond. 
Secondly, numerous instances arose where the bond was made 
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more attractive through the granting of conversion privileges 
into stock or rights to buy stock at certain specified prices. 
Here the aim was to give to the bondholder certain of the 
advantages possessed by the holders of the equity in the prop- 
erty, the stockholders. Other less important features, such as 
assumption of taxes by the issuer, participating features, etc., 
have been added to the original simple bond in many instances 
to make it more attractive. 

On the other hand, shares of ownership have been differenti- 
ated into preferred and common shares, or into Class A shares 
and Class B shares, giving a part of the stock capitalization a 
claim to income superior to that of the rest. The genus pre- 

ferred stock has been especially subject to mutation, so that 
it becomes difficult at times to distinguish, except in a formal 
legal sense, between a specially well-secured preferred stock 
and a bond. 

The legal distinction between the stock and bond—the equity 
and the debt—has in fact been partially broken down in prac- 
tice. From the viewpoint of the investor and the corporation, 
any security with limited income is similar to a bond, in that 
it does not benefit from excess earning power of the corpora- 
tion. Owing to the peculiar nature of modern economic or- 
ganization, a distinction of the greatest importance arises 
between securities of limited income and those representing 
equities in properties. Holders of bonds and preferred stocks 
have claims for the payment to them of a fixed sum in money. 
Hence, any variation in the purchasing power of money will 
have a profound effect on the value of their securities as com- 
pared with the worth of common stocks, representing owner- 
ship of property. The relative position of stocks and bonds 
as investment media involves a number of complex factors, 
creating a difficult theoretical problem, the correct understand- 
ing of which is of the utmost importance. 

Advantages of Bonds 

For many years, bonds were regarded as the investment 

medium par excellence. Large institutional investors, such as 

banks and insurance companies, have been compelled by law 

to restrict their investments almost entirely to bonds. Trustees 
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have been similarly restricted in most states, except where the 

deed of trust provided otherwise. What, then, are the advan- 
tages of bonds that gave them such a high place in the field of 

investment ? \ 
The first advantage of the bond is its superior position. The 

bond has a prior claim on the income of the obligor, so that, 
if anyone is to suffer from reduced earning power, the stock- 
holder first foregoes his income. In the second place, the 
bondholder’s claim to a regular return is a compulsory one, 
except in the case of the income bond. If earning power dis- 
appears temporarily, the bondholder is protected nevertheless, 
for he has the power to put the corporation into receivership. 
A third advantage of the bondholder is his prior claim to the 
assets of the corporation, in case of receivership, so that he 
can take over control of the entire property and rule out the 
interests of stockholders if necessary in order to secure his 
interest and principal. 

In point of fact, a corporation issuing bonds strikes a bar- 
gain whereby, in return for a prior claim to earnings and 
assets, money is raised on a promise to pay only: a limited 
return. A fixed rate of income is promised the bondholders ; 
and the directors, acting for the stockholders whom they repre- 
sent, then strive to earn a larger return on the capital so raised, 
the income over and above bond interest going to the stock- 
holders. 

A final general advantage of well-secured bonds is that they 
are not heavily bought and sold for speculation as a rule, and 
are seldom subjected to manipulation in price. As a result, 
exaggerated price movements are avoided, and a stable market 
is assured for the investor, should he seek to dispose of his 

commitment. 

The Changing Value of Money 

The outcome of this bargain between bondholder and stock- 
holder, whereby bonds are issued with a fixed promise to pay 
interest periodically and the principal on maturity, is vitally 
affected by factors not known at the time the bargain is first 
made. One of the most important of these is a change in the 
value of money. 
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The value of money is its purchasing power, as reflected 
in the level of commodity prices. Since 1790, the price level 
in the United States, as very roughly measured by available 
indices, has varied as shown in Fig. 11. In a study of the 
relative position of stocks and bonds published in 1925, Ken- 
neth S. Van Strum points out a remarkable correspondence 
between English commodity price movements and changes in 
the yield on British consols between 1790 and 1923. He con- 
cludes from this statistically observed correspondence: + 
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Fic. 11. CommMopity Price INDEX IN THE UNITED STATES, 1790-1925. 
(1913 = 100.) 

When commodity prices were low the yield on consols was low and when 
commodity prices were high the yield on consols was high. In other words, 
the return which the investor in consols demanded for the use of his 
money was fixed by the purchasing power of money. If the purchasing 
power of money was low, the yield on consols was high, and if the purchas- 
ing power of money was high, the yield on consols was low. 

It is evident to the reader of Chapter X that the above 
statement is superficial and, in the form given, erroneous. 
Investors do not in practice carefully scrutinize commodity 
price index numbers before buying bonds, and demand lower 
prices as the index number rises. They generally pay what 
they must to get the kind of investment they prefer. If pur- 
1Van Strum, Kennetu S., Investing in Purchasing Power, p. 8. 
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chasing power declines very rapidly they will boycott bond 

issues, as happened in Germany and France during the period 

of rapid decline of currency values. But if the movement of 

prices is very slow, as is the case normally, the psychological 

attitude of the investor will not be influenced by price move- 

ments as such to any significant extent. : 
On the other hand, rising and falling commodity prices do 

automatically influence bond prices so that they often move 
together in the fashion noted by Van Strum in his statistical 
study. Rising prices mean larger profits, expanding business 
and a greater demand for capital. This results in bond pricés 
going lower and yields rising. On the other hand, lower com- 
modity prices often bring business depression, a surplus of 
capital awaiting investment, higher bond prices and lower 
yields. Sharp changes in the demand for capital because of 
the changes in business profits, rather than omniscience on the 
part of capitalists in determining the rate of return they want, 
cause bond prices usually to follow closely, in their movements, 
the level of commodity prices. Furthermore, business prosper- 
ity influences people to buy stocks because of the larger returns 
indicated; depression makes them return to bonds for greater 
security of return and principal. 

As a matter of fact, changing commodity prices influence 
the position of bondholders in two distinct ways. In the first 
place, they influence the prices of these securities in the manner 
indicated above, through changing the demand for and supply 
of capital. Secondly, changes in the price level automatically 
change the value of dollars which the bondholder receives in 
payment of the interest and principal of his bond. Let us 
take the case of the buyer of Atchison, Topeka & Santa Fe 
general 4’s in April, 1902, a time of abnormally high bond 
prices. It has been pointed out that the bonds at that time 
could have been obtained at a price of 103%, giving a yield 
of 3.87 per cent." In July, 1920, when the commodity price 
level had considerably more than doubled, these bonds had 
dropped to 71, a decline of 32% points. But this decline 
represented only a minor part of the loss incurred. As a mat- 
ter of fact, the greater real loss resulted from the decline in 

* Situ, Epcar Lawrence, Common Stocks as Long-term Investments, p. 

93. 
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the purchasing power of the dollar to only 37 per cent of what 
it had been in 1902, so that the buyer of the bond in 1902 had 
only 25.53 per cent of his original purchasing power left in 
1920. 

In periods of rising prices, it is doubtless true that the bond- 
holder loses while the stockholder gains. A principal sum in- 
vested entirely in bonds will suffer serious diminution through 
a decline in the market value of the bonds—it will suffer even 
more perhaps through a decline in the purchasing power of 
the income received thereon:? 

The Secular Trend 

Another factor strongly affecting the relative position of 
stocks and bonds is the long-term growth of the country and 
its great industries—the secular trend in economic life which 
accompanies a growing population and increasing technical 
knowledge. The benefits of these developments go to the 
owners of the individual corporate enterprises which are carry- 
ing on the business of the nation. The bondholders with their 

+The following anecdote related by Van Strum graphically illustrates 
this point: 

“About twenty years ago a certain Boston business man, feeling that he 
had reached a discreet age for business retirement, sold his business and 
invested the proceeds in what he considered to be gilt edge bonds. The 
yield from these securities was ample for his needs and, he thought, would 
enable him to live for the rest of his life in the style to which he had been 
accustomed. He maintained a winter residence on dignified Beacon Street, 
a summer home at the shore and all the accoutrements which accompanied 
such a standard of living. 

“Satisfied that he would be able to continue his old mode of living, he 
continued his daily life heedless of the encroachment that the rising cost 
of living was having upon his plans, until one day it was brought forcibly 
to his attention. He was planning a trip abroad with his family and was 
surprised to discover that the increased cost of a thousand and one items 
used in daily life had so eaten into his reserves that it would be necessary 
for him to draw upon his principal in order to make the trip. 

“A few years later he found it necessary to do without several of his 
servants, some of his club memberships; and one by one he found that 
there were pleasures which he must forego. By degrees he was forced 

to curb his standard of living until today the income from his bonds is 
downright inadequate to assure him the comforts and pleasures he had in 
the early years of his retirement. But what has happened to his invest- 
ments? His bonds are as high-grade today as they were twenty years 

ago and they command the same income in dollars. The answer is to be 
found in the increased cost of living, and not in the fact that he received 
any smaller dollar income from his investments.” 
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limited income have no stake in this great forward movement, 

but shareholders of the successful corporations—and _ their 

number has been legion in the course of the phenomenal growth 

of the country—have reaped a rich harvest. 
The advantage of the stockholders in the long run is fur- 

thered by the corporate policy of American entetprises. It has 
long been customary for American corporations to pay out 
only a portion of their earnings as dividends, retaining the rest 
in a surplus account from which plant extensions and improve- 
ments are financed. The secular upward trend above described 
provides constant room for this expansion on a profitable 
basis. As additional sums are profitably invested each year, 
the value of the equity thus tends to increase at the same rate 
as a sum of money placed at compound interest, so that Edgar 
Lawrence Smith concluded that ‘“‘over a period of years, the 
principal value of a well-diversified holding of the common 
stocks of representative corporations, in essential industries, 
tends to increase in accordance with the operation of compound 
interest.” 1 ‘This increase in value, of course, is in addition to 

the dividend income yielded by the stocks held. As a result 
of the widespread growth of corporate surpluses, leading 
American corporations have for the most part been able to 
give their stockholders additional benefits in the shape of 
stock dividends and attractive rights to subscribe to new shares 
at prices far below their market quotation. 

These benefits to stockholders have often been increased, 

and the bondholders’ position made worse, by making bonds 
callable at the option of the management. When yields fall to 
a low point and bond prices generally rise, the bonds can be 
called in and refunded with others bearing a lower coupon rate. 
This cuts the fixed charges and raises the net income of the 
company ; but it also deprives the bondholder of his investment 
at a time when bond prices are high and he is at a relative 
disadvantage in the market in seeking to replace his called 
security. 

The additional benefits of stock dividends and valuable sub- 
scription rights, added to the steadily increasing cash dividends 
paid on the common stocks of most leading corporations over 

1 SMITH, opus cit., p. 77. 
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long periods of years, make the small but steady return on 
high-grade bonds appear inadequate on the basis of past ex- 
perience. As Irving Fisher concludes from the available 
evidence : 

It seems, then, that the market overrates the safety of “safe” securities 
and pays too much for them, that it underrates the risk of risky securities 
and pays too little for them, that it pays too much for immediate and too 
little for remote returns, and, finally, that it mistakes the steadiness of 
money income from a bond for a steadiness of real income which it does not 
possess. In steadiness of real income, or purchasing power, a list of diver- 
sified common stocks surpasses bonds. 

Past Experience and the Future 

In this last statement of Professor Fisher’s, the experience 
of the past is tersely summarized. Based on studies carried 
down to the end of the third decade of the twentieth century, 
it has been found that stocks were almost consistently under- 
valued and bonds largely over-valued. The upward movement 
of prices, the rapid growth of the wealth and enterprise of 
the country, the attitude of investors—all tended to favor 
stockholders, and the market seldom appeared to appreciate 
the fact fully during this period. 

But in applying the lessons of the past to the future, it is 
necessary to exercise caution. It must first be determined 
whether the experience of the future is likely to be that of 
the past. Will commodity prices tend upward? About this 
question there is great difference of opinion among experts. 
Some point to the increasing efficiency of credit systems, and 
believe that the tendency to rise displayed by the price level 
from 1896 to 1913 will be continued. Others point to the 
efficiency and growing competition in industry, and deduce 
that prices will tend downward from these causes. And in 
recent years, this latter viewpoint has received at least partial 
confirmation from actual developments. 

A second question which must be answered is whether the 
value of corporate equities in the future, as in the past, will 
tend to increase at a rate similar to a compound interest curve 

because of reinvested earnings? This question also cannot 

be answered with the same degree of confidence which would 

have been possible before the war. Several of our basic indus- 
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tries show signs of over-developed capacity; and since the war, 
numerous large companies have not found it possible to rein- 
vest their surplus earnings profitably. In fact, this is merely 
one by-product of the fact that the country as a whole has 
changed into a creditor nation. We are producing more free 
capital annually than we can ourselves consume, and many indi- 
vidual corporations find themselves with a surplus of cash on 
hand which they cannot profitably employ. The result is that 
numerous American corporations have become practically in- 
vestment institutions, in addition to carrying on their original 
specific functions. 

In European finance, it is customary for many of the large 
corporations to pay out their entire earnings, after certain 
specified reserves, as dividends. In this country, where oppor- 
tunities for profitably investing additional sums of money 
annually have been almost universally available, a different 
corporate policy has been maintained. But in the future it 
appears likely that an increasing number of American corpora- 

tions will have to adopt the practice of paying out practically 
all of their income as dividends. The result will be a less 

rapid increase in the value of equities ; and the compound inter- 

est curve may no longer apply to the movement of an average 

of stock prices, as it did during the first three decades of the 

century when many of the great American industrial combina- 

tions first made their appearance and enjoyed a period of rapid 
growth. 

A third factor which must be kept in mind regarding the 

relative position of stocks and bonds in the future is the possi- 

ble change in the accuracy with which investors value the 
advantage of each type of security. In the past, investors have 

under-valued stocks. But this error in judgment has been 

brought forcibly to their attention by such writers as Irving 

Fisher, Edgar Lawrence Smith and Kenneth S. Van Strum. 

Numerous holding companies and investment trusts have been 

formed with this same purpose in mind of enjoying the ad- 

vantages of stock investment; and the small investor has turned 
to stocks as an investment medium to an extent never known 
before. Under the circumstances, it is natural that investors 
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may easily get to over-value stocks, especially if in the future 
the trend of commodity prices should be downward. 

Finally, a number of criticisms may be leveled against the 
statistical methods followed in such studies as that of Edgar 
Lawrence Smith, which analyze the past price movements 
of groups of securities chosen at random, to determine the rela- 
tive merits of stocks and bonds. These studies, in order to 

achieve universal application, endeavor to assume a total ab- 
sence of judgment on the part of the investor. As a matter 
of fact, it has been the experience of brokers for many years 
that the average investor or speculator not only shows no judg- 
ment, but that he labors under the handicap of a negative 
quantity of this faculty, which might be termed bad judgment. 
Not only will he not do what past experience and common sense 
appear to dictate, but he is likely to do just the opposite. 

Furthermore, it is questionable to what extent the tests 

developed to prove the relative merits of bonds and common 
stocks really assume a lack of judgment on the part of the 

investor. In choosing his “diversified list of common stocks,” 

Smith uses a number of methods of sampling designed to elim- 

inate the element of judgment. One of these is choosing 
the ten most active stocks. In the first place, it is often dif- 

ficult to tell in advance which are going to be the most active 

stocks, and hence it is a violent assumption to hold that in- 

vestors can obtain these shares at their average prices for the 

period taken, especially during the rising market. In the sec- 

ond place, it is often difficult to secure a diversified list of 
stocks by taking the most active ones, especially if there is a 

group movement under way. In the third place, picking the 

most active stocks in any one week, as Smith does, necessi- 

tates trying a number of different weeks through the year 

as tests of the results from the sample week chosen, which he 

does not do. Other tests partially overcome these objections, 

but the fact remains that many investors who have bought 

common stocks for investment in the past have lost money. 

Hence, while the experience of the past warns that the merits 

of common stocks as investments may easily be under-valued, 

in the future the investor should ascertain in self-protection 
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that he is not paying too much for an equity which may not 
prove as profitable as the experience of the past indicates. 

The Time Hazard in Stock Purchases 

Owing to cyclical movements in stock prices, as well as the 
influence of speculation as described in Chapter XI, there are 
times when the general body of stocks is at a level so high that 
the investor stands to lose a substantial part of his principal 
by purchasing then. Students of the subject have tended to 
minimize the dangers of loss at these points, once again on 
the basis of past experience. Edgar Lawrence Smith, who 
has already been quoted, in a study of stock prices over the 
period from 1837 to 1922, found that “in buying a well- 
diversified group of representative common stocks in essential 
industries, our chances of coming out even, or of making a 
profit in principal values, are: Within I year, 78 in 100; 2 
years, 87 in 100; 4 years, 94 in 100.”’* In other words, there 
are only six chances in 100 that prices paid today will be as low 
or lower after four years from now. 

This kind of study has but little value as a guide for future 
action. In the first place, average prices are taken, which will 
eliminate the greatest bulges. It is true that if stocks are 
bought at the average prices of the current year, for example, 
any decline which may take place will probably be regained 
within a reasonable period of time. It is not as likely that the 
highest prices of the year will be seen again within the near 
future, however. In the second place, this study shifts from 

one group of stocks to another in a way that an investor seldom 
does. The list is changed three times; in 1880, 1892, and 

tgo1. In the process of industrial change, new concerns come 
forward and earn large profits, while the old ones decline or 
move forward at a much slower rate. By shifting from one 
group to another, it is possible to avoid loss, but this requires 
considerable vision. Finally, the fundamental fact remains 
that basic economic conditions have changed to some extent 
in this country, and therefore conditions surrounding common 
stock investment in the future may not be as favorable as they 
have been in the past. As a result, it may be increasingly 

+ SMIrH, op. cit., p. 82. 
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difficult for a list of diversified stocks bought at a period of 
peak prices quickly to regain losses caused by a subsequent de- 
cline in the market. The time hazard has become more im- 
portant. 

In the past, the growth of this country and its chief corpora- 
tions was so phenomenal as to make reckless stock speculation 
very profitable at times. But this is no reason to believe that 
the same policy can be followed in the future with impunity, 
any more than that the primitive but, on the whole, successful 
farming of the pioneer can still be followed by the farmer 
today, whose produce competes on the world market with that 
of cheaper lands elsewhere. The railroads today, under stress 
of motor vehicle competition and rigid federal regulation, can- 
not afford to support the reckless expansion and speculative 
manipulaiton of the old Erie days, when the inevitable rapid 
growth of traffic could be counted upon to make up in the fu- 
ture for the sins of the present. In the same way, an increas- 
ing number of other industries face a slower rate of growth, 
making the secular increase in equity values much slower and 
thus increasing the danger that payment of an unwarranted 
high price for a stock, based on the expectation of a large gain 
in earnings in the future, may result in the impairment of the 
capital value of the investment over a period of time. 

The reasoning of the whole “common stock school’ leads to 
the conclusion that shares, instead of yielding a return equal 
to a pure rate of interest plus a premium for risk, as some 
theorists formerly held, should now yield a current cash return 
equivalent to a pure interest return less a liberal allowance for 
benefits expected. Common stocks as a whole in this country 
have seldom sold at such a level in the past. As a result of 
the great post-war upswing in prices, they did touch such a 
level in 1926, and passed well within it in the following two 
years. Hence it is necessary for investors who pay for future 

benefits to determine whether or not they are over-paying 

for them in purchasing common stocks for investment. 

Considerations which govern the approximate determination 
of periods when speculative and cyclical factors place security 
prices on an exorbitant level are considered in Chapters XI 
above and XIV below. 
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Growth of Stock Holding 

Public interest in common stocks as “investments increased 
enormously after the close of the World War. Several factors 
combined to bring this result about, such as the great increase 
in the prosperity and stability of American corporations al- 
ready referred to, the spread of security ownership in general 
owing to the great increase in individual wealth, and the 
customer and employee stock ownership campaigns of utilities 
and other large corporations, which habituated many people to 

stock ownership for the first time in their lives. 
Estimates of the number of individual shareholders in this 

country can be made only with the greatest difficulty, because 
of the many companies for which data are unavailable and 
the many cases of duplication in shareholders even among com- 
panies which make public the number of individual names on 
their stock books. Thus, the American Telephone & Telegraph 
Company had, in 1929, almost 500,000 individual shareholders, 
but many of these were large holders of stocks in other com- 
panies as well. Some recent estimates which have been made 
place the total number of stockholders in this country at 
15,000,000 and more. 

Concrete evidence that ‘stock holding is taking the place of 
real estate and bonds as the most prevalent form of investment 
in this country is given by statistics of estates filed for tax 
purposes with the federal government. The variation from 
1923 to 1927 in the relative proportions of real estate, bonds 
and stocks in such estates is distinctly in favor of stocks. The 
changes were as follows: 

1923 1924 1925 1926 1927 

Real estate....... 24.68 23.55 22.01 TOsrs 18.23 

Bonds.e aye eee 14.96 14.79 THE AG) TORE 14.77 
LOCKS hea reper 31.29 Br AL 32.02 37-40 38.90 

It is interesting to note that these figures of estates filed for 
tax purposes also reveal that real estate becomes of decreasing 
importance with the size of the estate. In gross estates of 
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less than $50,000 in 1927, real estate constituted 39 per cent. 
This percentage decreased until it was less than 1 per cent in 
estates of more than $10,000,000. 

In view of this extended popularity of common stocks, their 
selling price in relation to bonds may be permanently changed, 
as compared with pre-war days. Nevertheless, now that this 
change in common stock ownership has taken place, it may 
operate to reduce the extent to which further general advances 
in common stock prices may take place in the future. 

Institutional Investments 

Life insurance companies, savings banks, national banks, 
trust companies and other financial institutions which are sup- 
posed to be guided by considerations of maximum conserva- 
tism in their investment policies are almost universally re- 
stricted to bonds by law. In 1928, New York life insurance 
companies were allowed to invest in preferred stocks as well; 
but, as has been seen above, a well-protected preferred stock 
is essentially different from a bond only from a legal or nomi- 
nal viewpoint. 

Strange to say, proponents of the thesis that common stocks 
rather than bonds constitute the ideal investment medium have 
been especially vehement in their insistence that institutions 
of this kind, especially life insurance companies, should con- 
tinue to be limited to bonds and mortgages in investing their 
funds. Thus, it has been stated: 

There is a vast difference between the investment needs and purposes of 
such institutions from those of the individual investor, or the family estate. 
Take an insurance company, for example. It is by the nature of its 
business perfectly safeguarded against any possible loss through the 
depreciation of the dollar. It deals in nothing but dollars. Its contracts 
call for the payment of future dollars. It therefore requires to know only 
that it will receive from its investments more future dollars than it will 
have to pay out. The purchasing power of these future dollars is of no 
concern to it. If dollars have shrunk in value, the beneficiary under its 
policies absorb the shrinkage, the company does not.! 

The same reasoning is applied to savings banks, commercial 
banks and trust companies. 

The fallacy underlying this sort of reasoning is obvious. 
1SMITH, opus cit., p. II. 
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The writer assumes that these institutions are run for their own 

sake, and not for the investors who use them as media of 

investment. But they succeed in their object as investing insti- 

tutions only in so far as they furnish a safe and reasonably 

lucrative investment medium. If the bondholder fares as 

badly as is claimed, then surely the savings bank depositor and 

the holder of a life insurance policy deserve equal sympathy. 

It is necessary to look beyond the institution to the men for 
whom the institution operates. 

It is true that these institutions must be ready to meet their 
obligations in dollars whenever called upon to do so. But the 
experience of the past shows that at any one time only a 
small portion of their liabilities is likely to become payable, and 
they can surely realize as quickly upon a list of highly market- 
able stocks as upon a portfolio of long-term bonds. The 
chances of loss at the time of liquidation are exaggerated, by 
implication, in the above reasoning. 

Whatever conclusion is applied to the position of the indi- 
vidual investor in the question of the relative merits of stocks 

and bonds naturally applies, with suitable modifications, to the 
investing institution and the institutional investor as well. At 
least a limited portion of the assets of such institutions cer- 

tainly should be permitted to take the form of high-grade stocks 
meeting certain accepted tests of quality, for only in that way 
is the company protected to some extent against the dire effects 
of the changes in the value of money pointed out by the 
protagonists of common stocks. Of course, such institutions 
must retain their liquidity, and this can be protected both by 
requiring that part of the assets be invested in short-term 

securities of the highest grade and by insisting on a substantial 
degree of marketability for the remainder of the portfolio. 
But to favor common stocks for the estates of orphans, and to 
forbid them to the insurance companies formed to protect these 
same orphans, is an obvious contradiction. 

To make such changes as a more enlightened, but not 
fanatical, attitude toward common stocks dictates would re- 
quire a number of changes in the laws governing investments 
by these institutions, which have been reviewed briefly in 
Part I of this book in connection with these various institu- 
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tions. This is necessarily a slow and long-drawn-out process, 
but it may well be hastened by the forces of competition. The 
rapid growth of the investment trust movement in this country 
after 1920, at a time when the savings banks showed slow 
progress, naturally made the latter envious. Individual savings 
bankers as a result have come out in favor of more liberal 
investment provisions in order to permit them to hold their 
own to some extent against the unrestricted institutions which, 
especially in a time of rapidly rising security prices, appear to 
the public to be the most profitable channel for investment. 

Trust companies have been especially active in considering 
the wisdom of buying stocks for fiduciary investment, since 
they may secure the full right to invest in them through making 
suitable provision in the trust agreement. That this policy has 

had a certain amount of judicial sanction, as revealed in cases 
where beneficiaries have sought to recover losses from stock 
investment by trustees, is shown in the following statement of 
a trust officer :* 

The public who are the customers of the banks and trust companies not 
only request, they demand that trustees under wills and deeds of trust 
avail themselves of the advantages which the purchase of common stocks 
affords. 

This demand has already been met by some trustees. It is high time 
that all trust men declare unhesitatingly that it is and will continue to be 
part of their investment policy to buy common stocks for trust estates 
when properly authorized to do so. 

In every case which I have read in which the trustee has been sur- 
charged for an investment in common stocks, anyone who had the proper 
conception of the duties of trusteeship, particularly the trust officers of the 
banks and trust companies of this country, would condemn the original 
action of the trustee in making the purchase and would give wholehearted 
approval to the decisions of the courts. 
Where the stocks bought are in any way representative and belong to 

that indefinite category of “investment” stocks, the cases disclose a 
tolerant and generous attitude on the part of the courts. 
We may confidently expect the support of the courts in an intelligent 

and reasonable investment program, including some common stocks, 
under a broad general power. But we must be highly discriminating in 
the selection of stocks before we buy them; and once bought, we must 
watch them with a minute and vigorous attentiveness. 

1C, Allison Scully, Vice President of the National Bank of Commerce, 

before tenth Mid-Winter Conference of the trust companies division of the 

American Bankers’ Association, 1929. 
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Preferred Stocks 

The discussion thus far has been concerned with the char- 

acteristic features of common stocks and bonds when these 
types of securities are found in their original and typical forms. 
However, special intermediate types of securities exist which 
partake of the nature of one or both of these’ forms, while 
having certain special characteristics. The earliest form of 
special security is the preferred stock. 

As preferred stocks constitute a large group of securities, 

their position is naturally a matter of importance. Essentially, 

a preferred stock is like a bond, if its legal features be ignored. 
Unless it has participating, convertible or other rights to a 

larger return than the stated preferential rate of dividend pay- 
ments, it is a fixed-income security adversely affected by de- 
clines in the purchasing power of money and not benefiting 
from the piling up of equities through the corporate surplus. 

The situation is different, of course, where the company is 

not in a strong cash position and where the preferred stock 
sells down to a relatively low level on account of uncertainty 

over dividend payments. In such circumstances, preferred 

stocks will move much as common stocks will, especially if 
dividends are cumulative and thus pile up when not paid. 
Thus, depending on the earning power of a corporation and 
its capitalization, preferred stocks vary in character from well- 
secured senior securities of large companies to non-dividend- 

paying stocks with remote possibilities of a return. 

A statistical study of the past record of preferred stocks has 
been made to determine their market price performance, which 
resulted in the following conclusion: 

It appears that preferred stocks are a better investment than common 
stocks about as often as the opposite is true, when purchase is made for 
one year only. But it also appears that, when the line of common stocks 
swings above, it goes considerably farther above the line of preferred 
stocks than it goes below this line in the years when it swings below. That 
is to say, when the common stocks are better, their superiority is quite 
marked. When the preferred stocks are better, their superiority is much 
less in amount.! 

* Jackson, James Roy, “Common and Preferred Stocks as Investments,” 
Journal of Business of the University of Chicago, vol. i, pp. 294-323. 
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Hybrid Securities 

The investment banking business, like any other, seeks to 

please the fancies of the public in order to stimulate its patron- 
age. In the case of securities, this can often be effectively 
done by attaching to a bond or preferred stock which holds 
out to the investor safety of principal and regularity of income 
indirect participation in the ownership of the company. 

Four important ways of doing this have been devised. The 
oldest and most common, until recently, was the convertible 
bond, which permits the bondholder to turn in his security and 
get stock in exchange at a fixed rate of conversion. A second 
method for accomplishing the same result is the giving of 
shares of stock as a bonus with the bonds or preferred stock, 
a method which had its heyday in the period of the early 
railroad promotions when the bonds covered the cost of the 
property and the stock was given away free to represent the 
good will. Strange to say, this scheme was revived in float- 
ing a number of investment trusts. A third method is the 
granting of option warrants to holders of bonds and preferred 
stock, which permit them to buy stock at specified prices. 
Lastly, the practice is not uncommon of selling blocks of bonds 
or preferred stocks with common shares, at a fixed price for 
the package. Thus, two shares of preferred stock may be 
sold with one share of common at a fixed price for the three, 
and the investor is given no choice in the matter—he must 
take the whole block or leave it. This method of financing 
also has been used extensively in the investment trust field, 
as well as in the financing of small industrials. 

Fashions in the investment field change frequently. In 
times of rising stock prices, the attachment of the above indi- 
rect participations in the equity is often absolutely necessary 
to sell many issues. When prices are falling in the stock 
market, however, and confidence is at low ebb, such features 

often aid little in selling bonds or preferred stocks, price stabil- 
ity and yield then being the prime consideration. 

The convertible bond or the bond with option or common 
stock attached is from many points of view the ideal security. 
It seems to protect the investor both ways. If the company 
is successful and conditions are favorable, the bondholder 
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shares in the prosperity through conversion or purchase of 
stock below the market prices. On the other hand, should 
the value of the common stock decline sharply, it is altogether 
unlikely that the bond or preferred stock, with prior claims 
to earnings and assets, would suffer nearly as much. The 
record of these securities in the past has been generally good, 
comparing favorably with that of common stocks themselves. 

However, the investor must be careful not to pay too much 
for his participation in the equity. There are many cases on 
record where the conversion or warrant feature merely con- 
cealed the innate weakness of a bond. Where the intrinsic 
investment security is weak, the investor should not be tempted 
to purchase an issue merely because a conversion or warrant 
feature of doubtful value is added. 

Thus, a bond with warrant attached and a 5-per-cent coupon 
may be offered at 100, to give the investor a yield of 5 per 
cent. As a straight investment, let us assume a yield of 7 per 
cent should be expected, based on yields of similar securities 
in the market, so that the price would be, say, 85. The 
investor actually pays, in this case, 15 points for the warrant 
privilege, and he should decide whether it is worth the price. 
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Chapter XIV 

INVESTMENT AND THE BUSINESS CYCLE 

Changes in Business 

Modern business is in a eonstant state of flux. Periods of 
prosperity alternate with periods of depression. The volume 
of production rises and falls. There are times when employ- 
ment is easy to secure and business enterprises are earning 
large profits, and other periods when unemployment is wide- 
spread, losses common, and economic conditions become gen- 

‘erally bad. 
This constantly changing state of business naturally has a 

powerful repercussion on the security markets, and therefore 
upon the business of investment banking. In this chapter, we 
are primarily concerned with the effects of these changes upon 
securities ; but in order to trace them clearly it is necessary to 
briefly review the nature and causes of the business changes 
themselves. 

Types of Business Fluctuations 

Economists have for more than a century given careful 
thought to these changes in business. For a long time they 
were particularly concerned with the periodic spectacular col- 
lapse in business prosperity or panic which occurred several 
times during the nineteenth century—otherwise a time of 
rapid economic progress in western Europe and the United 
States—and theories of changes in business were called theories 
of panics or crises. In later years, they have come to consider 
changes in business as an organic whole, including in their 
studies the causes of prosperity as well as of panic and depres- 
sion. This process of successive rise and fall is now generally 
defined as the ‘‘business cycle,’ a term applied to such changes 

many years ago by French writers and popularized in this 
country more recently by Wesley Clair Mitchell and others. 

315 
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A major forward step in the study of business cycles was 
taken nearly a century ago by a French engineer and mathe- 
matical economist, obscure during his own lifetime but since 
celebrated as a remarkably original thinker in this field. 
A. A. Cournot distinguished three important types of changes 
in business, which are now termed secular, seasonal and 

cyclical.? 
If we examine the trend of business activity in a country 

over a period of time, especially in one where the population 
is increasing, we generally find under modern conditions a 
steady increase in industrial, commercial and financiai activity. 
Several reasons account for this usual trend under these con- 
ditions. The opening up of new lands, increasing technical 
knowledge, the discovery of new natural resources, the growth 
in international commerce—all of these factors are enabling 

the more advanced countries of the world, and especially 
newer regions such as the United States, to enjoy a steady 
expansion of economic activity. Such a long-term trend, cov- 
ering, say, periods of fifty or one hundred years, is termed a 
secular change or secular trend. 

A second form of change now generally segregated is the 

variation in business activity which occurs from one season of 

the year to another, reflecting special climatic and other fac- 

tors. Thus, industrial activity in this country is greatest in 

the early spring and fall, as a rule. Agriculture is most active 
in the fall, when the majority of crops in the temperate zone 
are harvested. These regular seasonal changes in business 

continue to occur from year to year, despite the effects of 

secular growth. What secular growth, when it continues, 

does accomplish is to make each seasonal peak higher than 
before, while in the regular “‘slack’”’ seasons business activity 
does not decline as far as previously. 

“Cyclical” Changes 

But it has long been observed that secular and seasonal 
changes in business activity do not alone explain variations 

*Cournot did not distinguish seasonal fluctuations as such, using a cate- 
gory of “random” variations instead. See Moorr, Henry LupLow, Generat- 
ing Economic Cycles, p. 2. 
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which are regularly taking place. In the United States, for 
example, there has been a secular growth in business activity 
from colonial times down to the present. Seasonal changes 
occur from year to year. Still, over and above these two 
types of variations, we have alternating periods of prosperity 
and depression. For a series of years, expansion becomes 
much more rapid than what is regarded as ‘“‘normal,” and the 
business organization of the country appears to enjoy an 
unwonted stimulation; then, more or less suddenly, a retro- 

grade movement sets in, and perhaps for several successive 
years the secular upward movement comes to a virtual halt. 
The secular expansion of our business activity, therefore, does 

not proceed at a steady pace, but consists in periodic spurts 
of unusual activity, and subsequent reactions or recessions of 
greater or less duration. 

It has become quite customary to represent these various 
business stages statistically. These representations consist as 
a rule in showing variations in indexes of business activity, 
relating to such basic business factors as car loadings, produc- 
tion of pig iron, building contracts, etc. The secular trend 
may be measured by fitting, through one or another of the 
common mathematical methods, a “trend line,’’ while seasonal 

variations can be determined by a 12-months’ moving average, 
or the link relative method. When the secular and seasonal 
trends are eliminated from the index, there is left the cyclical 
change alone, which shows deviations above or below a normal 
line. 

The application of these mathematical methods results in a 
quantitative measurement of business changes which is to some 
extent spuriously exact. An index of basic business statistics 
is a rough average which only partially and approximately 
represents the true general business situation as it exists at 
any time. The application of mathematical curve-fitting meth- 
ods to such statistics for the purpose of eliminating secular 
trend, and other methods for getting rid of seasonal variation, 

represents further approximations which makes the final re- 

sults subject to a substantial measure of error. Hence, it is 

wise for the student to use these undoubtedly valuable statisti- 

cal devices for segregating and measuring cyclical business 
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changes with a full realization-of their rough and approximate 

character, in order to avoid unjustifiable dogmatizing with 

them as a basis. 

True Nature of the Business Cycle 

The usual representation of a business cycle as a periodic 
change in statistical averages of business activity conceals the 
fact that different industries pass through cycles of their own, 
quite apart from that represented by any average or combi- 
nation of different industries. Thus, the manufacture of rail- 

road locomotives has followed in recent years a three- or four- 
year cycle. Locomotives have a life of fifteen or twenty 
years, often longer; and the insignificant amount of new rail- 
road’ construction now going on makes the manufacturing 
companies rely practically entirely on replacement demand. 
The carriers have found it necessary to make large-scale re- 
placements of engines periodically about every four years, so 

that locomotive manufacturing companies have found about 
one year in four prosperous, and these changes in their busi- 
ness occur without much reference to any general business 

cycle. On the other hand, certain new industries enjoy a 
spectacular and remarkable growth of their own without much 
regard to changes elsewhere—the automobile, radio, rayon and 
airplane industries being in this class. 

The fact of the matter is, therefore, that the business cycle 

is a composite and approximate affair. During a period of 

prosperity more individual industries are active and profitable, 
while during a period of depression an unusual number of 
industries reduce their operations, throw people out of employ- 
ment and report losses from operations. 

The fact that individual industries enjoy their own cycles, 
and that the generalized “business cycle” usually referred 
to represents merely an average of conditions, is a factor of 
great importance from the point of view of the security 
markets. It means that different groups of securities will be 

subjected to varying conditions during any given period of 
prosperity or depression. Hence, any effects of the business 
cycle as a whole on the security markets which are here traced 
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are understood to be general or average effects, subject to 
numerous exceptions and variations in individual cases. 

Length and Amplitude of Business Cycles 

During the earlier period of business cycle studies, efforts 
were made to find a regular periodicity in such changes and 
thus to develop a method of controlling or at least of fore- 
casting them. Some writers spoke of twenty-year cycles, 
others of eight-year cycles, others of eleven-year cycles. They 
then sought to prove their contention as to the length of the 
cycle by applying refined curve-fitting methods to statistics 
of business changes. In this way, they succumbed to the 
dangers of regarding rough and approximate though mathe- 
matically correct methods as exact and accurate representa- 
tions of the very complex business situation. 

More recently, most writers on the subject have adopted a 
more realistic attitude, and have come to agree that the busi- 
ness cycle may be a generalized affair of varying length and 
amplitude, and that any regularity in its rhythm may be de- 
stroyed by such special events as wars, new inventions, new 
currency or banking legislation, etc. Periods of more or less 
sustained prosperity can be isolated covering five or six years 
on end, while others may last a year or two. The cyclical 
movement is in itself a generally admitted fact, but any regu- 
larity in its length or degree of variation is widely doubted. 

Causes of the Cycle 

The business cycle has thus been recognized and statistically 
measured. Students of these business changes have, however, 
differed keenly over their causes. Several score of explana- 
tions for the cycle have been advanced at one time or another, 
and many of them have enjoyed considerable vogue and have 
occasionally become a popular fashion in economic discussion. 

These explanations fall into two broad groups—single and 
pluralistic. Among the single causes which have been advanced 
to explain the business cycle are rainfall variation, variation in 
the volume of building construction, excessive savings, exces- 
sive competition, over-capitalization of profits etc. But lead- 
ing students of the subject have displayed a growing spirit 
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of eclecticism, and to an increasing extent have recognized 
that cyclical business movements are the resultant of a variety 
of factors, and that at one time one of these factors, at other 

times another, plays the dominant,rdle. The record of past 
theories is chiefly valuable, perhaps, as a caution against future 
attempts to dogmatize narrowly on the subject. - 

The modern view appears to be, therefore, that changes in 
business volume result from the action of a variety of factors. 
But one element stands out as of particular importance in con- 
nection with the business cycle, and that is changes in the 
general level of commodity prices. 

Prices and the Business Cycle 

Commodity prices for the most part show many changes 
over a period of time. These changes are far from uniform 
at any time, but here again an average of price changes can 
be secured through the device known as the index number, 
which generalizes the changes in a group of individual com- 
modity prices. Now price changes as thus approximately 
measured have shown notable variations, as seen in the chart 

on page 299, and they have naturally had a very fundamental 
effect on the business cycle. 

Changes in prices have themselves been the subject of care- 
ful study and considerable disagreement among economists. 
Some have explained them chiefly through variations in the 
volume of gold production, others through changes in the 
volume of bank credit. Still others have emphasized the 
importance of the evolution of more efficient production 
methods. At any rate, Fig. 10 already referred to showed that 
price changes have not been cyclical in character, and that 
they cannot be said to parallel with any exactness simultaneous 
cyclical changes in business activity. Hence, while price 
change may exercise an important role in shaping the course 
of the business cycle, it can hardly be said to be the sole fac- 
tor, although one authority has actually written that such 
changes in commodity prices, that is, in the value or purchas- 
ing power of money, “is the business cycle.’’ 

It is probable that most economists would agree that a major 
change in prices would at any one time constitute a dominating 
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factor in the business cycle. For if prices advance sharply 
at any one time, the result is a material increase in business 
profits and a strong temptation to business men to expand 
their productive activity in order to profit further from the 
rising prices. On the other hand, a sharp drop in general 
prices will cause most business men to lose money and there- 
fore to curtail their operations. Hence, while wide price 
changes will have an important effect on the business cycle, 
moderate changes will be much less important. 

In a more general sense, the price factor is considered by 
many to be of great importance in virtually every business 
cycle. The money economy which modern business has gen- 
erally adopted is thought of by them as the basic reason for 
cyclical movements in business, for the entrepreneur and others 
carry on their calculations in terms of prices and profits, and 

base their operations thereon. Were the money economy to 
be swept away and a barter or communistic order established 
in its place, it is hazarded that cyclical changes could be elimi- 

nated. However, this statement raises broad theoretical ques- 
tions which are not within the province of this chapter. 

Business Cycles and Securities 

The above résumé of business cycle theory is presented for 
the purpose of tracing the effects of these general business 
changes upon the position and prices of securities. 

In the first place, a clear-cut division must be made for this 

purpose between securities receiving a fixed income, such as 
straight bonds and preferred stocks, and those receiving an 
income contingent upon earning power, that is, common stocks 

or convertible or participating bonds and preferred stocks. 

Each of these two main groups of securities is affected in a 
special way by changes in the business cycle, and to a large 
extent their prices vary in opposite directions. 

There is, of course, no automatic or mechanical effect of 

business changes upon security prices. Whatever effects the 

business cycle may have are exercised through its influence 

upon the supply of, or demand for, any particular type of 

security. If changes in business activity resulted in no change 
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in these two sets of factors, there would be no occasion for any 

resulting major variation in the level of security prices. 
As a rule, however, changes in the state of business do 

exercise a profound effect upon these factors of supply and 
demand. More active business and higher profits mean a larger 
demand for capital, and thus lead to willingness. by borrowers 
to pay a higher rate of interest on the securities they issue. 
On the other hand, rising business profits attract additional 
buying, partly of a speculative character based on borrowed 
funds, in the capital market. The bulk of this additional 
demand for securities, of course, turns at such times to issues 

of unlimited return which are in a position to benefit fully 
from the increase in the earning power of business enterprises, 

primarily common stocks. 
It would be of great significance and value from the stand- 

point of an investment policy and as a practical guide in the 
making of investments, if some generalizations, even of the 
roughest kind, could be laid down with respect to the prob- 
able recurrence of the cyclical movements already mentioned. 
If this could be done, it is evident that intending purchasers 
could avoid placing their orders while prices were moving 
downward, and would wait for the most favorable conditions. 
In attempting to establish a basis for foreshadowing cyclical 
movements for this practical purpose, two factors appear to be 
of most interest. The first is the period which may be ex- 
pected to elapse between “peaks” in security prices or, on the 
other hand, low points of such prices. The second and more 
important is the group of symptoms that are to be taken as 
indicative of the fact that the curve of business and values 
has reached or is about to reach the turning point, whether 
up or down. If actual light on these two groups of data can 
be had, the investor, particularly the large investor, is furnished 
with information of utmost value to him. He may make 
serious mistakes in his judgment with respect to any particular 
security, but these will tend to correct one another or to “aver- 
age out,” when judged in connection with the large number 
of securities. Since all securities of like terms and priority 
are affected in somewhat the same way by the general or 
underlying causes which it is sought to study, the thing most 
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essential for the investor to know is the nature of these gen- 
eral or underlying causes. When once he is fully informed 
on this subject, he may with safety leave the other phases of 
the question to take care of themselves. 

Phases of the Business Cycle 

Do statistical data furnish any actual light upon the first 
of these questions—the probable period of the business cycle? 
We have already seen that there is an influential school of 
economists at the present time which is of the opinion that 
data are wanting to establish a belief in any given length of 
cycle; while a few add that the theory of cycles is not particu- 
larly affected by the period, and that there may be a succes- 
sion of longer or shorter periods, without any uniformity, 
depending upon circumstances. To them the only essential 
or interesting phase of the whole question is the recognition 
of the distinguishing marks or phases characteristic of the 
upward and downward movements of business and values. 

Four such successive phases are listed by recent authoritative 
writers, and the business cycle is identified with the successive 
recurrence of these phases in regular order. These are revival, 
prosperity, liquidation or, at times, panic and depression. From 
the standpoint of such writers, therefore, the significance of the 

business cycle in its practical bearing evidently centers around 
the question which we have listed above as the second of the 
two major problems—whether there are symptoms or charac- 
teristics which will render possible the determination of prob- 
able points at which a turn will be made. Evidently, if it be 
true that a business cycle is merely a succession of phases in 
the way just indicated, what is necessary chiefly is to recog- 
nize the particular phase through which the movement of 
values is at the moment passing. It is then possible, presum- 
ably, to foreshadow a characteristic modification of this move- 
ment of values as it passes on to other stages. 

In order to trace more clearly the effects of the business 

cycle on the security markets, through these supply and demand 

factors, the status of the two important classes of securities— 

those of fixed income and those entitled to residual earnings 

of shares of common stock—should be studied in each stage of 
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the cycle. Let us examine therefore the four phases through 
which values of all kinds are believed to pass in order to fulfil 
a complete cycle of movement. The first is designated by 
some writers as a phase of revival from a period of depression, 
and is characterized by increasing activity. 

Securities During Periods of Business Revival 

During such a period of increasing activity, the confidence 
of the investing public in the security market is not at first 
very great. Accordingly, there is a general tendency to seek 
what appear to be “safer’’ securities, and bonds are therefore 
in demand. At the same time, the increasing demand for credit 
as the revival proceeds may tend to raise interest rates slowly, 
so that the advancing tendency in bond prices may be halted 
as the revival goes forward. 

Stock prices, on the other hand, will reflect the change in 

the business situation in a general way. The extent of this 
reflection will depend upon what is often called the “technical” 
position of the market. As prices tend to rise with the revival 
of business, heavy liquidation from hard-pressed former hold- 
ers may prevent the rise from assuming large proportions for 
some time. At other occasions, when optimism concerning the 
future business situation is quickly established, a rapid advance 
may occur forthwith. 
When differences of ideas as to the economic future make 

themselves evident, the process of stock trading passes into a 
new stage or phase. This may be called the period of: accumu- 
lation. It is characterized by an effort on the part of traders, 
and especially large financial and industrial interests, to obtain 
as large quantities as possible of given issues in which they 
have confidence. Their optimism leads them to stand ready 
to pay higher prices than those which on the average have 
seemed to the rank and file of investors to be warranted. Asa 
result, the values of the securities tend to advance, while the 

floating supply tends to become more and more closely massed 
in a relatively small number of hands. 

Suppose, for example, that a given issue had been almost 
entirely concentrated in a few hands at the outset of, say, a 
five-year period. As time goes on, the business underlying the 
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securities grows stronger. Earnings and dividends are in- 
creased. The public in general gradually becomes interested 
in such an issue, and during a period of revival in business 
activity its attention begins to be concentrated upon such oppor- 
tunities. The period of accumulation, in fact, may be regarded 
as covering the trading which accompanies the growth of 
securities in power to earn. It may be replied that not all con- 
cerns are simultaneously showing an increase of earning power. 
There are, however, constantly recurring periods in which 
most securities are tending .to advance, either because of in- 
creased earning power or because of prospective improvements 
in this respect. It should be noted, of course, that exceptions 
are always present. Failures are occurring constantly. What 
is here spoken of in connection with cyclical movements has — 
reference only to general or average conditions which may be 
considered ‘‘normal.” 

In this accumulation stage it is probable that those who 
have confidence. in their own ability to anticipate advances in 
values have borrowed from banks or other lenders as much as 
may be necessary to enable them to buy what they feel sure 
is likely to appreciate. The banks, on the other hand, have 
regulated their loans in accordance with what they suppose to 
be the dictates of safety. But in such cases the disposition is, 
of course, to allow lists of securities which are moving for- 
ward to be used as a basis for larger and larger loans of credit. 
Thus the upward movement or movement of accumulation 
tends to prolong itself because of the added impetus of specu- 
lative pyramiding. 

Phase of Prosperity and Distribution 

The prosperity phase of the business cycle is reached when 
the volume of activity goes above that indicated by the “nor- 

mal” rate of growth. When the revival has proceeded far 

enough, various basic lines of industry generally find that 

they have an unusual quantity of orders, and expansion is in 

order. Thus, heavy building operations lead to large orders 

for steel, which in turn call for heavy coal production and 

increased railway traffic. The stimulation thus spreads from 

industry to industry, and may be hastened by rising prices oc- 
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casioned by the keener demand. Fear of rising prices may 
result in large forward orders being placed, and when this 
occurs on a:sufficiently large scale, boom conditions are said 
to exist. \ 

The expansion characteristic of such periods results in an 
increasing demand for capital and rising interest rates. This 
tends to depress bond prices. In addition, the rapid growth of 
earnings reported at such times attracts the public to stocks, 
so that bonds decline in relative favor among investors. In 
the stock market, as prosperity unfolds itself, stocks rise 

sharply, above all as public enthusiasm is engendered by hopes 
of large speculative profits. The sharp increase in the volume 
of trading which usually occurs at such times is the best indi- 
cation of the fact that the public is flocking into the market. 
A time comes when, in the opinion of those informed buyers 

who had been purchasing stocks during the revival period, 
advantage may be gained by selling them. From their point 
of view, the general level of values is regarded as “‘too high.”’ 
When is a security or group of securities too high? Funda- 

mentally, of course, when the earnings, and hence the dividends 

paid, are below expectations which have been reflected in 

market prices. When such a situation occurs, those who are 

holding the security are warranted in the belief that a lower 

level of prices will shortly be established for it, since there are 
greater inducements to buy or hold other securities. It may 

be that the major inducement during the period of accumula- 

tion has been the fact that a given issue was thought to have 

some unusual business prospects. If the advance continues to 

a certain point, it may become evident that these have been 
fully realized or have turned out to be less satisfactory than 

expected. It may also be that in the process of borrowing 

money with which to carry such issues, commercial bank 

credit has been so heavily strained that the rate of interest has 

risen {9 a point which makes the cost of carrying heavier than 
the income, either actual or potential, to be realized from any 

possible further price rise. Whatever the cause, opinions 
change with reference to enough issues to bring about sales 

in volume larger than the current new buying demand at pre- 
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vailing prices. A period of distribution or “unloading” then 
sets in; and during this period prices on the average remain 
unchanged and then move downward, as better-informed hold- 
ers endeavor to dispose of their securities at prices which they: 
believe are still in advance of the true levels of value dictated 
by information or new developments which have become known 
in connection with securities. Thus a “sellers’ market” is 
developed. As during the period of accumulation, there may 
be and probably are many exceptions furnished by the issues 
which have power to resist, the general trend of things. But 
liquidation in one section of the market tends to affect others, 
so that if the selling is drastic, few securities may be able to 
avoid its effects. 

As the decline in stocks gets under way at the end of a 
period of prosperity, bond prices generally continue to drop. 
The liquidation of bonds is partly a result of efforts by specu- 
lators to curtail their operations by selling securities which 

have declined least. That a change in the trend of interest 

rates is at hand may be ignored by the market under such 
circumstances. Thus, for example, the efforts to distribute 

bonds in the early spring of 1929 were unsuccessful because 

of the pressure on the stock market. Also, there was a gen- 

eral feeling that rates of interest in the money market were 

high and likely to go higher for a time, so that a possible 

buyer with funds at his command could earn more by lending 
them on call, where the yield was greatest and absolute liquid- 
ity was secured. The effort to sell stocks by large industrial 

and financial interests in order to distribute them to individuals 
may or may not be accompanied by a downward price move- 
ment at first. Such sales may be made at a time when rumors 
or actual evidence indicate an improved state of earnings and 

dividends, so that a buying fever sets in and a large enough 

demand is called into play to absorb the offerings which have 

been placed on the market. Distribution, then, often takes 

place with a well-maintained or even rising price level, due 

to the fact that the buying public at large is of the opinion 

that business opportunities warrant strong confidence in the 

future price level. 
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Liquidation or Panic 

The pendulum of business prosperity almost inevitably 
swings too far, leading to a reaction which often is propor- 

tional in its severity and extent to the preceding upswing. In 

the business field, this reaction reflects the over-production 
which often takes place during the enthusiasm of the boom, 
and the sudden falling off of orders and, often, decline in prices 
which occurs when it is realized that the expected continued 
increase in business volume is not materializing. In the secu- 
rity field, speculation based on the discounting of future 
increases in corporate earnings and dividends collapses, and 
liquidation follows, in which values are readjusted to accord 
with the real underlying conditions. 

The symptoms of this change in the business situation differ 
in individual cases. In most instances in the past, persistent 
expansion in the volume of production, rising commodity 
prices, an apparent shortage of many types of goods and high 

interest rates have been common characteristic symptoms of 
such a turn in the business situation. 

If the liquidation reaches panic proportions, all security 
prices may be swept downward without exception. When the 
reaction is less severe, selling of stocks may be accompanied 
by buying of bonds as investors seek to safeguard their prin- 
cipal by placing their money in protected, fixed-income-bearing 

securities. Also, as interest rates drop with the decline in the 

market, further stimulus appears to encourage buying of bonds. 

A major rise in bond prices has, in the past, often dated from 

a period of severe liquidation or panic in the stock market. 
The rise in stock prices generally has culminated before 

the period of severe liquidation or panic arrives. By that 
time, the leading financial and industrial interests have gen- 
erally distributed their stock to the public. Professional specu- 
lators may still be active in the market, but it is common for 
this element to be caught in the toils of the panic because of 
their desire to continue profitable operations as long as possi- 
ble. As liquidation develops, the decline in stock prices tends 
to be extremely rapid because of the impairment of speculative 
margin accounts. Just as in the rise of stock prices speculators 
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pyramid their commitments, using paper profits on one trans- 
action to support another, so on the decline the wiping out of 
margins in one commitment compels throwing other holdings 
overboard. Furthermore, panic conditions are characterized 
by a general shortage of bank credit because of the caution of 
bankers and the general ‘freezing’ of the credit situation, 
and at such times call money rates may rise to fanciful figures 
for a time. 

Phase of Depression 

The final stage in the so-called cycle of investment events 
may be described as a period of depression. During this period 
business conditions are settling down and activity is at low 
ebb. Stock prices are adjusting themselves to the new circum- 
stances which have been developed during the downward move- 
ment, and which have almost invariably resulted in a great deal 
of unevenness and irregularity as between different securities. 

Imperfections of competition, lack of opportunity to judge 

accurately of the relative merits of given securities, and other 
factors of the same sort have produced a “ragged” appearance 
in the general field of security values, with the result that a 

process of readjustment is needed. 
The stock market at such times is essentially a “traders’ 

market,’’ and values fluctuate irregularly around the general 

average low level that has been established in the process of 
driving prices downward. Very likely the elements in the 

level of values thus established have a relationship one to 
another which is quite different from that which they bore 
when at high point. 

As the period of depression and impaired general confidence 

continues, a surplus of funds awaiting investment accumulates. 

This surplus gradually finds its way into bonds and the best 

investment stocks. Interest rates decline as the demand for 

capital continues small in the face of this increasing supply, 

so that bond prices may well enjoy a major upward move- 

ment. Only as signs of business revival multiply does buying 

of stocks, especially of a speculative character, again attain 

substantial proportions. 
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Relation to an Investment Policy 

Such a cyclical movement as we have traced naturally has 
an important relationship to our theory of investment. The 
investor will normally desire to stay out of the stock market 
and to keep his funds in the form of bank credit or high- 
grade bonds as far as possible at times when stocks are at 
the top of the curve or, as it is popularly stated, “when ‘the 
market is high.’’ Conversely, he will feel like converting his 
funds and bonds into stocks, to some extent whenever he be- 

lieves that the market is at a low point and a revival of busi- 
ness is at hand. Obviously, if all investors were perfectly 
informed and acted under the same impulses, whatever invest- 
ment cycle there might be would be largely “ironed out.” Since 
all would refrain from buying at the high point and all would 
enter the market at the low, high and low points would tend 
to disappear. 

Buyers and sellers are, of course, not actuated by any such 
common motive or body of information; on the contrary, a 
great many of them analyze the market quite differently from 
others and buy when others are selling. Again, it is also true 
that there are numerous investors who find it necessary, be- 
cause of large income, to buy practically steadily regardless of 
cyclical fluctuations of this sort. Again, there are others who 
prefer not to sacrifice the regular income which is lost in keep- 
ing funds idle, but prefer to make long-term commitments 
without regard to capital gain. The result is that fairly well- 
defined swings in the market may be recognized. Certain 
investors do more or less successfully adapt themselves to such 
movements, holding back their buying when they think that 
lower prices are in sight, or borrowing from banks and antici- 
pating their income when they believe that higher values are 
probable. Speculators, of course, seek to do this continually. 
These operations result in emphasizing at times the cyclical 
swings or movements to which reference has been made. To 
some extent, doubtless, statistical analysis can and does suc- 

ceed in recognizing, and perhaps occasionally for short periods 
anticipating, the trends of stock prices. The belief that this 
can be done is widespread, and unquestionably influences in an 
important way the action of many groups of investors who 
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would otherwise follow out a rather different policy, certainly 
at what are believed to be turning points in the market. But 
experience has shown that such forecasting under present con- 
ditions is a very difficult matter and is subject to so many 
uncertainties as to make it completely untrustworthy. 

Problem of Forecasting 

In the effort to adapt himself to changes in the business 
cycle, such as those just indicated in the foregoing paragraph, 
the investor naturally encounters the question whether it is 
possible by any “‘system’’ to forecast the movement of the 
market or of the principal shares therein. Various agencies 
which purport to forecast the course of prices have been 
formed, and they offer to the public “services” which are 
designed to perform this function in some way. 

Clearly, they all depend for their success upon the existence 
of a definite business cycle which is reflected in investment 
values in substantially the way that bas just been indicated in 
the foregoing paragraphs of this chapter. They are naturally 

able to furnish only very rough and approximate indications 
of changes in values; and those who are wisest undertake to 
do no more than to indicate alterations in fundamental fac- 
tors, such as activity of trade, employment, output, price 
movements and the like, leaving the investor to draw his own 
inferences for the most part. 

Efforts to facilitate such forecasting by preparing a com- 
posite index of business, and the parallel effort to make up 
composite indexes of securities thought to represent the aver- 
age or general situation of the investment market at any given 
time, have not been successful. They undertake to average 
things which are dissimilar in kind and which therefore are 

not capable of being united. Moreover, it is to be borne in 

mind, as already indicated, that general conditions which act 

alike upon all groups of values are not numerous ; and that, sO 

far as they exist, they are likely to be neutralized by offsetting 

conditions which operate to render nugatory various factors 

or elements which might otherwise make for an advance or 

a decline at a given moment. Forecasting therefore is not as 

popular as it once was; and in so far as it is successfully prac- 
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ticed at all, it takes the form today largely of forecasting as 

to individual securities or groups of securities in which factors 

of earnings, assets, management and the like are carefully 

estimated and then studied in their relationship to the more 

general influences operative in the market. 

Some International Aspects 

The business cycle has some important international aspects. 
It has been observed for some time past that the series of 
changes known as the business cycle seldom occurred simul- 
taneously in all countries. What used to be termed a “panic” 
or depression usually “started” in a particular country or 
market, advanced to a fairly well-recognized point, and then 
“spread” into other affiliated markets. Occasionally there were 
markets or countries which did not seem to suffer from it at 
all, or which felt the effect of it so late that it was not ascribed 

to the same set of influences. 
Similar conditions may be observed from the reverse side 

in the case of prosperity or advance in business. Activity may 
be pronounced in given branches of business in a certain 
country long before it is apparent in other countries, and 
general employment and prosperity may take their rise in one 
country and then be gradually transferred to others. In the 
same way, movements of prices may start in one country and 
gain a considerable degree of advance there before they are 
recognized anywhere else. Noting this difference in the stages 
or degree of progress of the cyclical movement, some investors 
have been inclined to the opinion that they could detect the 
existence of such difference in degree of advancement through 
statistical and other analysis, and so could transfer funds from 
one country to another in such a way as to anticipate the later 
changes in security prices. This effort is made, for example, 
by some investment trusts which believe that they may suc- 
cessfully sell out in a country where securities are over-valued 
and seem to be tending downward, and thereafter shift their 
funds to a country where securities are depressed but seem on 
the whole tending upward. 

The fact is that there often exists a plethora of funds in one 
market, and at the same time a corresponding shortage in 
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another. But those discrepancies do not automatically adjust 
themselves, and so such international diversification may not 
prove to be a profitable policy. The “high” market may go 
much higher while the depressed market remains low. This 
was the case, after 1926, with investment trusts which sought 
to protect themselves from a decline in the rapidly rising 
American market by buying in such countries as Germany, 
where money was very scarce and prices stayed low. 

Business Cycle and Investment Banking 

It is thus evident that the investment banking business, like 
other forms of business, may be much affected by the changes 

which we have designated as the business cycle. It is influ- 
enced by them in two major ways. First, the cyclical changes 
in business affect the quotations of securities, and therefore 

the conditions and prices at which new issues can be marketed. 
Secondly, the business cycle has an important influence upon 
the attitude and buying power of investors with regard to 

offerings made through investment banking channels. The 
policy of the investment banker necessarily must be to adapt 
himself to such changes and to avoid any injurious or em- 

barrassing effects which they may produce upon his own opera- 
tions. Such possible influences may be briefly summarized 
as follows: 

1. It not infrequently happens that investment bankers obli- 
gate themselves to “‘bring out’’ a number of issues of securities 
at a price or rate which proves to be out of harmony with the 
market rate, the latter changing as business cycle conditions 
shift and change. Excess inventories at such times are as 
dangerous as in other industries. Such a situation, resulting 
as it does in an unfavorable commitment and consequent loss, 
can be avoided only through careful watching of the market 
and more or less successful forecasting of tendencies. Another 
remedy is the reduction of the time that elapses between the 
purchase of the issue and its sale to investors. 

2. Investment bankers frequently find it necessary to get 
accommodation from commercial banks for the purpose of 
carrying unsold portions of an issue, and then find themselves 
subjected to loss through the development of high short-term 
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rates which inflict upon them a loss equal to the difference 
between the long-term interest on the securities which they 
are carrying and the short-term interest which they are paying 
to the bankers for current accommodation. This situation can 
be avoided only through careful adjustment to money market 
conditions and more or less successful foreshadowing of short- 
term rates in the open market. 

3. The investment banking house which is internationally 
organized has always to choose between the markets in which 
it will offer a given security issue or the apportionment which 
it will make of a given issue between such markets. This 
involves a study of the relative position of such markets, and 
a corresponding adaptation of rates and terms in one to the 
corresponding rates and terms which are being fixed in the 

’ other. Errors in this matter, if made, necessarily throw the 
dealings of the house in one market out of gear with its 

dealings in the other, and may result in the arbitraging of 

securities between the two markets under conditions unfavor- 
able to the investment house. 

Therefore a definite policy of investment management on 
the part of the house of issue, based upon the idea of a business 
cycle and designed so far as possible to foreshadow business 

cycle changes, becomes practically a necessary instrument in 
investment banking operations, as currently conducted. 

Investment bankers can further protect themselves to some 

extent against adverse effects from the business cycle through 

the combining of several types of business within one organi- 

zation; and this factor has been one of the major incentives 

to the combination of functions which has been common in 

recent years. Thus, a house handling only bonds may have 

little to do in times of active stock market speculation; but if 
it has astock brokerage department also, or an “over-the- 
counter’ market department, it is prepared to expand its stock 

business at such times. Investment trusts provide a means of 
taking advantage of periods of depressed security prices when 

investors are unwilling to buy directly. Finally, brokerage 

houses with commodity trading departments may make money 
from these when the security markets generally are depressed. 
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Chapter XV 

INVESTMENT CREDIT ANALYSIS 

The Importance of Earning Power 

The analysis of investment credit differs in several funda- 
mental respects from that of commercial credit. The two 
chief differences are the liquidity and price factors. 

Commercial credit analysis seeks to determine primarily the 
liquidity of a loan. Provided the borrower has cash on hand 
to liquidate the loan at maturity, little else is of great impor- 
tance. A weak borrower can borrow money freely in many 
cases by hypothecating satisfactory collateral with a bank. The 
collateral, through assuring the liquidity of the loan, makes 
the credit transaction possible and often quite desirable from 
the viewpoint of the lender. 

In investment credit analysis, liquidity in this sense is not a 
factor at all in most cases. Investment securities for the most 
part are either long-term bonds, which generally need not be 
paid off because they can be refunded, or shares of stock which 
have no maturity. Therefore the possession of the principal 
amount of the commitment in cash at an early date is not 
necessary. Liquidity for the holder of the security is obtained, 
in fact, through the quality of marketability, which permits 
the sale of the security to another investor in the open market, 
and thus its transformation into cash without a material decline 
in price. 

Instead of liquidity, it is earning power which nowadays 
receives the major stress in investment credit analysis,’ for 
such earning power is the chief basis of satisfactory market- 
ability. If present and prospective earning power assures the 
regular payment of a return on a security, the indicated value 

+ Where earning power is legally made to depend to some extent on asset 
values, as in the case of railroads and public utilities, this statement must be 
modified. 

336 



INVESTMENT CREDIT ANALYSIS 337 

of that security becomes the capitalized value of such return. 
In the case of a commercial loan, the long-range future out- 
look for the enterprise is not the vital factor in credit analysis. 
It is otherwise, however, in investment credit analysis, for the 
analysis of earning power must look forward over a period 
of years if the estimates of earning power are to be of any 
value. = 

The basic approach in investment credit analysis, therefore, 
is the capitalization of prospective earning power. In the case 
of bonds, this earning power is limited by contract to the 
coupon rate of interest, and the chief element in the analysis 
is the determination of the extent to which the earning power 
of the enterprise is likely to cover bond interest requirements. 
The wider the margin of surplus earnings over and above inter- 
est requirements, the more secure is the bond in the enjoyment 
of its regular stated return. Well-secured preferred stocks are 
in the same position. 

In the analysis of stocks, the problem is far more complex. 
Since common stocks represent equities, they are entitled to 
all the earnings left to the corporation after paying prior 
charges. Hence, the indicated value of stocks equals the capi- 
talized value of all estimated potential earning power. But 
estimates wili vary widely and will change frequently as in- 
formation is made available on the prospects and current opera- 

tions and financial returns of the company. Furthermore, the 
rate of capitalization—the determination whether certain stocks 
should sell at ten, twelve or twenty times present or prospective 
earning power, for example—will change in response to a 
variety of factors. Constant changes in estimates of earning 
power and rates of capitalization are reflected in the wide 
fluctuations of stock prices. 

The Price Factor 

The second characteristic of investment securities is the con- 

stant change in price which they undergo. Commercial credit 

instruments generally call for a fixed rate of interest, which is 

deducted in advance in the case of notes and drafts discounted 

at a bank. These instruments do not take the form of specific 

issues with characteristic price variations, as is the case with 
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investment securities. But because bonds and stocks are long- 
term securities, the market is constantly changing its valuation 
of them, resulting in a constant fluctuation in their market 
quotations. In the case of well-secured bonds, this price vari- 
ation is of limited proportions, although over a period of years 
it may be substantial. Stocks vary in price over a very wide 
range because of great changes in earning power and rates of 

capitalization which take place in the course of time. 
Now security analysis, where the information is available 

and good judgment is applied in using it, can determine with 

a fair degree of accuracy the present and, to a lesser extent, 
the future indicated earning power behind an individual issue. 
It can measure certain other elements of value. But it cannot 
dictate to the market what should be the general level of interest 
rates, or what should be the general rate of capitalization of 
the indicated earning power of common stocks, for, as has 

been seen in the preceding chapter, these factors are difficult 
to appraise in advance. The result is that security analysis 
does not permit the determination of what the price should be. 
Judgments as to price are purely empirical—they can be based 
only on comparisons with other similar securities. Through 

using current methods of security analysis, it may be possible 
to say that Security A has the same indicated value as Secu- 

rity B. If the latter sells much lower then the former, it 
appears to be “out of ine” and should appreciate in price if 

the market finally discounts this fact. But discrepancies in 

selling price often persist indefinitely, and the predicted price 
change may never occur. 

Thus, investment credit analysis, because of the important 

part played by the market price factor, is always subject to 
wide margins of errors. Market price is not always rational 
price, no matter what the basis of comparison. Classical econ- 

omists sought to avoid this difficulty by positing a “normal” 

or “real” price, around which the market price is supposed to 
fluctuate. Whatever the logical basis of such a concept, it is 

worse than useless in practice, and its use by security analysts 
merely leads them to make dogmatic assertions and prophecies, 
many of which are never fulfilled. 
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Basis of Security Prices 

The security analysis problem in Eos practice requires a 
judgment as to price. But, as has been seen, the exact part of 
the analysis refers only to a number of pertinent and ascer- 
tainable facts which affect value. The actual judgment of the 
market place interprets these facts i in different ways at different 
times. 

In the case of bonds and fa ied stocks assured by their 
quality of a certain fixed income, analysts are fairly well agreed 
that the price is fixed at a peint where the yield is large enough 
to give a return equal to the market rate of interest on the 
capital investment, plus a premium for risk. As seen in Chap- 
ter X, the general rate of interest changes in response to the 
action of a variety of factors. The premium for risk is an 
individual matter, varying with the conditions which apply to 
each security. 

These two factors which are supposed to determine the value 
of securities receiving a return fixed by contract are, standing 
alone, an inadequate explanation of the true market situation, 
however. In practice, anything which will make people buy 
more of a bond issue will raise its price. Some such factors 

are sponsorship by a strong banking house, marketability, 
legality for institutional investment and tax exemption privi- 
leges. On the other hand, anything which will discourage 
demand, such as lack of public knowledge about the issue, 
“foreignness,” etc., will tend to reduce the price below the 

general level for similar securities. To say that market 
price is fixed at a point where it results in a yield large enough 
to give a pure interest return plus a premium for risk, is to 
overlook the fact that the market is not ultra-rational. How- 
ever, it is probably true that in the long run prices tend to 
result in larger yields roughly proportional to the risk involved ; 
and it is the function of informed security analysis to see that 
the yield on any given issue is adequate, considering the return 
on other issues of equal risk, and to pick out those which for 
one reason or another are under-valued by the general run of 

security buyers. 
With regard to securities with no limited return, consisting 

of common and participating preferred stocks, market value 
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is based upon different considerations. Should the earnings 
of the company grow, the result will not be merely less risk 
with regard to the receipt of a fixed income return, but rather 
an increase in the return received! This increase may take 
the form of a larger cash return or of stock dividends and 
other benefits such as are commonly enjoyed by stockholders 
in successful companies. The prices of common stocks of suc- 
cessful companies thus tend to rise to a point where direct 
cash dividend income equals less than a pure interest return. 
It will approximate, in fact, a pure interest return, less expec- 
tations of benefits to be received. Hence, in capitalizing the 
indicated earning power behind the security of a prosperous, 
growing and well-managed company, the market may regard 
its stock as worth fully twenty times current earning power, 
whereas the securities of a backward concern may sell at only 
five times present earning power. The market thus looks for- 
ward to future earning power, and changes its basis of capi- 
talization accordingly. 

It is from the long-range viewpoint that the analysis of 
stock and bond values comes down to the same thing. Over a 
period of years, in so far as investors act rationally the ulti- 
mate yields on both types of securities tend to become equal. 
If more is earned out of holding stocks, they are generally sure 
as a class to rise in price sooner or later to reflect and discount 
this. Both will tend to sell at prices where the yield to the 
investor reflects a reasonable return for the risks involved 
over and above a rate of interest for the use of capital. It 
cannot be too strongly emphasized, however, that at any one 
time in the market very marked discrepancies will arise between 
price and quality, which may persist for years on end. 

Assets vs. Earnings 

In considering the basis of security prices and the measure- 
ment of the risks surrounding them, earning power has been 
given first place in the above discussion. This is the generally 
accepted view of the correct procedure at the present time; but 
in times past asset values were stressed to a far greater extent. 
The theory advanced was that earnings fluctuate with changes 
in business conditions, but assets have a fixed value which can 
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be realized in case of need. It has been only as a result of 
experience, which has shown that assets frequently have little 
value if they do not yield income, that the general attitude has 
changed. 

The change which has taken place in the point of view of 
modern credit analysis is described as follows by one invest- 
ment banker :? 

Until fairly recently, reputable investment bankers were more impressed 
by a photograph of a large and impressive factory than by any painted 
picture of possible or even probable future profits. They were accused by 
seekers after capital with looking at a concern’s assets not as the profit- 
making tools of a going business, but much as a pawn broker might, with 
an eye to their possible value as unredeemed pledges. 

Under old conditions of business the investment banker was indubitably 
following the safe and sound course. But as business has changed, the 
attitude of bankers has altered to conform with conditions as they are. 
To a great extent he is reflecting the demands of the investing public, 
which has seen business with great assets turn out to be poor investments 
and others enhance greatly in value because of increasing earning power. 
Today the banker will undertake the financing of a concern with negligible 
fixed assets, provided he is convinced that the prospects for increasing 
earnings in the future are good. 

The fact is that capital invested in fixed assets is not mobile 
and cannot be transferred when it becomes unprofitable. 
Hence, a lien on assets may prove to be a wholly illusory safe- 
guard at the very time when it becomes necessary to rely on 
it—when earnings fall off. 

Analysis of Risk 

From what has been said above, it is evident that in the 

analysis of investment credit the measurement of risk plays a 
leading part. Investment, as distinct from speculation, has 
already been described as a long-term commitment of funds 
made in such a way as to avoid major risks. It is a function 
of investment credit analysis, therefore, to appraise these risks 
in the case of each individual security, to determine how great 
they are and how likely they are to grow greater or less in 

the future. 
Risk measurement becomes a highly complex process in the 
1Wi1AM R. Basset, member of Spencer Trask & Co., in the New York 

Evening Post Annual Financial Review, January 3, 1920. 
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light of the numerous factors surrounding modern enterprise 
in its manifold phases. The measurement of the risk attach- 
ing to a Roumanian bond is an entirely different thing from 
measuring the risk involved in the debenture of an ice-cream 
combination. Nevertheless, the investment banker, and the 

investor after him, must make an appraisal in each case which 
will result in fixing a yield basis for each of these two secu- 
rities that will reflect the degree of risk inherent in each of 
them. All securities, no matter how diverse in character, must 

be compared by the common denominator of yield and market 
price. 

The extent to which the process of risk measurement can 
be carried depends upon the sources of information developed 
and the amount of original research done, as well as upon 
engineering surveys and accounting analyses that can be ob- 
tained by the buyer of the securities. The individual purchaser 
of securities generally does very little along these lines as a 
rule; the investment banker and the large investing institutions 
often do a great deal. In this chapter, we are concerned 
primarily with the current practice of the investment middle- 
“man, especially the larger houses of origination, and the large 
investing institutions, in measuring credit risks. The com- 
plexity of the problem is recognized as preventing a uniform 
treatment of credit analysis in all phases, and accordingly a 
preliminary survey will be made of the major features of the 
analysis process as adopted for each group of securities in 
current practice. Great strides are being made, with the 
growth of the investment banking business in this country, in 
improving this crucial function of credit analysis; and what is 
presented here is not necessarily the best practice, but an indi- 
cation rather of what is being done by an average firm. 

The Real Estate Mortgage 

The mortgage on real property has everywhere constituted 
one of the earliest and simplest investment media. Especially 
in a great new country like the United States, raising money 
on the security of the land has from the beginning constituted 
a major portion of the field of investment banking. The meas- 
urement of credit risk here has, as a result of the long period 
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of experience enjoyed in this field, become a highly developed 
art. 

From time immemorial, the value of a lien on real property 
has been determined roughly by the market value of the prop- 
erty itself. The earning power has generally been a secondary 
consideration because of the comparatively easy marketability 
of real estate. If the property“has a going value of consider- 
ably more than the amount loaned on it, a default could be 
met without much danger of loss to the mortgagee. The rela- 
tively standardized character of real estate has resulted in this 
stress on asset value remaining a dominant factor in analysis 
down to the present date. This asset value in turn, however, 
reflects in the main the present or prospective earning power 
of the property. 

A prime reason for the secondary position of earning power 
is the relative ease with which many types of land can be 
shifted from one use to the other. Unimproved land is espe- 
cially adaptable in this respect; but even buildings have this 
feature—a town residence can become a commercial building, 
for instance—so that a minimum market value can be found for 
practically any real property as a result of a wide demand for 
it from many different types of buyers. Of course, there are 
many individual exceptions to this rule. 

The chief part of the credit analysis process, as now devel- 
oped in the real estate field, is the determination of the property 
value. This is done through appraisal. Appraisal is usually 
accomplished on the basis of indicated market value as shown 
by sales of similar property, with allowances made as a result 
of expert consideration of various factors affecting the present 
and future earning power of the property. The loan as made 
is equal to a certain percentage of this appraised value. The 
earning power plays an important role in determining the per- 
centage that many real estate mortgage houses will advance 
on any one piece of real property. 

Railroad Security Analysis 

The first great development of the American investment 
banking business was predicated largely on the financing of our 
great transportation enterprises. The rails continued to attract 
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the bulk of interest in our security markets down to the begin- 

ning of the present century, when the period of industrial 

amalgamation created a number of industrial stocks and bonds 

that could compare in size and stability with the issues of our 

leading railroad systems. In fact, only during the past two 
decades have the railroads been definitely allocated to a minor 
place as compared with the whole field of industrials, and the 
industry is yet to be found that can compare with the carriers 
in the total volume of outstanding securities. Our American 

railroads have a total of well over twenty billions in securities 

outstanding. 
Because of the all-important part played by the American 

railroads in the development of our security markets for a 
period of nearly a hundred years, the principles of risk ap- 
praisement and investment credit analysis were early developed 
here. Furthermore, the evolution of analysis methods has been 
carried farthest in this field; and it is no exaggeration to say 

that in no other field of investment is it possible to measure 
risks more finely. The reasons are that sources of information 
and agencies to facilitate the job of credit analysis have, dur- 
ing this long period, developed highly advanced methods of 
analysis, and have then worked up the means of securing the 
needed information. 

The general principle of risk measurement in the case of 
railroad securities is not different from that of the real estate 
mortgage. There are the dual safeguards of earning power 
and property value to be taken into account. However, unlike 
most real estate properties, capital invested in a railroad enter- 
prise has little of that quality which the economists call mobil- 
ity. If a railroad is poorly conceived and badly located, the 
investment can seldom be salvaged. Instead, the fixed charges 
on the property will have to be cut down or eliminated, and 
if the enterprise is entirely unnecessary, it may be completely 
scrapped, as has happened to not a few railroads in this 
country. 

Because of the relative immobility of capital invested in 
railroad enterprises, earning power becomes the paramount 
consideration. While property value is given substantial con- 
sideration, for most railroads can earn something even under 
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very adverse circumstances, the bondholder knows that the 
mere possession of a lot of physical assets will avail him little 
if these assets cannot produce an adequate revenue. When 
such a revenue is continuously produced, he cares little as to 
how many times the physical value of the assets covers the 
amount of indebtedness of the corporation. Accordingly, in 
measuring the value of a railroad bond, the number of times 
interest is earned is the chief factor analyzed. Similarly, the 
number of dollars earned per share on railroad stock is the 
chief item studied in analyzing railroad stocks. Book values 
of assets follow as of secondary importance. 

But long ago it was learned that earning reports and balance 
sheets can be juggled, and that a good showing one year, even 
without such juggling, is by no means a certain indication that 
prosperity will continue in the future. Such basic considera- 
tions as traffic and physical conditions had to be analyzed to 
get a clue as to intrinsic and future earning power. Accord- 
ingly, the work of credit analysis was carried further and 
further, first by the great railroad banking houses who had to 
put out new issues of securities from time to time and, above 
all, reorganize old railroads which had found their earnings 
inadequate, and later by the life insurance companies and other 
big investors. 
We can only summarize here what has been accomplished 

in the development of a technique of railroad credit analysis. 
The Interstate Commerce Commission in 1907 established a 
uniform accounting system. Since then, more and more data 
have been made available in carefully compiled form, so that 
now the full light of publicity has been thrown upon most of 
the operations of the carriers. 

But such statistics are not enough for the purpose. The last 
word in railroad analysis has been accomplished by a coopera- 
tive organization of insurance companies and other leading 

investing institutions and large investors, established as a result 

of repeated railroad reorganizations. This codperative organi- 

zation, known as H. H. Copeland & Son, collects basic operat- 
ing data on each section of railroad line in the country against 
which securities are outstanding. In this way, the traffic mov- 

ing over each sector of railroad can be carefully watched from 
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year to year, signs of unhealthy trends noted, and the securities 
sold if thought wise. While this service, because of the great 
expense involved, is not directly available to the general public, 
the latter of course benefits through the superior measure of 
safety thereby accorded insurance company, savings bank and 
trust company investments in railroad securities. ‘Furthermore, 
these data are available to many leading railroad security 
houses, enabling them to be guided accordingly in their rail- 
road issues. 

The flotation of new railroad security issues is now a cut 
and dried affair. No new railroads of any importance are 
being built, the financing in this field being done practically 
entirely by the old established systems which are ever growing 
in size and importance. Any new issue of securities, with 
few exceptions, constitutes merely a relatively small addition 
to an already large outstanding issue, with a definite market 
value. That market value is established chiefly by the large in- 
stitutional demand for these bonds. ‘Thus, the investment 

banker plays a minor part in the creation of a market for rail- 
road issues now, as the main buyers, with their exceptionally 
complete sources of information, constitute an already existing 
demand for an issue of any conceivable size. 

The most delicate problems of analysis really arise in con- 
nection with reorganizations of barkrupt railroads. Here, the 
claims of the different liens on and equities in the property 
must be carefully adjusted in the light of legal and economic 
considerations. As a result of tne unusually complete data 
on railroad operations available, the analysis of the equity be- 
hind each lien is now based on such fundamental considerations 
as the number of ton-miles moved for each dollar of debt out- 
standing, and the relative physical condition and strategic 
importance of the property covered by the lien. 

Public Utility Securities 

The task of analyzing the risk inherent in a public utility - 
security is considerably more complex and difficult than is the 
case for a railroad bond or stock. The reasons for this are 
several. There is no federal regulation of the utilities, and 
therefore the uniform accounting and statistical data made 
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available by the Interstate Commerce Commission have no 
counterpart in the utility field. Secondly, there are several 
different types of utilities—electric light and power, street rail- 
ways, natural and manufactured gas, telephone, water and, 

according to some, even ice manufacture and distribution— 
making the problem of analysis by no means uniform. In 

the third place, there is no such elaborate development of 
sources of information as in the railroad field, and the utility 
companies have shown themselves far less willing to give full 
data on their operations to-the large investing interests. While 

analysis methods in the public utility field are not, therefore, as 
well developed as in the case of the railroads, they are tending 
to evolve in the same direction. 

In measuring the earning power of public utilities, it is 
necessary to study carefully the depreciation policy followed, 
because of the lack of uniformity in this respect and the 
resultant distortion of indicated earning power by a number of 
companies. As many public utility issues are even yet, despite 
the numerous recent consolidations, relatively small in size, 

the investment banking house plays a far more active role in 
establishing the credit standing of individual issues than is true 
for the railroads. Accordingly, their analysis activities are fre- 
quently far more thoroughgoing and complete. Engineering 
reports on the construction and condition of the properties are 
generally used to supplement the accounting data; and to an 
increasing extent such data as investment and funded debt per 
kilowatt-hour of capacity are being developed and made criteria 
of credit position. 

One further interesting difference exists between credit 

analysis on a railroad and a public utility property. The utility 
is a rapidly growing enterprise, as a rule, while the railroad 
is a relatively stable affair that will generally show little change 
in total volume of traffic from year to year. A utility which 
is unable to show a 5-per-cent average increase in the volume 
of business each year is an exception—most of the leading com- 

panies show a much faster rate of growth. This permits the 
analysis to be made with allowances for increased earning 
power resulting from the indicated future growth. Utility 
analysis thus involves a forward-looking attitude not usually 
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feasible in the case of the railroads, because of the growing 

competition the latter meet from motor vehicles. 
The present movement toward increasingly large amalgama- 

tions in the public utility industries will tend to simplify largely 
the function of credit analysis and to make the problem more 
and more similar to that of analyzing railroad securities. The 
big combinations, although adopting the holding company 
form because of the necessity of retaining the local corporate 

entities which received the original local charters, have tended 
to combine their financing to an increasing extent. In many 
such amalgamations, such as the Associated Gas & Electric 
Company and the Public Service Corporation of New Jersey, 
scores of subsidiary securities have been eliminated by ex- 
change or redemption, and replaced by a few large and more 
easily analyzed issues. 

Industrial Analysis 

Their legal monopoly, the close government regulation and 
the basic nature of the services they render, place the railroads 
and public utility concerns in a class apart. The number of 
risks is reduced, thus simplifying and rendering more definite 
the problems of investment analysis. For the great majority 
of industrial concerns, the analysis problem becomes far more 
difficult. In fact, in the case of many industrial securities the 
information generally available is so fragmentary that rumor 
and vague conjecture must be relied on almost exclusively in 
analyzing values. 

Because of the many uncertainties which surround invest- 
ment in the industrial field, the burden of credit analysis rests 
more heavily on the investment banker. Studies of entire 
industries and individual securities are constantly being made, 
either for the purpose of floating new issues, or purchasing 
blocks of securities for secondary distribution, or as a general 
service to clients. The broad outlines of such a study of an 
industrial security are indicated herewith. 

Earning power is the starting point of practically every one 
of these studies. Asset value plays a relatively unimportant 
part, for unprofitable assets are not worth much, especially in 
a highly competitive industry where a small and efficient pro- 
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ducer can rapidly displace the large but poorly organized and 
inefficient firm. The unimportance of asset value in determin- 
ing the selling price of industrial securities is set forth in the 
following table, comparing asset value and selling price of 
several leading industrial stocks on December 31, 1928: 

Beno deena Book asset value} Market price 
per share per share 

Ste tee Se Be re $ 50.88 11034 
EN CriCANWODACCO ms... sci ats.c « 45.67 176 
American-Woolen...:.....2..6..5 119.47 27% 
General Motors. s3¢500s!.. 28 2: 15.54 814 
Wash MOtors..15 ts0 6s dare Sayps o 0: 19.68 108% 
R. H. Macy Corporation......... 96.88 185 
U.S. Rubber Company.......... 48.79 4634 
USS: steel Corporation.;.—....:.. 208 .87 14138 
Woolworth (F. W.) Corporation... 37-57 215 

The reason for the disparity between book and asset values 
is that the element of good will plays so important a part in 
industrial valuation. Good will in its broadest sense is excess 
earning power above a moderate return on the actual invest- 
ment in the enterprise. Certain industrial concerns, badly 
managed and suffering from obsolescence, show an element of 
"ll will,” that is, the securities sell for less than the value of 

the assets. Thus, on December 31, 1928, the selling price of 
the preferred and common stocks of the United States Rubber 
Company amounted to $126,353,904. The book value of the 
assets, less funded debt and current liabilities, was $191,451,- 
360 on that date. The “ill will” of this concern thus amounted 

to $65,097,456. 
This earning power, however, is difficult of determination 

in many cases because of the lack of uniformity in accounting 
practice. All kinds of special items might conceal the true 
state of affairs. Depreciation is one factor that is especially 
subject to wide variation. In some cases, an abnormally favor- 
able showing is made through insufficient write-offs on this 
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account. In other cases, earnings are concealed for years 

through over-liberal depreciation entries, the sums reserved for 

depreciation of plant being used in fact largely to rebuild the 

properties of the company. Whensthis program is completed, 
a sudden jump may occur in the reported earning power of the 

company. 
Another analysis problem of special importance in the case 

of industrials is that of inventory. Most concerns in this 
group keep substantial stocks of materials and finished goods 
on hand, and these items fluctuate in price. When these price 
changes are substantial they may be a determining influence on 
earning power. A sharp decline in prices, by causing severe 
inventory depreciation, may change an operating profit to a 
heavy net loss for the year. The oil and rubber industries 
have suffered particularly from inventory fluctuations, and in 
times of sudden price declines, such as 1920 and 1921, the 
profits of years may be wiped out in a short time. 

Reported and prospective earning power may be entirely 
different for an industrial corporation. One main factor which 

may undermine earnings is competition, from which railroads 

and utilities are virtually free. Competition often leads to 
over-production and price cutting, and has abruptly changed 

the fortunes of countless business enterprises in the past. 
Technological change is another factor which must be con- 
sidered. The annals of American industry over the past three 

decades include many a tale of the rise and fall of industries, 
industrial methods and distribution systems. These changes 
have resulted in huge profits to many concerns—they have also 
wiped out numerous others. 

After the earnings, the working capital position of the com- 

pany is of great importance. A large working capital means 

protection for the company against temporary adverse develop- 

ments, and gives it the means to expand when the opportunity 
arrives. It also constitutes some protection for the permanence 
of interest and dividend payments on the company’s securities. 
In the analysis of the working capital position, a number of 
factors may be revealed concerning the position of and outlook 
for the concern. Working capital, including all those assets 
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which, in the ordinary course of business, are converted into 
cash, is composed of three chief items—inventory, accounts 
receivable and cash. The inventory item is the one needing 
most careful study, as has been seen. Cash and its equivalent, 
such as marketable securities, constitute, of course, the most 
desirable form of current asset. Similarly, current liabilities 
differ in quality. Liabilities coming due within a period of 
one year, exclusive of funded debt, are generally placed in this 
category. The item of notes payable, representing usually 

loans from banks, is rapidly disappearing from the balance 
sheets of the larger industrial concerns, as an increasing pro- 

portion of them retain enough permanent working capital in 

the business from surplus earnings and security issues to take 
care of all usual demands. 

The adequacy of working capital is measured as a ratio of 

current assets and liabilities, as well as the net amount of 

current assets, less current liabilities. No arbitrary ideal ratios 

and amounts can be set, however, because of the great diversity 

in practice among individual industries and firms. 

The fixed assets of the company, as has been seen, are of 

' minor importance as far as book values go. However, the 

condition and modernity of the plant are of great importance, 

as well as its capacity. Frequently the company’s reports are 

poor indications of this. An investment banking house will 
often resort to special engineering surveys, or at least to a 

general tour of inspection by officials of the firm, before reach- 

ing a conclusion as to the merit of an enterprise. 

Where patents and trade marks are involved, due allowance 

must be made for rapid changes in value which might take 

place. Thousands of valuable patents are constantly becoming 

valueless because they are replaced by superior devices and 

methods. Similarly, unless backed up by constant advertising 

and careful merchandising methods, trade marks can gradually 

lose their value, as has been abundantly proved time and again 

in the field of tobacco manufacturing. 

Finally, the management factor is of great importance, al- 

though not easily measured. With regard to the analysis of 
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this factor, the Industrial Securities Committee of the Invest- 

ment Bankers Association of America has this to say: 

Management seems to be conceded by all to be the most important 
requisite. The Baltimore & Ohio Railroad has recently celebrated its 
tooth anniversary. Yet how many of us buy clothes and necessaries at 
the same shop for more than perhaps ten years, how many use the same 
make of automobile for more than such a period? These concisely stated 
ideas, to our mind, most clearly point out to the investment banker the 
prime necessity of studying the management of a company he is con- 
sidering and the practicing of eternal vigilance in watching that manage- 
ment, after the securities have been marketed. Too often has it happened 
in the past that a management which has built up a successful business, 
having sold that business to the public through security issues, becomes 
lax and careless, and too often has it happened that the banker who 
placed those securities had not kept in close enough touch with the 

management to protect his interests and those of the public—which are 
one and the same. 

As a result of the consolidation movement which has affected 
nearly all branches of American industry over the past thirty 

years, this broad group of securities is taking a leading place in 
our financial activity. Accordingly, a growing tendency has 
arisen for investment banking houses to develop organizations 
which are proficient in the analysis of one or more specific 
groups of industrial issues in which they specialize. One lead- 
ing firm in New York City, for example, specializes in chain 
and department store financing; another, in aviation issues. 
In this way, a growing mass of facts and experience is attained 
to simplify the analysis problem for such specializing houses. 

Securities of Financial Institutions 

A very important group of securities, with a market value 
aggregating several billions of dollars, are the issues of finan- 

cial institutions. Bank and insurance shares are entirely of 

one class, for these organizations do not issue preferred stock 

or bonds. Hence, the complicating factor of trading on the 

equity is eliminated; but to offset this apparent simplification 
of the analysis problem, there is a great paucity of informa- 

tion regarding the true position of perhaps a majority of these 
financial institutions. 

While it is true that banks and insurance companies are 
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rigidly regulated in this country, there are some aspects of 
their business concerning which information is not generally 
available. Among banks, this is especially true of the opera- 
tions of investment subsidiaries, where large profits may be 
made or losses incurred without publicity. Similarly, insurance 
companies, especially those operating in the fire and casualty 
field, can deal in the security markets and make large profits 
there. All in all, therefore, analysis of bank and insurance 

securities on the basis of published statistics often errs widely, 
so that market prices of these securities often appear to bear 
little relation to published statistics of earnings and book value. 

In the case of investment trusts, analysis is all the more 
difficult because the buying and selling of securities is the 
stated business of such companies. Investment trusts secure 
income from interest and dividend payments on the securities 
in their portfolio and, in addition, make profits or suffer losses 
from turning over their securities in the market. This latter 
income will naturally vary considerably with the state of the 
security markets. It would obviously be imprudent to capi- 

talize the earnings of either a very good year or a very poor 
year in the security markets. As a matter of fact, investment 
trust common stocks commonly sell at some mid-point between 
a capitalization of earning power, including turnover profits, 
and the usually smaller book value of the shares, based on the 
securities in the portfolio. 

Municipal Analysis 

In analyzing municipal bonds, a significant variation in 
emphasis is noted. A governmental body usually relies chiefly 
upon the taxation power for its revenues, although some 
income-producing activities may be carried on by it. Nor- 
mally, this taxation power is sufficient to cover all financial 
needs, including service on the debt. Hence, provided the legal 
aspects of the issue are proper, the credit risk becomes a small 

one. 
Therefore, in the case of the general run of municipal bonds, 

it is necessary to pay particular attention to the question of 
the validity of the issue in the light of the legal requirements 
of the laws governing it. One of the most important state- 
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ments to be noted in connection with such issues is that a 

prominent firm of lawyers has examined the validity of the 

issue and found it satisfactory. 
Beyond this question of legality, the same tests apply as in 

the case of corporate issues. The determination of the ability 

to pay, as measured by the size of the tax burden in relation 
to the wealth and income of the community, is the purpose of 
most such statistical analyses of municipal bonds. Any limita- 
tion on the taxing power by constitutional provision, or other- 
wise, militates strongly against the investment quality of such 
bonds, for it results in limiting the income available to pay in- 
terest and principal on the issue. Also, in the case of new 
communities, or those dependent upon such temporary indus- 
tries as oil drilling and mining, the credit risks become sub- 
stantial because of the possibilities that the community will 
disappear along with the industry which gave it life. 

Specific tests of municipal credit have been worked out on 
the basis of the amount of debt in relation to the population 
and the assessed valuation of property within the jurisdiction 
of the issuing body. These tests, like all ratios between greatly 
varying factors, have little meaning without careful interpre- 
tation. 

The small margin of profit in the municipal bond business, 
and the fact that the demand for these issues comes chiefly 
from wealthy investors who wish to enjoy the benefit of the 
tax-exemption features they possess, result in making this 
branch of the business a rather specialized affair. A limited 
number of investment houses pay more than incidental atten- 
tion to municipal bonds. 

Foreign Security Analysis 

When the investment banker crosses a political frontier and 
purchases a foreign security, a number of new problems arise 
in investment credit analysis. Political risks, legal risks, cur- 

rency risks and other new factors enter into the situation, 
which are not normally taken into account to any extent in 
domestic financing. Furthermore, differences of language and 
business practices make it more difficult to secure and interpret 
the requisite information. 
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Foreign securities have played an important rdle in the 
American capital market only since 1920. At first, banking 
houses here depended upon established European contacts, espe- 
cially with the great banks there, to aid them in the problem 
of credit analysis. However, the foreign departments of our 
leading investment banking houses have steadily expanded in 
scope and improved in efficiency. ~ Lately the Investment Bank- 
ers Association has sought to place the gathering of informa- 
tion about foreign securities upon a codperative basis through 
the establishment of the Institute of International Finance. 

In the case of foreign securities, the vague and purely 
empirical connection which exists between the facts as revealed 
by analysis and market price is especially apparent. For ex- 
ample, a bond of a first-class foreign public utility company 
should admittedly give the investor a higher yield than a 
similar issue of a domestic utility. The difference in yield 
would reflect primarily the political risk involved, as well as 
the “psychological” distrust many investors have toward for- 
eign securities, thus reducing the demand for them. In prac- 
tice, however, this difference in yield has varied sharply, with- 
out much regard to changes in the intrinsic quality of the 
securities. Thus, during the five years after 1920, foreign 
bonds as a whole steadily appreciated in value, although a 
number of them suffered wide fluctuations in price until such 
time as the public became accustomed to purchase them for 
investment purposes. From 1925 to 1928, a vast increase 
occurred in the quantity of new foreign securities appearing on 
this market, and the additional yield required by investors fell 
sharply, until many foreign issues were giving less than one 
per cent additional yield, as compared with similar domestic 

issues. With the great increase in interest in common stock 
investment that occurred in 1928, foreign securities quickly 
fell out of favor again, and our investors once more demanded 

a much higher yield from them as compared with similar 

American issues. 

Growth of Information Sources 

There has been a great expansion in the quantity and variety 

of financial statistics which have been made available to the 
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public during the past few years. This has resulted in part 
from the tendency of corporations to publish fuller and more 
complete reports about their activities. It has also been caused 
in part by the wide distribution of\security ownership in recent 
years, which has made it possible for large statistical organi- 
zations and many financial journals and periodicals to subsist 
by furnishing financial information to their clients. Finally, 
investment banking houses have found that public interest in 
securities is stimulated through free publication of facts about 
them, and the average new security issue now is accompanied 
by considerably more information for the public than was the 
case in the past. 

The individual investor is gradually getting to a point where 
he is actually deluged with information of a financial character. 
The result is not always fortunate from his point of view. 
The major portion of the information made available to him 
may be of a biased or interested nature. Investment banking 
houses tend to present to him information about those securities 
in which they are interested, rather than those which consti- 
tute the best bargains in the market. Financial journals and 
periodicals tend, often quite against their wishes, to print a 
disproportionate amount of favorable information about secu- 
rities which are being manipulated upward and are therefore 
the subject of favorable announcements or analyses by those 
interested in them. Hence, the individual investor who chooses 

to take care of his own affairs cannot give up his independence 
of judgment if he wishes to run his investments in a way likely 
to conduce to his own best advantage. He must seek informa- 
tion everywhere, but he also should scrutinize it as to its 
reliability and value as far as possible. 

At any rate, it would appear that the period of financial 
illiteracy in this country is slowly passing. A knowledge of 
the fundamentals of the security markets is being spread among 
all classes of the population, and an increasing number of 
people are able to do some thinking for themselves in the matter 
of security buying and selling. As a result, the appraisal of 
investment credit is becoming to an increasing extent the con- 
sensus of opinion of a large number of individuals, and in the 
course of time this may well bring about a closer corre- 
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spondence of security prices to the known facts as brought out 
by informed security analysis. 
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Chapter XVI 

INVESTMENT CREDIT INSURANCE 

Insurance and Investments 

In a former chapter (Chapter V), it has been seen that there 
was good reason for regarding the insurance companies as 
an important factor in the investment market. Their chief 
function in that connection was found to be the purchase and 
holding of large volumes of securities bought for the purpose 
of keeping their funds at work and thereby earning an income 
which would render it possible to reduce the cost of policies to 
the holders thereof. This was regarded as unquestionably 
a fundamental phase of the relationship between the insurance 
companies and the market. In another way, however, the 
general principle of insurance is significant in connection with 
investment. The latter contribution on their part is furnished 
by their recently-developed function in connection with the 
insurance of credit. 

Insurance in the abstract is essentially defined as the process 
of spreading out risk or loss, so that a great number of persons 
combine to carry losses which grow out of the incurring of 
risk at unforeseen or incalculable times, when the necessity 
of carrying such loss individually would result in extreme 
suffering. The life or fire insurance company thus accumulates 
funds from a great number of persons, and in return agrees 
to pay a specified sum to any one of these contributors or 
named beneficiaries contingent upon such stated events as 
death, the occurrence of fire, or some other risk. 

It has been seen in an earlier chapter (Chapter XI) that 
one reason why securities differ in their yield is found in the 
element of risk; and that as the possibility of loss of principal 
in whole or in part, or suspension of interest, becomes greater, 

the rate of interest charged is correspondingly enlarged. In 
other words, the risk element in investment is practically always 
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present, although in greatly varying degrees. The question 
has, therefore, arisen whether it may not be possible, by means 
of insurance, to eliminate this risk, or at least to reduce it to 
a negligible quantity. It has been argued that if such risk 
could be eliminated, the result would be to place the whole 
process of investment upon a much more secure and stable 
basis, and to enable the individual to apply his funds with a 
greater feeling of security, due to the fact that his risk as an 
investor had been assumed by a strong company which was 
entirely able to carry it. Out of this have arisen various pro- 
posals for security insurance or guaranty, which are coming 
to attract increasing attention in the financial community, and 
which deserve correspondingly careful consideration, although 
only a very small volume of securities have as yet been affected 
by such schemes. 

Before taking up the subject in detail, however, it is neces- 
sary to consider*some misapprehensions which have been 
allowed to grow up around this topic. First of all, it should 

be remembered that insurance companies never insure (and 
never can insure) against a loss that is certain. They would, 
for example, never undertake to insure a group of tuberculosis 
patients upon the same basis that they would apply to persons 
in full health—indeed, most insurance companies would refuse 

to insure them at any price. In the same way, a marine in- 
surance company would not knowingly admit as the holder of 
its policy an obviously unseaworthy vessel, even though it 
might be simultaneously insuring a great number of highly 
seaworthy ships upon which it received premiums which would 
cover the loss incurred from the sinking of the unseaworthy 
boat. By the same token, it is out of the question for any kind 
of insurance plan to take the risk entirely “out” of invest- 
ment. All that such a company can do is to estimate as care- 
fully as possible what that risk is, leaving out such issues as 
appear to be certain failures, and then to assume, by the proc- 
ess of averaging, the risk of loss resulting from it. The 
insurance company is able to do this only by reason of two 
facts: (1) that it presumably has a larger and more accurate 
supply of information than its individual customers concern- 
ing security risks and loss possibilities on an actuarial basis, 
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(2) that inasmuch as it gets an insurance premium from a 
considerable number of customers, it is able to spread out the 
loss incurred by any one individual over a much greater num- 
ber, so that the losses incurred become an element in the cost 

of doing business which can be regularly ascertained and pro- 
vided for out of the premium income, instead of a destructive 
blow or shock which may put an individual concern out of 
business. Remembering this generalization, it will be clear 
that the business of insuring investments can succeed only in 
so far as the risk to be taken is measurable or capable of 
standardization or estimate, and that it can be. assumed even 

in that case only on large specified classes of substantially simi- 
lar obligations; and, finally, that the risk is never really elimi- 

nated, but is simply borne by contributions made by a large 
number of insured individuals, and so reduced to a fixed and 

uniform premium charge. 

Insurance by Endorsement or Guarantee 

We may now examine cursorily the methods of insuring 
against investment risks. The most elementary or primitive 
of these is furnished by the idea of endorsement and guarantee. 
Thus, in commercial banking, let us suppose, there is doubt 
about a customer’s ability to pay his debt. The banker then 
induces the customer to provide an endorser or guarantor, who 
becomes jointly liable with the signer of the obligation. In 

time, an individual or firm may make a business of giving 
such endorsement or guarantee, charging a commission or fee 
for so doing, as is the practice of the discount and acceptance 
houses of Great Britain and of accepting banks in the United 
States and other countries. But this is a later development, 
and the idea of endorsement in its elementary form consists 
merely of a reduction of risk through adding one additional 
obligor. 

In the field of investment, this endorsement principle is very 
common. Numerous individual concerns undertake to guaran- 
tee or insure an entire series of obligations or capital stock 
issued by another. In connection with consolidations, and 
incorporate relations in general, one concern finds it to its 
interest to guarantee the securities of another in lieu of pur- 
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chasing them, or merely to give them a better credit standing 
so that they become more effective as a new financing medium. 
Good examples of this kind of insurance or guarantee were 
first furnished by railroads, which frequently guaranteed one 
another’s bonds and stocks as one line absorbed others and. 
instead of retiring the obligations of the latter, simply made 
them their own, that is, guaranteed or insured them. In all 

instances of endorsement, there is an order of liability pre- 
scribed by law; but in the last analysis, both parties who have 
put their names to the paper are responsible for it, and it may 
be collected of one or the other. In the case of the guaranteed 

bonds already spoken of, the obligation is a lien upon the 
property which has been given as security for it, and a claim 
against the issuing company ; and after that has been exhausted, 
the guaranteeing enterprise is responsible for any balance of 
liability that may remain. 

Making Insurance a Business 

The question, of course, early arises whether insurance or 
guarantee may be reduced to a business basis, so that it no 
longer becomes a mere incidental result of mergers or combi- 

nations between concerns. Special corporations may be organ- 
ized which, for a fee, offer to guarantee the obligations of 
others by adding their endorsement. Accordingly, the notion 
of organized credit insurance has developed, and today plays 
a small role in the investment market. 

This process is currently carried out in two main forms. 
In some cases it consists in substituting the name and credit 
of one corporation for those of another. In others, it is based 
upon the issuing of a definite contract of insurance covering 
all risks of a certain kind that are assumed by the guarantor 
corporation. In the first case, obviously, the insuring concern 

takes upon itself a specified liability and agrees to meet it, 
collecting of course from the enterprise which is being insured 
in the event of a failure on the part of the latter to meet its 
obligations. In the second case, the guarantor concern does 

not substitute its own name directly, but it does indicate in 

some way the fact that it has guaranteed the obligation, and 
that in the event of a default upon it, the insuring concern 
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may be relied upon to make good. It is worth while to see 
exactly how far these two plans have been carried out in the 
investment world, and also what are the limits of their prob- 
able success, as well as their cost. , The chief applications of 
both of these methods of credit insurance are to be found in 
the real estate financing field, although there have been others, 

as will be seen presently. 

Substitution of Names 

We may begin with the idea of the substitution of names 
in the process of protecting obligations. Perhaps the best 
original example of this substitution principle is furnished by 
the banker’s acceptance. In this type of paper, two individuals 
are presumably engaged in trade, one buying from the other, 
but not being in position to pay this other in cash. He there- 
fore offers to obtain for the seller the promise of a bank to 
pay his obligations; and accordingly, when a draft is drawn 
by the seller of goods, it is by prior agreement presented, not 
to the buyer, but to a banker, for acceptance. The latter ac- 

cepts it, and so makes himself liable for the amount due, and 

the seller can thus depend absolutely upon the banker instead 
of upon his customer. Of course, the accepting bank cannot 
afford to grant this substitution of name without first making 
a thorough study of the credit of his customer. When he 
has made such a study he may decide that the credit of the 
customer is good enough to warrant him in taking merely 
the customer’s own obligation, and giving the customer his 

acceptance upon such paper as the latter may desire to have 
drawn upon him. Here, there has been a substitution of the 
banker’s own credit for that of the customer. It is the fullest 
kind of guarantee, since the banker undertakes to place him- 
self in the same position of liability that the customer would, 
had the latter accepted the paper. Such paper, when issued 
by strong banks, becomes the best type of short-term invest- 
ment, and is accordingly much sought by bankers who have 
funds to employ in liquid form at short term. 

The oldest example of the use of substitution of names in 
purely investment banking is probably found in mortgage 
banking, which has been discussed in Chapter VI above. It 
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was there seen that the mortgage bank issues its own obliga- 
tions in order to raise funds to buy individual farm mortgages, 
thus placing its well-known and well-regarded credit in the 
place of that of the unknown small borrower who has no 
access to the capital market directly. In several European 
countries, such as Germany and Finland, the mortgage bank- 
ing principle has been applied to industrial financing, and 
there are industrial mortgage banks that make long-term ad- 
vances to corporations, receiving individual secured obligations 
which are made the basis for the flotation of bonds and stock 
of the bank itself. Several real estate mortgage firms oper- 
ating in urban centers, as well as many public utility com- 
panies, have worked on the same principle, issuing their own 
collateral trust obligations against numerous individual mort- 
gages or, in the latter cases, security issues. 

Furthermore, several of the large installment financing con- 
cerns are operating on the same principle. These concerns 
offer to finance the purchase of machinery and other perma- 
nent equipment for industrial enterprises, receiving a mortgage 
on these assets to secure the loan. Capital is then raised in 
the market through bond and stock issues of the finance com- 
pany, which thus substitutes its name for that of the individual, 
often comparatively small, business concern. 

Guarantee or Insurance by Contract 

The second method of credit insurance may now be con- 
sidered, where the guarantee is accomplished by contract rather 

than by direct substitution of names. The guarantor then as- 
sumes merely a secondary liability in case the given security 
does not prove to be good. In the case of short-term paper, 
this is furnished by a bank endorsement. A customer who 
wishes to sell his paper in the open market may thus induce a 
banker to endorse a draft instead of accepting it. The real 
liability on the part of the insuring or endorsing institution is 

the same in this case as it is when one name is substituted for 

another, except that the liability does not become operative until 

after that of the actual maker of the paper has been found 

to be inadequate, i.e., until a default has occurred. 
In investment banking, the chief application of this idea is 
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seen in the organization of enterprises whose sole business, or 
an important department of whose business, is found in thus 
guaranteeing the reliability of real estate mortgage obligations. 
This process essentially consists in testing the character of the 
credit for which insurance is sought, and then issuing a policy 
of insurance to cover the payment of principal and interest on 
the mortgages accepted. This is termed mortgage guarantee, 
and is an outgrowth of the original limited insurance func- 
tions connected with real estate financing which consisted in 
the guarantee of title to the real estate that was being made the 
basis for a mortgage loan. 

In many of our larger cities at the present time trust com- 
panies or title companies, or concerns performing both kinds 
of service, are in the habit of guaranteeing mortgages. They 
give to the customer who purchases from them the actual 
mortgage, which they themselves have received from a bor- 
rower, an endorsement, either actually written upon the instru- 

ment itself or conveyed in a separate document, whereby they 
undertake to pay to the purchaser the face of the mortgage in 
the event that it should at any time be defaulted. They also 
guarantee the regularity and full payment of interest in the 
same way, and incidentally they carry on the business of insur- 
ing and guaranteeing the soundness of the titles to property 
which has been mortgaged. This they are able to do, as will 
presently be seen, by reason of the fact that they have taken a 
large number of obligations of this kind and, on the principle 
of averages, can be reasonably sure that the losses incurred in 
a certain volume of dealings will not be greater than can be 
provided against by the taking of a small fee, usually in the 
form of a deduction from the specified rate of interest, the 
proceeds of which are used to establish a reserve against loss. 
On high-grade real estate mortgages and mortgage bonds, one- 
half of one per cent is frequently charged as a premium, so that 
a mortgage that pays 6 per cent in interest will yield the in- 
vestor 51% per cent if guaranteed. 

Another development in the field of mortgage guarantee 
has been the segregation of the insurance function from that 
of the purchase and sale of mortgages. In fact, those trust 
and mortgage companies which do arrange to guarantee their 
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own mortgages for a fee frequently incorporate separate guar- 
antee companies, in order clearly to segregate the liability. In 
other cases, concerns which specialize in this business are asked 
to guarantee mortgages sold by various real estate mortgage or 
bond houses. This permits widespread diversification of risk 
by the guaranteeing concern. 

Of course, the value of the guarantee is no greater than the 
financial strength of the guarantee company. If the assets of 
the latter are insufficient to meet losses at any time, it becomes 
insolvent, and the guarantee may become of little or no value. 

In a few isolated instances this has happened; but in the great 
majority of cases the guarantee principle has in practice been 
applied with success in the real estate mortgage, and mortgage 
bond fields. 

Before taking up the possibility of the application of invest- 
ment credit insurance to a broader field, it will be instructive 

to review very briefly what has been done in this connection 

in the commercial credit field, where there has been more expe- 

rience in the broad use of this device. It has there become 
a not infrequent practice among sellers of goods or lenders 
thereon to take out insurance of this kind. 

Technique of Commercial Credit Insurance 

Credit insurance is a guarantee that a beneficiary shall not 
suffer from those losses occurring because of the insolvency of 
debtors coming within the coverage of the policy which are 

in excess of the normal loss from bad debts incident to his 

particular business. The insuring company guarantees to pay 

the policyholder the net excess over this normal loss. The 

contract between the company and the insured is variously 

called a credit insurance policy, a bond of indemnity, or a 

contract of guarantee on insolvent debtors’ accounts. 

In addition to covering only abnormal or excess losses, every 

credit insurance policy contains several other fundamental fea- 

tures. These may be summarized as follows: 

(1) The maximum amount covered on any single account 

which the insured sells is specified, according to the rating of 

the debtor. 
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(2) Co-insurance, or bearing of part of the risk by the in- 
sured, is generally required to give the insured an interest in 

collecting debts. 
(3) Further co-insurance is required on sales by the insured 

to inferior rated risks, and an additional premium is charged 
for covering such risks. 

The policy also may or may not contain either of two other 

features: 
(1) A maximum total liability of the company under the 

policy, which is called a limited policy ; or no limit to the amount 
of the liability of the company on the aggregate of accounts 
covered, called an unlimited policy. 

(2) A provision for collection of past due accounts by the 
company. 
A merchant’s outstanding accounts vary according to his 

terms of sale, but are said usually to range from 15 to 25 per 
cent of his annual sales, averaging about 20 per cent. With 
annual sales of $1,000,000, about $200,000 will generally be 
outstanding in receivables. Of this $200,000, from 10 to 20 
per cent will usually be past due. The policy of'a merchant 
toward his past-due accounts largely determines his loss ratio. 

Instead of exacting a cash premium to cover the losses nor- 
mally incident to the business insured, plus the loading for the 
excess, it is believed to be more practical and more satisfactory, 
and to remove any speculative feature, simply to exact a smaller 
cash premium, and to provide that the policyholder shall bear 
the loss normal to his business (which he may not lose during 
some years), and receive reimbursement from the insurance 
company for the losses in excess of the normal. The normal 
loss is calculable, and may be considered in the same manner as 
other items of manufacturing and selling cost in arriving at the 
selling price of merchandise. Moreover, having the policy- 
holder bear the normal loss reduces, as stated, his cash premium 

by a considerable amount, so that it is much less than that 
charged for any other form of insurance. If the average fire 
loss is one-half of 1 per cent of the values insured, the policy- 
holder must pay in money not less than one-half of 1 per cent 
for fire insurance, plus overhead expense and profit; whereas 
if the average credit loss on goods sold is one-half of 1 per cent, 
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and the merchant loses less than this, he retains the difference 
between his actual loss and this average loss, for he does not 
pay the company a premium for any part of his normal loss. 

Field for Investment Credit Insurance 
We now turn to a consideration of the question of how far 

this insurance system is likely to go in the investment field, and 
what are the principles upon which it must be conducted. The 
first of these questions is answered when we have an answer 
to the second, inasmuch as the study of the principles of the 
business furnishes a clue to the extent to which it may be 
expected that such principles will be applied in actual practice. 
The major aspects of the principles involved in credit insurance 
have already been indicated in a preliminary way. From this 
it appears that the basic necessity in this, as in all cases where 
insurance is applied, is a careful selection and standardization 
of risks. 

By selection and standardization of risks is meant the ascer- 
tainment of the degree of risk which is likely to be incurred in 
insuring or guaranteeing against any particular event. For 

example, in life insurance, policy rates are based fundamentally 

upon the ascertained normal death rate of individuals in average 

good health at specified dates. The policy rate grows higher 

as the individual increases in age, because he has a smaller num- 
ber of years to live. It also grows higher as the individual 

engages in more and more hazardous occupations or transfers 

his place of residence to less salubrious climates. Thus the 
insurance rates in the tropics are materially higher than those in 

the temperate zones. The same principle may be applied in 

connection with investment credit insurance, provided that the 

credit risk can be ascertained and classified with a fair degree 

of accuracy so as to assign it to the limited number of cases 

in which the risk of loss has been established through experi- 

ence. 
Careful work of this kind, of course, presupposes intelligent 

credit analysis antecedent to the issue of securities which are 

to be guaranteed. In the case of a corporation whose bonds 

are to be guaranteed, for example, the credit analysis will in- 
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volve a careful study of statements of earnings, financial posi- 
tion, etc., followed by further investigations of various kinds 

to establish character and by inquiry designed to bring out the 
nature of current changes in business conditions. As a result 
of these investigations, it is possible to establish a ratio of loss 
growing out of similar securities in a large aggregate of cases, 
and so to determine what the charge for insurance should be on 
a thousand dollars of such paper. The credit analysis thus 
described may be developed to a scientific statistical basis wher- 
ever it is possible to ascertain that substantially identical ac- 
counting methods are used, so that it may be definitely known 
what conditions in a business of given size, relating to earnings, 
capital assets and liability, sales volume, expense ratios, and 
so forth, should roughly exist. This data, analyzed from an 
actuarial standpoint, would make it possible to insure or guar- 
antee all corporation bonds in the same way that real estate 
mortgages are guaranteed, without involving an excessive 

charge, such as is always necessary where insurance rates are 

based on inadequate information. 

Limitations on Method 

It is evident that the limitations which are naturally ap- 
plicable to this method are those which grow out of the fact 

that, in many cases, securities which are issued in large volume 

involve so great a possibility of risk in the aggregate that the 

companies which are engaged in making the guarantees have 

only an insufficient capital with which to carry on the business 

and assume the hazard. It would be rather useless to insure a 
million-dollar building in a company that had only a few hun- 

dred thousand of capital; since, in the event of destruction, the 

concern would not be able to meet its risks—unless, of course, 

it had protected itself by reinsurance. To put this briefly, the 

capital which is now available in the business of insuring 
investment securities has not been developed upon a scale ade- 

quate to the size of the risk to be insured. Moreover, so recent 
has been the development of industry upon a basis of corporate 
capitalization, that there is still a very insufficient and scanty 

body of data upon which to base the calculations of risk prob- 
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ability. An immediate limit to progress is thus afforded by 
the lack of statistical experience, which prevents the scientific 
working out of the ratios of loss on an actuarial basis that must 
govern in given cases. 

Real estate mortgage guarantees have the advantage of at- 
taching to relatively small single issues, so that a single loss 
as a rule involves only a negligible portion of the total assets 
of the guarantee company. In case of corporate or govern- 
ment bonds, the insurance company which sets out to guaran- 
tee such issues may suffer an enormous loss through a single 
default. In the general investment field, therefore, there is a 
serious problem involved in the large size and resulting reduced 
diversification of probable losses. 

Another problem arises in connection with the determination 
of the risk, because of the complexity of the corporate mort- 
gage and the legal uncertainty surrounding its exact position. 

The investment credit insurance company which sets out to 

guarantee many bonds of a large issue against default must be 
able to determine the position of that issue in the event of 
receivership and foreclosure. This is frequently very difficult, 
and in many receiverships it takes extended litigation to deter- 
mine the exact position of single liens. There has been an 
interlacing and overlapping of obligations through mergers 
and other corporate developments, which makes the prior deter- 
mination of asset protection often open to a wide margin of 

error. 
It should be added that, particularly in the United States, 

there has been a rapid development of different types of financ- 
ing and new kinds of obligations. This fact alone would make 

it out of the question to develop the practice of guaranteeing 

very far in the case of these newer types of obligations, how- 

ever possible it might be in the case of those types that are 

older and have had a longer experience upon which to fall back 

for statistical guidance. 
The application of the guarantee principle to stocks seems 

to be a vague and impracticable matter, because of the much 

larger number of uncertain elements involved. Earning power, 

dividend policy, industrial change, working capital position 
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and numerous other factors directly affect stock values to a 
varying extent, and the application of actuarial principles as 
yet would appear to be out of the question. 

Insurance Through Diversification 

The aim of insurance is to spread risk. This can be accom- 
plished directly by the investor, or more effectively by an 
investing institution, through the acquisition of a diversified 
list of securities, so that losses in one or a few may be offset 
by more favorable results in others. Just as the Pennsylvania 
Railroad, for example, can insure its own property because it 
is so widely scattered that fires and other physical losses can 
consume only a relatively small portion of the total assets at 
any one time, so an investor whose funds are large enough to 
permit him to acquire a substantial number of securities of dif- 
ferent issues, has a reduced need for anything like investment 

credit insurance. 
Diversification generally takes place along four different 

lines. First, there is diversification between stocks and bonds, 

so that conditions which arise to affect adversely one of these 

two broad classes of securities will be more or less offset by 

contrary effects on the value of the other. In the second 

place, there is the question of diversification between different 
companies in the same industry. Thus, we have had in recent 
years the development of specialized investment trusts in the 

mining, chain store and aviation fields which seek to reduce 

risks by purchasing a diversified group of securities within 

their special fields. Thirdly, there is industrial diversification, 

whereby the investor can spread his risks over several indus- 
tries, and thus avoid the risk of too heavy losses by adverse 

conditions in any one line of activity. Fourthly, there is 

geographical diversification, involving the placing of commit- 

ments in several countries to-avoid dependence upon any one 

financial market which has peculiar economic, financial and 

political risks of its own. 
In proportion, therefore, as the size of an investment fund 

grows, the need for credit insurance becomes less. One of 
the great advantages of the investment trust and other invest- 
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ing institutions, although not the only one, is this possibility 
of working out broad diversification with a large fund. 

REFERENCES 

AcKERMAN, S. B., and Neuner, J. J., Credit Insurance, New York, 
1924. 

Huesner, S. S., Property Insurance, New York, 1924, chap. xxx. 





Part Three 

INVESTMENT BANKING PRACTICE 





Chapter XVII 

NEGOTIATION AND PURCHASE OF NEW SECURITY 
ISSUES 

Policy in Purchasing 

In many respects, the drigination of new security issues 
is the most difficult and important of the functions of the 
investment house. From a purely selfish point of view, sound 
purchasing policies are essential for two vital reasons. In 
the first place, a security issue well-bought is half sold, a rule 
of merchandising that applies in the securities business as much 

as, or more than, it does elsewhere. Secondly, the future 

of the investment house is closely bound up with the character 

and record of its past offerings. The ability to sell securities 
possessed by these houses is based on public confidence in 
them, and the confidence of the public can be secured only 

through a successful record of issues which have been sound 
and profitable over a period of time. 

From the social viewpoint also, the purchase function of the 

investment house is of first importance. As the investment 
banker chooses, among the numerous financing propositions 
brought to him, those he will accept, he unconsciously directs 
the flow of the community’s capital into certain channels and 

away from others. In this way, he acts as arbiter of the future 
of governments and industries. It is true that this dependence 
on the investment banker varies with the strength of the or- 
ganizations with which he deals, for governments like those 
of the United States and Great Britain and corporations like 

the Ford Motors Company and the Standard Oil Company 
are so strong as to need little, if any, aid from investment 
bankers in approaching the capital market. But under present 
conditions, the smaller countries of Europe and South America, 

and the bulk of our larger corporate enterprises still depend 
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on the investment house for effective access to the capital 

markets at reasonable cost. 
In this chapter, current practice in the negotiation and pur- 

chase of new security issues is deScribed. Wide variations 

exist in methods followed by different houses, so what is pre- 
sented here is chiefly an exposition of practices used by the 
larger houses, and may be regarded as representing a fairly 
standardized mode of procedure. 

Channels for New Financing Proposals 

Most of the larger investment houses receive regularly far 
more proposals for new financing than they can or care to 
handle. Before considering the methods by which these pro- 
posals are analyzed and then rejected or accepted, we shall 
first take up the various channels by which most of these 
propositions reach the individual investment house. Six of 
the most important channels are: 

1. Financial and personal relations between the invest- 
ment banking house and the applicant 

Branches, traveling representatives and negotiators 
Banks and correspondents 
Direct application to the investment house 
Competitive bids 

Joining with originating houses in syndicates SG ee 

Each of these channels will be considered in turn. 
1. It is a general rule followed in relations between invest- 

ment bankers and their customers, that ‘fone good deal de- 
serves another.” Therefore, when the investment house has 

once given satisfaction by selling a security issue effectively, 
there results as a rule a permanent connection between the 
issuing government or corporation and the banker. This rela- 
tionship varies widely in individual cases. Sometimes it is 
merely informal, but in other cases it is cemented by the 
banker’s taking a stock interest and a place on the board of 
directors of a corporation. Among the larger banking houses, 
this custom has become so generally adopted that one firm will 
frequently refuse to consider financing for corporations which 
have been definitely affiliated with another. 
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In the case of the larger originating houses, financial rela- 
tions with the applicants assume a major réle. J. P. Morgan 
& Company established its prestige first as a railroad reorgani- 
zation firm. Early success with such reorganizations made 
investors ready to put money in the rehabilitation of railroad 
properties when their management was turned over to this 
firm and its associates through a voting trust. By thus becom- 
ing affiliated with the management of these properties, 
J. P. Morgan & Company, with or without large stock holdings 

in the property, became récognized as the “banker” for the 
railroad, and often was represented on its board of directors. 
Personal contacts of great value resulted, so that it became 
quite unusual for the railroad company to do its later financing 
through any other house. 

The success of such firms as Morgan, and Kuhn, Loeb & 
Company in railroad reorganization was followed by similar 
ventures in the industrial field, this time chiefly in the realm 
of combination rather than reorganization, but with sub- 
stantially the same results. A long string of companies thus 
tied themselves up to one or another of the major houses of 
issue, and the tendency has continued down to the present day. 
A banker who can once successfully float an issue of a com- 
pany’s securities, especially when this is connected with taking 
a block of the company’s stock as bonus or assuming a place 
on its board of directors, traditionally becomes affiliated with 
the future issues of that company. To some extent, this 
practice has invaded the field of government finance as well, 
with the result that several European and South American 
countries regularly do their financing here through their ac- 
credited “bankers.’’ Here again houses with a large measure 
of public prestige are dominant. J. P. Morgan & Company is 
regarded as the official “banker” in this country of the gov- 
ernments of Great Britain, France and Italy; while Chile, 
Uruguay and several other South American countries look to 
the National City Company as their permanent financial con- 
nection here. In many of the latter cases, the country seeks to 
strengthen its own credit standing through such permanent 
strong banking connections. 
When an investment house has established itself in a defini- 
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tive relationship with a vigorous and expanding enterprise, 
the result may be that a steady stream of new financing 
proposals may come to it from numerous subsidiaries and 
affiliations of the company it origirially finances. The bank- 
ing houses which have affiliated themselves at an early date 
with the chief public utility holding companies, for example, 
have over a period of years received a steady stream of new 
issues from each of these large and complex groups of com- 
panies, continually in the market for new capital to meet the 
rapidly growing public demand for their services. 

The personal relations of members of an investment house 
tend to become widely ramified, and thus lead to new financing 
proposals. Thus, when an investment banker takes his place 
on the board of directors of one company with whose financing 
he becomes affiliated, he is likely to be thrown into contact 
thereby with business men having numerous other interests 
which may be good prospects for future financing. Several in- 
vestment houses have even combed the lists of their security- 
buying customers for business men who own what are known 
as close corporations, controlled by one or a few men, and then 

approached them with projects for recapitalization and the sale 
of their securities to the public. 

2. As the number of investment houses has multiplied in 
recent years, competition for good issues has become greatly 
intensified, and several houses have established a special out- 
side organization for bringing business to the firm. In a few 
cases, this has meant the actual establishment of a branch 

abroad, equipped to purchase issues; but most branches are 
devoted to other activities also. It is, as a rule, too expensive 
to maintain large and permanent branch organizations solely 
for the purpose of buying securities. More usually, field 
representatives, known as buyers or negotiators, are sent out 
to establish contacts and find suitable new offerings. On the 
other hand, there are a number of semi-independent negoti- 
ators, both in the foreign and domestic fields, who go about 
finding suitable issues and then present them to banking houses. 
The professional promoter of new enterprises or combinations 

often works in this way. Compensation takes the form of a 
fee or percentage usually paid by the banker, while at other 
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times an allotment of junior securities is the consideration 
paid. 

In the foreign financing field, the independent negotiator 
and special representative have played a particularly important 
role, for the usual banking connections are not as generally 
developed in this department of financing. In practice, those 
negotiators who have succeeded have been men with wide 
banking and business connections abroad, who have evinced a 
knowledge of finance and business both in the originating 
country and in the home capital market. Many of them have 
also had to have a knowlege of the intricate international legal 
problems involved, especially in the case of foreign corporate 
issues, for this is needed even to begin negotiations on a prac- 
tical basis, before it is feasible to call in outside expensive 
legal advice. 

3. A well-established investment banking house often has 
numerous contacts with other banks that bring it business. 
An investment house affiliated with a commercial bank is in 

an especially favorable position in this respect, since the latter 

can turn over their clients whenever bank borrowing becomes 

excessive or large needs for new capital arise. Recently many 
investment houses have established contacts with financial insti- 
tutions in Europe and South America which have played an 
important part in directing the flow of our capital abroad. 
Many a foreign issue originally went to a European banking 

house long affiliated with that particular issuer, the American 
firm being called in later to assure adequate distribution. 

The banks also are influential in bringing corporations whose 

activities are chiefly in the interior of the country to the city 
investment bankers; and as a result, a series of mutual rela- 

tionships have grown up which bind banks and investment 
houses together in a manner that resembles the correspondent 
relation between banks in different localities. 

Relations between banks and investment houses are often 
cemented when members of the house become directors of 
banks, as is frequently the case. In fact, the largest originat- 

ing houses are closely affiliated with the great city banks, con- 

stituting financial groups or “interests” of great influence. In 
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addition, banks and investment houses gain a common interest 
through serving the same large business corporations, organiz- 
ing investment trusts in common, and exchanging favors, which 
they are often in a position to do. 

4. A certain number of issues are sold through direct appli- 
cation of a company to a banker, without previous acquaintance 
or other intermediaries, but they comprise doubtless a rather 
small minority of the total new financing. To a large extent, 
such direct dealing is restricted to more speculative issues, 
houses specializing in the latter frequently advertising in the 
daily newspapers for new security offerings. As a result, a 
certain amount of suspicion often rests on direct applications 
by unknown parties to investment banking houses. And when 
a financing proposal becomes known as one which has been 
“shopped around” in numerous quarters, this suspicion becomes 
acute. 

On the other hand, many instances are known where desir- 

able propositions were brought directly to the investment house 
by the vendors. This is especially true for firms which have 

established a reputation for successful financing in some special 
and relatively new field, such as chain store, natural gas or 

airplane manufacture. Then those with meritorious proposi- 
tions often must approach a banker directly, because of the 

newness of the industry and the lack of established connections, 

and houses with a reputation in the field would naturally be 
most likely to desire and effectively sell a new issue. A rather 
similar result may be achieved for financing in general by an 
investment house which has put out in succession a number of 
highly successful security issues. 

5. While most of the securities offered in the New York 
market are purchased by investment banking houses as a re- 
sult of direct negotiation with the vendor, large amounts of 

bonds are regularly sold through competitive bidding. At the 
present time, the great bulk of municipal issues and some for- 
eign government bonds are sold in this way, and the Interstate 
Commerce Commission has been experimenting with this 
method of sale for the railroads, restricting it for the time 
being to equipment trust certificates. 
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The arguments advanced in favor of competitive bidding 
usually are the following: 

1. The vendor gets the highest possible price for the 
issue. 

2. By ending special relations between the vendor and 
individual bankers, more firms become interested in 

its issues, leading eventually to a: wider distribution 
of its securities. 

3. Banker domination is eliminated. 

Against competitive bidding the following arguments have 
been frequently advanced : 

1. Bankers withdraw the advantage of special support 
when competitive bidding takes away the motive 
they have in supporting the credit of a vendor with 
which they have been specially identified. 

2. The eagerness of competition leads to too high prices 
for individual issues of securities, causing loss to 
the bankers and the public, poor distribution and 
unsound general conditions in the securities market. 

3. In adverse times, no bids may be forthcoming. 
4. Establishment of permanent financing channels tends 

to cut the cost of distribution and eventually to lower 
the price of securities to the public. 

5. The strongest banking houses tend to restrict their 
activities to business they are certain of getting, leav- 
ing securities available by competitive bids open to 
weak and speculative organizations. 

6. Investigation is less complete. 

In practice, competitive bidding appears to have established 
itself permanently in municipal finance, where advantages of 

tax exemption, standardization and the general financial 

strength of American municipalities make special banking con- 

nections less essential. In foreign financing, competitive bid- 

ding becomes of declining importance as foreign governments 

and corporations establish banking connections here, although 

originally this method of disposing of security issues was 

rather widespread. Its waning importance was shown when 
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the government of Roumania, in 1927, sought to sell an issue 
of bonds by requesting bids from 36 banking houses. No 
response was elicited, although arrangements were made later 
with an individual banking house‘acting for an original pur- 
chase group. 

It has been found that competitive bidding is suitable only 
where the issue is of a standard variety that can be readily _ 
analyzed by a large number of interested houses. Municipal 
bonds and railroad equipment trust certificates have hitherto 
proved to be the only important classes of securities which 
meet these requirements. As the conditions surrounding the 
operation and financing of railroads, public utilities and other 
basic industries become more stable and uniform, it is possible 
that the practice will spread. 

6. The great majority of bond houses get a share in new 
security issues by joining with other houses in forming a dis- 
tributing syndicate. The operations of such security syndi- 
cates are discussed in the following chapter. Invitations to 
join a syndicate are sent out by the original issuing house, 
usually a few days before the actual offering. Some study, 
usually of a cursory nature, is made of the new issue, and then 
the investment committee decides whether or not to accept 
the participation tendered. Participations vary greatly in size 
according to the size of the house and its relation with the 
syndicate head. If the latter is one of the more important 
houses of origination, it may be bad policy to antagonize it 
on future issues by turning down a proffered participation. 
A house which has done yeoman’s service in distributing pre- 
vious offerings put out by the syndicate manager may seek and 
get a larger allotment than is first offered to it when a really 
desirable issue comes along. 

Negotiation of Security Issues 

From whatever source the proposal for new financing is 
received, it is turned over to the buying department of the 
investment house for investigation and negotiation. Where 
banking relations have been firmly established, negotiation may 
be a routine matter and take but little time. However, in 
order to bring out all of the problems which face the invest- 
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ment banker in the negotiation of new issues, this section will 
outline the steps taken in the study and negotiation of an 
entirely new security offering, it being understood that the 

process is abbreviated when additional financing is done for 
the same client. 
When a new financing proposal is first received, a rapid 

preliminary study is normally made. This study includes for 
a corporation an analysis of the industry in which it operates, 
and a study of its financial and other available statistics. From 
this study, made by statisticians and other experts in the buying 
department of the house of issue, and often supplemented by 
a quick check with a bank or other outside source of informa- 
tion, the investment house, usually through an “investment 

committee” of partners, decides whether or not it is interested. 
If it is, the house generally tries to secure from the prospective 

vendor of the security issue a memorandum or preliminary 

contract, giving it an option on the issue for a certain period 
of time, thus protecting the house against negotiations with 

competitors while a more extended and expensive investigation 

is carried on. Without this option, the issue may be sold to 

someone else before the investigation is completed, thus caus- 

ing the loss to the house of effort and money expended. 
In making the full investigation of the proposition which 

follows, the method varies widely according to the type of 
issue and vendor, as well as its size. One leading house gives 

the following outline of the facts it seeks in most cases. This 
outline serves as a check list, and data are sought on as many 

items mentioned as is feasible. 

A. GENERAL AND COMMERCIAL INVESTIGATIONS 

(Conducted by the Buying Department) 

. Ownership and management 

. Credit position 

. Location of property 

. Character of products 
Market 
Competition 

. Labor conditions 

. Public relations 

. Office analysis of earnings, balance sheet, etc. 0 ONAN RW ND H 
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B. ENGINEERING EXAMINATION 

(Conducted by engineering experts employed by the Buying Department) 

I. 

2. 

Description of service or prcduct 
Valuation of property, taking into consideration the replacement 
value less depreciation and intangible values such as franchises, 
processes, patents, good will, etc. 

. Physical condition of the property, including its eee condition, 
the improvements necessary to put the property into first- class 
business condition and operating efficiency, the policy of the company 
with reference to additions, betterments and maintenance, the race 
of depreciation and the expense and percentage of gross earnings 
necessary to maintain the property in the most efficient operating 
condition. Is the property economically and strategically located 
as to efficiency and economy of distribution—availability of trans- 
portation, availability to supply of raw materials, etc.? 

. Present and probable future sources of competition, and the extent 
to which they do or may effect the status of the company 

. The labor situation, especially the relationship between the manage- 
ment and employees 

. Comparison of earnings and expenses with other similar companies; 
do they give adequate return on the value of the property? What has 
been the effect of rates, prices of materials, wages, etc., on earnings? 

. To what extent will money be required for future improvements? 

C. LEGAL EXAMINATION 

(Conducted by legal experts employed by the Buying Department, 

I. 

usually a well-known firm of corporation attorneys) 

Has the company been legally and validly organized, and is it 
currently in good standing with the authorities under which it was 
organized? 

. Has it all franchise, charter and other rights necessary to enable it 
to carry on its business? 

. Has it good title to its various properties sufficient for the use to 
which they are put? To what extent are they subject to any liens, 
charges or encumbrances which would interfere with the operations 
of the company or impair the rights of the bondholders? 

. Are all legal papers affecting proposed bond issue, including any 
contracts, leases and agreements, indenture, the bonds themselves, 
in proper form? 

D. AUDIT 

(Conducted by accounting experts employed by the Buying Department) 

I. 

2. 

Comparative earning statements and balance sheets over a period of 
years 

Comparative statements of charges to maintenance and depreciation 
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3. Analysis of the accounting system. Is it adequate and sufficient? 
Have items been charged to the proper accounts? 

4. Audit of accounts in detail 

The Purchase Agreement 

When the full examination is completed, the investment com- 
mittee or partner in charge of the buying in the investment 
house reaches a final conclusion. If favorable, the bankers 

generally send a letter or telegram to the vendor expressing a 
willingness to purchase the issue on stated terms, including 
often the price they are willing to pay. This letter thus con- 
stitutes an offer to purchase, which may be accepted by the 
board of directors of the corporation, or an accredited official 
in the case of a government bond issue. Often final approval 
must also be secured from the stockholders of a corporation 
or the legislative body of a government before the purchase 
can be legally consummated. 
When such approval as required has been secured, it is the 

usual practice to embody the terms of the transaction in a 
purchase or underwriting agreement, which is often a lengthy 
and formal document. At other times, the letter from the 

bankers alone constitutes the purchase agreement. The chief 
items generally found in a purchase agreement are: 

1. A full description of the securities to be issued 
2. The price to the corporation, and the method and time 

of payment 
3. Provision for a letter of information from a corporate 

officer, listing on exchanges and compliance with 

blue-sky laws 
4. Disposition of proceeds of issue, future financing and 

reports to the bankers 
5. The whole transaction is made contingent on finding 

representations of the company correct as stated 

In most cases, the lawyers cannot render a final opinion on 
the validity of the issue until after the purchase agreement has 
been signed and the securities, perhaps, sold. In such instances, 

it is carefully provided in the agreement that the purchase is 
contingent wholly upon a satisfactory finding of the lawyers 
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in this respect. At times, when the auditors’ report is espe- 
cially complex, a favorable report from them may also be 
included as a condition for the completion of the deal. 

In arriving at the price to be paid for a new security issue, 
the investment banker is governed by the state of the market 
and the known preferences of buyers.. Like -wholesalers in 
other lines of business, buyers of entire issues of securities 
must keep in mind that what they buy is to be sold again. 
Hence, bankers are quick to sense changes in fashions, turn- 
ing from bonds to stocks and from one industry to another, 
as tastes of investors vary. 

In the case of new bond issues, the terms are determined 

approximately by the yields of similar securities as shown by 
market prices. If a similar issue already traded in gives a 
yield of, say, a little less than 6 per cent, that fact will fix 

the other terms. A maturity date which is common for the 
industry—ten to twenty years for the general run of indus- 
trials, twenty to forty for basic industrials, and thirty to fifty 
for utilities—is chosen. Then a coupon rate will be fixed 
which will permit the pricing of the issue at a point a little 
under par. Investors, like other buyers, seem to prefer such 
a price. In part, this reflects the same psychology as underlies 
the popularity of prices like 98 cents or $1.98 in the general 
merchandising field—it gives the impression of a bargain price 
and sounds much more attractive than prices like $1 or $2.7 
Secondly, investors prefer to buy bonds at a discount because 
in that way they gain assurance that the principal of their 
fund will not be impaired. Hence, in the present instance, the 
bond will in all likelihood be a 514-per-cent issue which will 
be offered at about 97%. 

The price that the bankers will pay will be the expected 
market price reduced by the gross spread desired. This spread, 
of course, varies with the type of issue and the state of the 

*The National City Company canceled a contract to purchase an issue 
of bonds of a steel company in 1926 when the auditors’ statement disproved 
figures of the company. 

* This peculiar merchandising practice is said to have been originated many 
years ago by R. H. Macy & Company, New York department store, to 
“check up” on sales by clerks through fixing prices which would require 
getting change at a central desk where sales records were kept. 
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market. In the case of standardized, tax-exempt municipals, 
easily sold in large blocks, it may reach barely one point, or 
one per cent of the par value. It may be over ten points in 
the case of speculative issues. A place on the board of direc- 
tors, a stock interest and expectations of future profitable 
financing may cause bankers to reduce their usual spreads. 

In order to determine spreads on security issues on a more 
or less scientific basis, the application of cost accounting prin- 
ciples is now being advocated. The pricing of new security 
issues has hitherto been a rather haphazard affair, immediate 
expediency and practical judgment being relied upon by the 
investment banker. While cost accounting has made great 
progress in the industrial and merchandising field, very little 
has been done in the direction of applying it to investment 
banking. So large a part of the expenditure of the investment 
house is of a general or overhead nature, and so little uni- 
formity exists in departmental organization, accounting sys- 
tems and methods of compensating salesmen—often the main 
expense item—that the application of cost principles becomes a 
very complex problem. 

A survey made in 1928 revealed that out of twenty typical 
investment houses in different cities, only one had anything like 
a complete cost system. Five others had some income and 
expense analysis by departments, and three made some tenta- 
tive analysis of income and expense per item sold.t_ Follow- 
ing this survey, the Investment Bankers Association of Amer- 
ica set a sub-committee to work out a cost accounting system 
for the business which would pave the way to the determina- 
tion of proper price spreads, through pointing out the unprofit- 
able kinds of securities handled which can then be dropped 
unless a larger spread can be secured upon them. The follow- 
ing data are said by this sub-committee to be desirable for such 
cost control : 

1. Actual Gross Profit of each issue of securities offered for sale. This 

would be analyzed so as to show for each issue: 

(a) Buying Profit (for originations) 
(b) Buying Expense (for originations) 

1See Proceedings of the Investment Bankers Association of America, 

1928, pp. 143-161. 
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(c) Underwriting Profit 
(d) Banking Profit (when this is not merely a quantity discount) 
(e) Selling Group Profit 
(f) Loss of Selling Group Profit due to repurchases by syndicate 

managers \ 
(g) Secondary Profit 

Not all of these items would occur in every issue. These figures should be 
analyzed from the point of view of finding out why the issue is or is not 
successful, so that buying policies may be based on factual experience in 
addition to pure judgment. 

2. Speculative Profit or Loss of each security issue. This is the differenc 
between budget selling profit, consisting of the difference between the cost 
of the issue, plus expenses, and the formal public offering price, and actual 
selling profit; and when considered with general external economic con- 
ditions gives an idea of the risk factor which may be expected in various 
circumstances. 

3. Distribution Cost of Each Issue. This is one of the most important 
records and, when sufficient information is built up, gives an idea of how 
many points profit should be allowed for selling costs of various types of 
securities under various marketing conditions and with various prevailing 
interest rates. Some issues are brought out with, for example, two points 
selling group profit at such a price that they are sold practically without 
effort. In that case, from the point of view of the issuing house, they may 
be priced too cheap, or the selling group commissions may be too great, or 
both. It scarcely need be pointed out that if it were possible for the 
issuing house to establish with scientific precision for various external 
marketing conditions and interest rates the correct price and the correct 
selling group commission, the advantage in knowing what to allow for dis- 
tribution costs in making the bid when buying the issue, and in con- 
serving profits when selling the issue would be enormous. Such a state of 
precision cannot be hoped for, but many of the factors can be reduced to a 
definitely known basis so that judgment need not be exercised on so many 
variables as is now customary. 

In the case of stock issues, the price is often fixed at a figure 
believed most attractive to buyers at the moment. Generally, 
and especially in the financing of newer promotions, the spread 
is considerably larger than in the case of bonds, and stock 
bonuses play a more important role. 

Practice differs widely in arranging payment for new secu- 
rity issues. In certain instances, the full purchase price is 
turned over on the signing of the purchase agreement. In 
other cases, payment is provided for only after a certain 

*Interim Report of the Sub-committee on Cost Accounting of the Busi- 
ness Problems Committee, Investment Bankers of America Bulletin, vol. 
Xvil, pp. 102-110. 
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period of time—for example, a month—has elapsed, to permit 
the bankers to sell the securities before having to pay for 
them. In still other instances, a part of the purchase price 
is paid on the signing of the purchase agreement, and the 
balance is payable at stated intervals. 

Organization for Security Purchasing 

The investment house is gregarious. It does not like to do 
business alone; the bulk of its operations are done in con- 
junction with other houses.. There are two important reasons 
for this. In the first place, there is a desire to share the 
liability involved in any one transaction, so that, should the 

position of the specific issue or the general market take an 
unfavorable turn, or should a sudden panic develop, the house 
need not be tied up in one or a few big commitments which 
endanger its solvency. In the second place, when the actual 
task of selling securities must be accomplished, there is a desire 
to share the selling effort by bringing in an adequate number 
of houses with distributing power to assure the complete and 
successful disposition of the issue within a reasonable length 
of time. 

The simplest form of cooperation in security purchasing is 
the joint account, in which two firms join to handle a single 
transaction. Many of the principles underlying the codpera- 
tion of three or more houses in what are generally known as 

syndicate transactions may be seen in simplified form in the 
working of the joint account. These transactions involve a 
manager, usually the house which originated the issue, in order 
to assure centralized control and to prevent more sales being 
made than are necessary to sell the entire issue. 

The essential features of the joint account are brought out 

in the following typical letter sent by the house originating 
the business to the one which is invited to join it: 

Confirming our verbal understanding, we have ceded to you an interest 
of 50 per cent in our purchase, at 90 and accrued interest, of $1,000,000 
X Power & Light Corporation 5-per-cent bonds. To facilitate the hand- 
ling of this Joint Account, we shall act as Managers and keep the records. 
The offering price of these bonds to the public will be 92 and accrued 
interest, from which price there will be allowed to either of us on confirmed 
sales a selling commission of 1 per cent. All sales, however, will be subject 
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to confirmation by us as Managers, and will be applied against the total 
obligation of the Joint Account. The Joint Account will continue for a 
period of two months from the date of this letter, unless sooner terminated, 
or unless extended by mutual agreement. 

Kindly confirm the above as being in accordance with your under- 
standing. 

In the above instance, the corporation receives $900,000 for 
its bonds. The bonds are to be sold to the public for $920,000. 
If each of the two houses in this joint account sells $400,000 
of the bonds, they each make the selling commission of I per 
cent or $4,000 on the bonds sold, and they each take over 
$100,000 of the bonds left unsold. The profits remaining in 
the syndicate, consisting of one per cent on the $800,000 of 
bonds sold, or $8,000 less expenses, is then divided among 

the two houses. 
The operation of the joint account may be further clarified 

by summarizing the accounting entries as they would appear 
on the books of the manager, who opens up a special book of 
account to cover the transactions. Under the assumptions as 
outlined above, the journal entries would be as follows: 

Joint Purchase Account 

Debit Credit 

$1,000,000 of bonds, purchased at 90 $900 , 000 
$400,000 sold by A at 92 less 1 per cent $364,000 
$400,000 sold by B at 92 less 1 per cent 364,000 
$100,000 delivered to A at 90 90,000 
$100,000 delivered to B at 90 90,000 

Expenses 1,800 
Profit to A 3,100 
Profit to B 3,100 

$908 , 000 $908 , 000 

In the joint account outlined here, the arrangements for 
purchasing the issue through cooperation between the two 

banking houses are made simultaneously with the selling ar- 
rangements. As the size of individual issues increases and 
the number of houses joining the syndicate expands, the ar- 
rangements become more complex, and buying activities tend 
to become divorced from the selling. 

Syndicate practice is far from uniform, new devices and 
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methods being constantly developed to meet changing condi- 
tions. Individual investment houses prefer to follow practices 
they find successful, even if they do not conform: to what 
is done elsewhere. Hence any attempt to classify syndicate 
practice must be understood as largely an approximation.? 

In the case of large security issues, the purchase of secu- 
rities from the corporation by the originating investment bank- 
ers may be followed by one or more intermediate syndicates 
before the issue is finally sold to the public. In this way, the 
risk involved in carrying*the issue is spread over a larger 
number of houses and the interest of large financial organi- 
zations is secured for the issue, thus helping its eventual sale. 
The formation of. each successive syndicate involves, of course, 

a spread from which profits are divided for the members. _ 

The Purchase Groups 

In the case of an issue of moderate size, it frequently hap- 
pens that a single banking house is willing to take the responsi- 
bility of purchasing it entirely. This house then relies upon 
its known connections to distribute it. However, it is cus- 

tomary for even some of the largest houses to bring one or 
a few associates into a syndicate; this is called the original 
purchase group, and shares the liability involved in the con- 

tract to purchase the issue from the corporation. Participa- 
tions in such an original purchase group are on a percentage 
basis, members of the group being given fractional interests 
in the purchase agreement or contract that has been entered 

into with the vendor corporation or government. 
The originating bankers and their associates in the original 

purchase group usually partake in this business on an equal 
basis as far as price is concerned. One or more of. these 
houses then become the managers of the succeeding syndicates 
which are formed to carry and distribute the issue. While in 

the original purchase group participation is arranged on a per- 

1The Investment Bankers Association of America has sought to sum- 
marize the best current practice, and in some degree to advance the cause 

of greater uniformity in syndicate operation, by sponsoring the volume 
known as Security Syndicate Operations, written under its auspices by 

‘Arthur Galston. The student is referred to this work for a more detailed 
discussion of the whole subject. 
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centage basis, in the syndicates which follow the general prac- 

tice is to give participations in terms of stated amounts of 

bonds. In this case, therefore, participations are arranged for 

specific blocks of securities, such as $100,000 or $1,000,000. 

These participations, furthermore, may be either on a di- 

vided or an undivided basis. This distinction is highly impor- 
tant, for it fixes the liability of the members. A divided or 
limited syndicate limits the liability of members to the amount 
of securities named in their participation, so that, if they dis- 
pose of or take over a given amount of securities, should this 
prove necessary, their liability at the dissolution of the syndi- 
cate is limited to the difference between such securities sold 
or taken over and the full amount of their participation. Thus, 
a house which has a $100,000 participation in a divided syndi- 
cate, and which disposes of $95,000 of securities, on dissolu- 
tion may be asked to take up a maximum of only $5,000. 

In an undivided or unlimited syndicate, on the other hand, 
unsold securities are divided among the members in propor- 
tion to their participations, regardless of the amount of bonds 
or stock they have sold or otherwise disposed of during the 
life of the syndicate. In such instances, the final liability of a 
member of a syndicate may be for a larger amount of bonds 
than his participation calls for, because of the failure of other 
members to dispose of their portion. In the purchase syndi- 
cate, however, this liability is usually theoretical, since the 

securities are to be turned over to another syndicate in toto. 
Only when failure is met in the effort to form a selling syndi- 
cate to take over the whole issue is there question of further 
liability.? 

In the case of large issues, a second purchase group may 
be formed which is larger than the original purchase group. 
While desire to share liability may be one factor in forming 
the purchase group, a more frequent factor is the desire to 
bring large banking houses into a purchase group which will 

allow them a larger profit than if they joined only the selling 
syndicate. Hence, organizations of large distributing power, 

*The divided syndicate is sometimes called the “western” type, and 
the undivided the “eastern,” since these forms find favor in the respective 
regions. 
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and those which can place large blocks of bonds with insti- 
tutions, are invited to take substantial participations in this 
purchase group. 

The original purchase group generally makes a small profit 
on the issue before turning it over to the larger purchase 
group. The latter is then said to take the issue at a “step- 
up price.” Let us assume that a $20,000,000 issue is pur- 
chased from the vendor, a foreign government, at 94. It is 
sold to a purchase group at 95. The accounting journal en- 
tries may be summarized as follows: 

Original Purchase Group 

Debit Credit 

$20,000,000 of bonds, purchased at 94 $18,800,000 
$20,000,000 of bonds sold to pur- 

chase group at 95 $19,000,000 
Expenses 8,000 
Profit to original purchase group 192,000 

$19,000,000 $19,000,000 

The expenses mentioned usually involve chiefly legal fees. 
The profit is divided among the members of the original pur- 
chase group, according to their fractional participations as 
stated in percentages. 

The Banking Group 

Where a syndicate is formed to take over the securities from 

the purchase group and turn them over to a distributing syndi- 
cate, the name “banking group” is usually used to denote this 
intermediate organization. The motive here generally is solely 

to interest large selling houses in the issue by giving them a 
profit through participation in the banking group over and 

above what they receive through membership in the selling 

group. These houses thus acquire a special interest in push- 

ing these securities, since they make not only the commission 

and profit to which they are entitled as members of the selling 

group, but also profits on a larger participation which they are 

accorded in the banking group. Thus, a house which can sell 

$500,000 of securities may be given a participation of $1,000,- 
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coo in the banking group, and through this inducement be 
persuaded to take a greater interest in the issue. 

An important factor to be considered by originating houses 
whose organizations are not nation-wide in the true sense is 
the need for securing proper distribution in the Middle West, 
Northwest, South and Pacific coast, where in: recent years 

large buying power has been developed. This can often be 

done by including in the purchase and banking groups houses 
well known in these sections of the country, usually leading 
investment bankers with main offices in the chief city of the 

area in which its influence is important. These houses are 
then made “regional distributors,” and are authorized by letter 
to wholesale the issue in their territory up to the amount of 
their participation. Thus, of a $20,000,000 issue, a Chicago 

house might be allotted $5,000,000 for the Middle West, the 

territory being clearly defined. This Chicago house then in- 
vites local houses by which it is well known to take a partici- 
pation in the selling group, thus reducing its own participation 
in that group. The out-of-town distribution thus gained is 
often especially desirable because it represents permanent in- 
vestment to a very large extent. 

As the banking. group precedes directly the formation of 
the distributing syndicate, it is customary to provide that it 
is to continue until the dissolution of the latter. Should any- 
thing untoward happen, therefore, in connection with the op- 
eration of the selling syndicate, as might well be should panic 

conditions develop or some other unusual event hold up the 
sale of the issue, the banking group will be on hand to take 
over the liability. 

The accounting of the purchase and banking groups is simi- 
lar to that of the original purchase group, as shown above. 

The schematic arrangement of an original purchase, pur- 
chase and banking group, as above indicated, does not gener- 
ally occur in practice, although in many individual instances 
this plan is followed. Instead, all kinds of variations have 
been developed to suit individual cases. The larger banking 
houses now often handle issues of well-known companies up 
to $50,000,000 through the formation only of an original 
purchase group and a selling group. The less strong an origi- 
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nating house is, as a rule, the more necessary it is to gain the 
aid of other houses by forming intermediate groups which 
make a “step-up” profit. 

In the case of most municipal issues, bids are made by a 
large syndicate, rather than by an individual house. This 
syndicate frequently is identical with the selling syndicate, so 
that the issue may be offered on the same day as the bonds 
are awarded, if market conditions are favorable. The small 

margin of profit militates against the multiplication of syndi- 

cates in municipal bond opérations, although cases have arisen 
where one syndicate which acted as both the purchase and sell- 
ing group, having failed to dispose of the entire issue, sold 
the unsold portion to a different syndicate in order to rid 
itself of the balance of the issue and dissolve. 

Conditional Purchases 

At times when the security market is in an uncertain state, 
or when the vendor corporation has a weak credit, the sale of 
securities to the originating house, or the original purchase 
group, may be made contingent upon the successful formation 
of a selling syndicate. An example of such a syndicate, which 

also reveals interesting details of the practice followed in con- 
nection with the sale of a large issue of railroad bonds, is 
given in the following description of the sale of $25,000,000 
of 7-per-cent bonds by the New York Central Railroad Com- 
pany through J. P. Morgan & Company, as contained in the 

reports of the Interstate Commerce Commission : 

The facts in regard to the sale are briefly these. It was made without 
competition. Applicant dealt only with J. P. Morgan & Company and 
accepted that firm’s agreement to ‘endeavor to form a syndicate to purchase 
from ourselves and associates at 97 per cent and accrued interest. and offer 
for public subscription at par and accrued interest.”’ If this endeavor 
proved successful, J. P. Morgan & Company agreed to buy the bonds at 
96.5259 per cent of par and accrued interest, or, in other words, upon a 
7.5-per-cent basis. The ‘‘associates’’ mentioned in the agreement were 
eventually the National City Company and the First National Bank of 
NewiY Of sn 0<\, 2 

The Pure Underwriting Syndicate 

It is customary for established corporations to sell their 
stock issues directly to their own stockholders, rather than 
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to the general public through an investment banker. In many 
individual cases, furthermore, bond issues, especially where 

they are convertible, are also offered first to shareholders. 

Where this is done, the corporation frequently finds it desir- 
able to assure itself that the securities so offered will be 
taken up by the shareholders through the formation of an 
underwriting syndicate. 

Such an underwriting syndicate consists of a group of 
bankers which, for a consideration, guarantees the sale of the 

issue by contracting to purchase, on the same terms as the 
shareholders, any portion which the latter do. not subscribe 
for. Thus, an issue of $1,000,000 of stock may be offered 

shareholders at 100. If they take only $400,000 of the issue, 
then the underwriters’ syndicate will take over the balance of 
$600,000 at the same price. The actual price to the syndi- 
cate will be reduced by the commission it receives, however. 

Compensation to the underwriters is arranged in two ways. 
In many instances, a flat commission is paid on the whole 
amount of the offering. Thus, when the Baltimore & Ohio 
in 1927 offered $63,242,500 in new common stock at 107%, 

the underwriting syndicate received a flat commission of 2% 
per cent on the entire issue, regardless of how many shares 
stockholders took up. As a matter of fact, shareholders took 
up practically the whole issue, and the commission of $1,422,- 
956 received by the bankers was largely in the nature of an 
insurance premium paid by the company to cover a contingency 
—failure to sell the new stock to shareholders—which did not 
occur. 

A second way of arranging compensation for the under- 
writing syndicate is to fix a small rate of commission on the 
underwriting of the entire issue, and a higher rate on those 
shares or bonds which the underwriters must take up. It may 
be provided, for example, that a commission of I per cent will 
be paid on the entire amount of the issue underwritten, but 
that a commission of 5 per cent will be paid on any portion 
of the issue taken up by the underwriters. The first payment 
is in the nature of an insurance premium, which is to be 
received even if stockholders take the whole offering. The 
second payment represents the usual differential between the 
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purchase price and the price of sale to the public of a new 
security issue. 

The underwriting syndicate often restricts its activities to 
this one function, and therefore includes houses mainly on the 
basis of their financial responsibility, rather than their ability 
to sell securities to the public. Hence, when a large portion 
of the stock or bond offering is not subscribed for by stock- 
holders, a separate selling syndicate may be formed by the 
underwriters and the issue is handed on to them, at a step-up 
price if possible. ; 

Inventory Policy 

The buying department of an investment house, whether it 
purchases for wholesale or retail distribution, faces the prob- 
lem of providing as many securities as can be sold at a profit, 
without permitting so great an accumulation of unsold issues 
at any one time as would create a serious problem of inflated 
inventories. 

Sudden changes in business conditions or in the money 
market may sharply curtail the ability of the market to absorb 
issues. The large originating houses at such times are often 
asked by smaller firms and dealers to take back securities sold 
to them, in order to relieve the latter, with their limited re- 

sources, of the necessity of carrying substantial amounts of 
temporarily unsaleable securities. In the past, it has often 
proved to the ultimate interest of the large house to oblige 
the small firms in this respect, for their cooperation at other 
times in the distribution of securities is thus secured. As a 
result, the large investment houses have found it profitable to 
draw increasingly close to commercial banks, which have facil- 
ities for carrying them through periods of large inventories 
with collateral loans at moderate rates, even when the money 
market becomes unusually tight. 

Proposals have been advanced to put the management of 

the inventory problem upon a more scientific basis through 

the application of budgeting methods for sales. Based on 

past performances of salesmen, branch offices and other out- 

lets, the house may work out a monthly sales budget which 

the buying department must meet in order to satisfy the re- 
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quirements of the sales department. This requires the closest 
cooperation between the two sides of the business. 

For a fuller understanding of the buying operations of the 
investment house, it is necessary to have a clear view of the 
complementary function of securities selling, which is taken 
up in the following chapter. 
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Chapter XVIII 

SELLING SYNDICATES AND GROUPS 

The Distribution Problem 

In the preceding chapter, the process of originating new 
security issues was traced, and the mechanism by which in- 
vestment houses purchase and carry these securities pending 
distribution was described. American investment banking 
houses very seldom wish to hold issues which they purchase for 
any length of time. They are in the business of merchandis- 
ing securities, and a cardinal precept of modern merchandising 
in general is a quick turnover. Hence, the most important part 
of the investment banking process is the sale of securities to 
investors. 

Practices connected with the negotiation and purchase of 
new security issues have not been much changed in recent 
years. The business of origination is still largely restricted to 
a relatively small number of firms with wide connections and 
resources. On the other hand, there has been a profound 
change in the methods of distributing securities. The great 
extension of the capital market and the vast increase in the 
number and kind of agencies serving it have revolutionized the 
work of security selling. 

In considering the distributing syndicate, it is important to 
note that three distinct and sometimes conflicting aims are 
striven after. The first is a reasonable and, if possible, large 
profit to the participants. Secondly, speed is of the essence 
in successful syndicate operations, for members do not want 
to have their resources tied up any longer than is absolutely 
necessary. The longer a syndicate remains open, the greater 
the risk of unforeseen developments which may interfere with 
the successful consummation of the sale of the issue to the 
public. In the third place, the syndicate aims at wide and 
permanent distribution of the securities as far as possible, both 

399 



4oo INVESTMENT BANKING 

for the satisfaction of the vendor government or corporation, 
assuring permanent relations with it, and to prevent dissatis- 
faction among clients by later sharp declines in price due to 
poor distribution. \ 

The assurance of a profit is itself frequently dependent on 
the factor of speed. The purchase. of securities from the 
vendor is usually made on terms dictated by the state of the 
securities market. If it is felt by the bankers that a bond 
issue can be sold successfully at 95, they may purchase it 
at 92. Unless the sale is effected as quickly as possible, how- 
ever, it is quite likely that the market may change and a sale 
may not be possible at more than 93, leaving perhaps a net 
loss after necessary syndicate expenses. 

In order to protect themselves against such hazards, there- 
fore, the originators of a security issue, and their associates 

in a purchase or banking group, generally start on the forma- 
tion of a selling group even before the purchase contract with 
the vendor has been formally signed. In this way, the dis- 
tributing syndicate may be completed on the same day that the 
agreement is signed, and public offering can be made immedi- 
ately thereafter. 

This preliminary work in syndicate organization usually 
consists in sounding out investment houses and determining 
their attitude toward such an issue as is proposed. Often the 
final terms of the offering are modified on the basis of the 
results of this sounding process. For example, if a 6-per-cent 
bond issue is planned and security dealers indicate that they 
cannot easily sell a security without a speculative feature, the 
terms may be changed to a 514-per-cent issue with common 
stock purchase warrants attached. 

Choosing the List 

The first important step in the actual formation of a dis- 
tributing syndicate or group is the choice of a list of security 
houses to constitute its membership. This is a delicate and 
difficult task, for the best issues of securities may prove failures 
if backed by a group of firms with inadequate distributing 
facilities, 

At the present time, the chief criterion of the value of an 
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investment house for a distributing syndicate is its ability to 
place bonds with more or less permanent investors. Formerly, 
it was common to include houses of financial strength because 
of their financial responsibility and strong reputation. This 
is becoming less frequent, however, such firms now being 
sought mainly for the purchase and banking groups. 

Ability to place bonds may be secured by a house in several 
ways. The most common at the present time is through a 
corps of salesmen, who have a clientele reached by direct 
solicitation. In the second place, a large and increasing num- 
ber of security houses and banks have investment trust or 
finance company affiliations, with whom substantial amounts 
of bonds may be placed, thus greatly improving their dis- 
tributing power. Thirdly, many banks have more or less sepa- 
rately organized securities departments and companies, thus 
selling securities over the counter to customers of the bank, as 
well as through salesmen. Commercial banks also buy for 
their own investment account. Finally, it is not uncommon for 
investment trusts, trust companies and even large individual 
investors to be given places on distributing syndicates because 
of the large amount of an issue they can take. 

The chief consideration in the choice of members of a syndi- 
cate is, therefore, distribution power. The large originating 
houses, which have long experience in the capacity of dis- 
tributing syndicate managers, keep a record of the past per- 
formance of security houses and banks which they propose to 
invite to join new syndicates, and thus are in a position con- 
stantly to weed out houses which chronically fail successfully 
to place bonds and stock allotted them, while increasing par- 
ticipations for those which are successful. A separate card or 
loose-record sheet is generally kept for each syndicate partici- 
pant, recording his participation and the record of his success 
or failure in handling it. A sample of such a card is shown 

in Fig. 12. 
The multiplication of institutional investors in recent years 

has made it increasingly difficult for the small dealer to hold 
his own. When the commercial bank, the savings bank, the 

investment trust and the insurance companies are all getting 

bonds below the offering price, at what they regard as a 
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“wholesale price” to which they are entitled by virtue of the 
large-scale buying they do, the small security dealer finds he 
cannot sell to these worth-while customers at a profit. The 

Investment Bankers Association is seeking to correct this situ- 
ation, and at the same time to limit competition in the security 
business, by publishing lists of authorized dealers who alone 

are considered entitled to syndicate membership or to dealers’ 

Number of Offices 

2 
SALES ~ sates | azruncs REPURCHASES 

| OFFERED | | ACCEPTED | 

Fic. 12. Carp Form To Record PERFORMANCE OF SYNDICATE MEMBERS. 

discounts. The first published list of authorized dealers, com- 
piled by the investment houses which are members of the as- 
sociation in each part of the country, was distributed in 1929. 
In describing its purposes, the Investment Bankers Association 
of America made the following statement: 

It is desirable that all members of the Association conform, in so far as 
possible and in the territories covered, to the list of dealers in the granting 

of concessions to dealers and in the offering of syndicate or selling group 
participations. 
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In compiling the list, no responsibility is assumed by the Investment 
Bankers Association of America or any of the Groups thereof with regard 
to the moral and /or financial responsibility of any dealer listed therein 
or for any errors or omissions in the list. Several of the Groups have 
furnished their lists to all members of the Association in printed pamphlet 
form; and at least three Group lists have classified certain dealers as 
being eligible to receive syndicate participations and dealers’ discounts, 
and certain other dealers as being eligible for dealers’ discounts only. 
In reproducing the lists in the pamphlet, it was determined, for sake of 
uniformity and. simplicity, that the dealers should not be divided into 
classes. Revisions of lists will be made by the Groups from time to time. 

The list is not limited to members of the Association, but includes all 
dealers entitled to recognition as such in the opinion of the respective 
Groups, whether members or non-members of the Association. 

The list is compiled for the use of members of the Investment Bankers 
Association of America only and has been copyrighted. 

The security dealer generally understands that he must adopt 
a consistent policy with regard to the acceptance of syndicate 
invitations. If he turns down an offer to join a syndicate 
formed to sell an issue not altogether desirable, he may very 
possibly be left out of the list of houses invited to join the 
next syndicate organized by the same underwriting group to 
put out a highly desirable offering. The leading originating 
houses universally demand that participants in their syndicates 
take the good with the bad, as they come along. Only in this 
way can they build up an efficient security distributing machine 
of a permanent character. 

For the smaller security house without much originating 
power of its own, a regular place on the syndicate lists of 
the large originating house is often its most valuable asset. 
Such a place can be won, however, only by consistently accept- 
ing invitations to join syndicates and by proving that participa- 
tions can actually be placed with investors. This curtails to 
a certain extent, of course, the ability of the house to run its 

business solely in the interests of clients, as it means that some- 

times securities will be taken which the house, if left to its own 

judgment, would not care to sell to its clients. 

The alternative to joining distribution syndicates or groups 

for the smaller house is to “sell off the list” of a larger house, 

and many small dealers and banks do so as a regular thing. 

This is accomplished by securing the printed offering list of an 
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issue house and offering to sell securities from it at the prices 
therein stated. The house whose offering sheet is used then 
allows a special dealers’ discount of, say, 14 per cent on such 
sales. : 
A final consideration in connection with the choice of houses 

in the formation of a selling syndicate or group is the number 
to be included in the invitation. This will depend on the gen- 
eral state of the market and, more specifically, on the reception 
investors are expected to accord the issue. If there is uncer- 
tainty as to this reception, it is customary to invite houses 
whose aggregate participation will substantially exceed the 
amount of the offering as, under the circumstances, many par- 
ticipants will be able to place only part of the bonds they ask 
for. In the case of a larger issue, several hundred houses will 
be approached. Thus, in the New York Central issue of 
$25,000,000 referred to in the preceding chapter, a total of 
428 houses were invited to join the distributing syndicate. In 
other large issues of recent years, upward of 1,000 houses 
have been included in one distributing syndicate. 

Letter of Invitation 

When the list of prospective members has been prepared, 
the next step in the formation of the selling syndicate is the 
sending out of the invitations to participate. 

The usual form of invitation states that the managers of 
the syndicate have ceded to the participant a specific amount 

of bonds or stock. This letter is frequently preceded by an 
informal feeler inquiring whether or not the dealer is inter- 
ested in the issue—an inquiry which may be made by telephone 
or, for out-of-town dealers, telegram. Personal calls may be 
made on important houses, or on those with whom close rela- 
tions have not been established, by salesmen who then engage 
in what is called “wholesale selling.’”” Where such preliminary 
testing has not taken place, the letter of invitation is worded 
to say that the managers merely “offer’’ a certain participa- 
tion, and this must then be formally accepted or refused. 

Another method is to send out a general invitation with a 
descriptive circular to a long list of dealers, asking them to 
advise the managers what participation they desire. The man- 
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agers then allot subscriptions according to their judgment. 
This method is not as certain as that of specific allotment to 
each member, and therefore is not as commonly used. When 
the security market is in particularly bad shape, the syndicate 
managers are sometimes forced to give merely options to par- 
ticipants, who then try to make sales. 

As security-selling syndicates become increasingly nation- 
wide in scope, it is necessary to use telegrams and the long 
distance telephone in order to obtain the proper speed in the 
completion of the arrangements. Hence, the letter of invita- 
tion, especially for the out-of-town house, now takes the form 
of a telegram concisely summarizing the terms of the issue and 
requesting the prospective participant to make an immediate 
reply as to his willingness to take a specific participation. This 
often means that the out-of-town house must make quick and 
sometimes ill-considered decisions. 

Types of Distributing Syndicates 

Three chief forms of distributing syndicates are in general 
use at the present time. These are the limited liability or 
divided syndicate, the unlimited liability or undivided syndi- 
cate, and the selling group. 

The limited liability or “sell out’? syndicate, which is in 
greatest favor for larger offerings, limits the liability of each 
participant to the amount of his participation. If the partici- 
pant can sell securities equal to the full amount of his participa- 
tion, all liability ceases and he is entitled to his pro-rata share 
of the profits of the syndicate on its termination. On the other 
hand, if sales are below this amount, then he must take up the 

unsold balance unless other participants can sell more than 

their participations. 
In the undivided syndicate, which is of waning popularity, 

each member is compelled to take up, on the termination of 
the syndicate, his pro-rata share of unsold securities, even 
if he has oversold his original participation. This type is 
unsatisfactory because of the uncertainty in which it shrouds 
the exact liability of syndicate members in taking up the un- 
sold portion of the issue. Its great advantage is that it will 
induce large wholesale security houses, banks without distribu- 
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tion-facilities, and other strong institutions to join the syndicate 

and lend their names to the issue, without assuming a definite 

obligation to dispose of a fixed block of securities. The current 
practice is commonly to give such institutions places only on 
the original purchase or banking groups where they assume no 
selling role, and the distributing syndicate can then operate on 
an undivided basis. 

The third type of distributing syndicate is the selling group, 
which has gained greatly in popularity during the last few 
years. Members of a selling group are relieved of all liability 
to take up unsold bonds, such liability falling back on the 
original purchase or banking groups outlined in the preceding 
chapter. A selling group is formed by invitation of the origi- 
nating house or a purchase group, which invites dealers to 

subscribe for securities at the public offering price less a special 
selling commission which is allowed on sales made by them. 
The selling group plan for security distribution was first 
widely used with issues involving a small margin of profit, 
giving little opportunity for splitting the differential between 
the original price of the issue to the vendor and the public 
offering price among several successive syndicates. It has 
become increasingly popular in all kinds of security offerings, 
because it permits the addition to one selling group of an 
indefinitely large number of houses of all sizes which feel 
freer to take a participation in the issue because no liability 
for any unsold portion is assumed. A number of important 
houses now use the selling group method almost exclusively. 

The operation of the selling group is relatively simple com- 
pared with the older distributing syndicate. Hence, a full 
explanation will be given first of the latter, after which a 
vésumé of selling group operation will be made. 

The Syndicate Agreement 

The operation of a distributing syndicate is governed by a 
general agreement signed by the members and the manager. 
This agreement varies widely in form and content. It is gen- 
erally a simply-worded and concise document, but experience 
has caused the insertion of a number of provisions to prevent 
the development of abuses in operation. Sometimes the letter 
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of invitation and syndicate agreement are one and the same 
document. 

The chief points in the syndicate agreement governing its 
operation, as usually devised, are the following: 

Description of issue 
Commissions 
Method of handling subscriptions 
Method of handling repurchased securities 
Method of carrying unsold securities 

In individual cases, any other provisions are included as found 
necessary. 

tk sek cad a 

1. Description of Issue. In order to avoid later misunder- 
standing or complaint, the full name of the issue and the 
amount should be clearly stated at the head of the agreement. 
Also, the price at which the syndicate is to buy the securities 
must be clearly indicated, as well as whether or not the man- 
agers and their associates are making a prior profit as the 
original purchase or banking group. Finally, it should be 
indicated that the securities are being offered ‘‘when, as and 
if issued and received by us,” and “subject to the approval of 
counsel.” This will cover those unusual but real contingencies 
when the transaction is not completed for one reason or an- 

other. If the securities are not actually delivered, the syndi- 
cate member or purchaser may sue for damages unless this 
protective clause is used, thus making the contract conditional. 

2. Commissions. The difference between the buying price 
of the issue and the selling price to investors is generally 
divided in three parts among the members of the syndicate. 
First, a commission is allowed to syndicate members on sales 
of securities within the amount of their participation. Sec- 
ondly, an additional commission is allowed to those members 
who sell in excess of their allotment. Lastly, the balance, if 
any, less expenses and all charges, is divided among the mem- 
bers in proportion to their allotment, as profit from the 

transaction. 
To give a concrete example of how this is done, let us say 

that an issue of bonds is purchased by a distributing syndicate 

at 94, and that it is to be sold to the public at 98. The syndi- 
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cate agreement might be worded as follows on the subject of 
commissions : 

“The offering price to the public will be 98 and accrued inter- 
est. Participants, including ourselves, will be allowed a selling 
commission of 1% per cent on sales confirmed by us, of which 
¥ of I per cent may be reallowed to investment dealers, banks 
and insurance companies. Any participant to whom sales may 
be confirmed in excess of 100 per cent of the amount of his 
participation will be allowed an additional commission of % 
per cent on such additional sales. Bonds will be delivered at 
98 and accrued interest, the selling commission being payable 
when the accounts of the syndicate are settled.” 

The reason why commissions are withheld until the termi- 
nation of the syndicate is that deductions from such commis- 
sions on account of bonds resold by investors and repurchased 
in the open market by the syndicate manager are to be made. 

The oversales commission—in the above case, 1% of one 
per cent—is designed to stimulate selling effort by the mem- 
bers of the syndicate. In many cases, this additional commis- 
sion is considered a charge against the balance of profits of 
the syndicate, being regarded as an expense. In other in- 
stances, it is charged against the selling commissions already 
allowed participants who have not sold their full allotment. 
Thus, if A and B are both allotted $100,000 of bonds, and 

A sells $150,000, he will be entitled to a selling commission of 

1¥%4 per cent on the first $100,000 and 2 per cent on the re- 
maining $50,000 of his sales—$2,500 in selling commissions 
in all. If B sells $50,000 of bonds, he will get 114 per cent 
on this amount, or $750, from which will be deducted % per 
cent on the remaining $50,000 of his allotment, or $250. This 

will leave him $500. Under this arrangement, the balance of 

profits in the syndicate would be divided according to the size 
of the participation, so that A and B would share equally in 
it. Those who do not sell as much as they undertake are thus 
penalized to the extent of the additional commission paid the 
houses which sell more than is allotted to them. 

3. Method of Handling Subscriptions. It is important to 
note that acceptance of the invitation to join a syndicate does 
not constitute a subscription to the issue, but merely assures 
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the house that it will have a share in the syndicate profit, or 
loss, which results. Hence, it becomes necessary for the mem- 
bers of the syndicate to subscribe for the bonds or stocks, as 
the case may be, to the extent of the actual or prospective de- 
mand from their clients. 

It is common, though by no means universal, to give the 
syndicate members an option to “draw down” or purchase a 
certain part or the whole of their commitment before the 
general offering. In the case of new bond issues, it is said 
that the participant has ‘firm bonds.’’ These “drawn down” 
bonds can then be used to confirm sales to customers of the 
house. If any additional bonds are desired over and above 
the amount subscribed to on a firm basis, the managers must be 
informed. Where no firm purchases are allowed the par- 
ticipants, then all subscriptions are subject to allotment. 

The manager handies the allotments on subscriptions accord- 
ing to his discretion, but certain rules are generally followed 
in practice. Subscriptions are seldom handled according to the 
time of receipt, as this favors near-by houses at the expense 
of out-of-town members and is not necessarily conducive to the 
ultimate aim of the managers—wide and permanent distribu- 
tion of the issue. Allotment on a percentage basis is usually 
made on all subscriptions in excess of the participation, with 
preferential treatment for smaller subscriptions and for houses 
known to have effective distribution facilities. 

In subscribing for promising issues of securities, individual 
houses often over-estimate their own selling ability or that of 
the other members of the syndicate, and pad their subscriptions 
in the expectation of small percentage allotments. Hence, by 
reserving the right to handle subscriptions in their discretion, 

the managers are in a position to discriminate against houses 
which are believed to be padding, for such firms may later 

request to be relieved of part of their commitment, a step 
which is rather common when the security market takes a 
sudden turn for the worse. On the other hand, syndicate 
participants should not confirm orders to their clients in excess 

of the firm bonds they “draw down,” as small percentage 

allotments may mean that they are short of the bonds and 

may have to buy them at a premium in the market. 



410 INVESTMENT BANKING 

In order to “take care of” houses which subscribe for bonds 
in excess of their selling ability, the practice of intertrading 
among syndicate members has developed. This permits syndi- 
cate members to trade among themselves, so that a house with 
excess orders may take bonds from another firm which receives 
an allotment larger than needed. In this way, the temptation 
to throw excess bonds on the market is removed, and a better 

final distribution is assured. Sometimes the manager will 
endeavor to readjust the position of different members of the 
syndicate after the subscription allotment is made by approach- 
ing members and asking them to turn over. unsold bonds, 
“without prejudice or penalty to themselves,” which are then 
taken over by the manager or other houses able to place more 
bonds for final distribution. 

A final method by which syndicate members may subscribe 
to bonds is to “withdraw” their participations. In the usual 
case, bonds which are “withdrawn” are bought and paid for 
by the member before public offering at the syndicate cost 
price, plus % of one percent to allow for expenses. When a 
participant withdraws his participation, he is released from all 
further liability, except that it is distinctly understood that he 
will not dispose of his securities until after the expiration of 
the syndicate agreement. ‘To assure this, the manager often 
retains the securities until after the syndicate expiration date. 

Withdrawn participations are different from the “drawing 
down” of ‘“‘firm bonds.” The former eliminates the partici- 
pant from the syndicate; the latter means that he retains his 
proportionate interest in it, but is allowed to purchase bonds 
at the offering price less selling commission up to a stated 
fraction or the whole of his participation. A withdrawn par- 

ticipation puts the syndicate member in the same position as a 
member of a selling group. 

4. Handling Repurchased Securities. The distributing syn- 
dicate normally assumes responsibility for maintaining the 
market quotation on the security it distributes. In order to 
accomplish this result, the syndicate manager stands ready 
to repurchase securities ostensibly sold by clients of partici- 
pants, which find their way into the open market. 

In order to fix the liability of the several syndicate members 
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to repurchase bonds which the manager buys in the market, a 
careful record is kept of the numbers of bonds delivered to 
different participants. When these bonds are repurchased at 
or below the offering price, the managers then expect to rede- 
liver these bonds to the participant or to cancel the selling 
commission allowed them on their sale. To accomplish this 
object, a provision along the lines of the following clause is 
generally inserted in the syndicate agreement : 

“Syndicate participants agree to repurchase at cost to the 
syndicate such bonds sold by or through them as may be 
offered in the market during the life of the syndicate at or 
below the public offering price, and have been repurchased 
by us as syndicate managers. This agreement applies even 
though bonds against such purchases may not be delivered 
until after the date of expiration of the syndicate. We may, 
in our discretion, withhold the selling commissions which may 

have been due them on such bonds in lieu of actual delivery.” 
The option of canceling the selling commissions is retained 

so that the managers may themselves keep or turn over to 

another participant the repurchased securities, in case no con- 
fidence is felt in the selling ability of the house with which 

they were originally placed. 
In the case of a new issue of securities not previously out- 

standing, the trading account established by the managers for 

the purpose of maintaining the market price during the life of 
the syndicate will have no securities left on the termination of 
the agreement. The reason for this is that all securities re- 
purchased will have been redelivered to the participants who 
originally received them, or to others after the selling com- 

missions have been canceled. However, if the new offering is 

part of an already outstanding issue, the trading account will 

naturally have to buy a substantial block of the security from 

old holders, and this cannot be returned to any of the partici- 

pants. They are distributed pro rata to syndicate members, 

although the agreement generally provides in such cases that 

the maximum liability to take up securities from the trading 

account shall not exceed a certain percentage, say 10 per cent, 

of the amount of the participation. 
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5. Method of Carrying Unsold Securities. When the secu- 
rities are not immediately taken up by the public and the 
syndicate must carry a large amount of the issue for some 
time, the problem of financing arisés. Obviously, it is not de- 
sirable to tie up much capital in a slow-moving issue in course 
of distribution. Therefore, in so far as possible, the unsold 
part of the offering is used as collateral for a bank loan. 

The syndicate agreement describes the way in which unsold 
securities are to be carried pending distribution. Two chief 
methods are in use. The securities may be distributed pro rata 
to participants in the syndicate, who then make their own 
arrangements for carrying them, or they may be carried en bloc 
by the managers for the account of the syndicate. Often the 
managers retain the option of using either method. 

If an issue is being carried by members individually, the 
syndicate manager may deliver to each at the date of offering 
his full participation. As securities are sold thereafter, the 
manager permits their release against such confirmed sales. 
On the other hand, where the syndicate manager arranges col- 
lateral loans for syndicate account, the copies of the syndicate 
agreement signed by members constitute good additional col- 
lateral for the loan. The interest paid the bank on the loan 
becomes a syndicate expense, and is deducted before arriving 
at the profit to be distributed among the participants. The 
interest or dividends received on the securities while they are 
being carried is part of the syndicate income. 

The length of time during which securities will be carried 
on syndicate account depends on the success of the original 
offering and the life of the syndicate. At its expiration, the 
unsold securities are distributed among the participants, so 
that the loans are then rearranged by them for their own sole 

account in any case. It is only in less successful issues that 
the carrying period on syndicate account will be as long as 
a month for large amounts of securities. 

The Selling Group 

In the case of the selling group, the process is greatly sim- 
plified. The members of the selling group are expected to take 
up only so much of the issue as they subscribe for and have 
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allotted to them. The stated selling group commission, some- 
times several points, is retained by the syndicate manager fre- 
quently until the expiration of the selling group arrangement, 
or until the purchase group which carries the liability of sell- 
ing the issue is dissolved. At that time, the commissions are 
paid over, after deductions on account of repurchases in the 
open market of securities subscribed for by members of the 
selling group. Members of the selling group are often offered 
a fixed amount of the securities on a firm basis, so that they 
can immediately confirm sales to their customers, and they can 
then make further subscriptions on an allotment basis. 

Where the selling group method is used, no formal syndicate 
agreement is necessary, as no liability is involved. The trad- 
ing and carrying functions are both performed by the originat- 
ing house or group. Where securities sold by members of the 
selling group are repurchased in the effort to hold up the price 
of the issue on the open market, the selling commission is with- 
drawn and retained by the purchase group. The expenses of 
the issue may be deducted from the selling group commission. 
Thus, if the purchase group turns over an issue at 97 to a 
selling group with a gross selling commission of 2 points 
allowed, the selling group letter may provide that a fixed 
amount of % of one per cent shall be deducted for advertising, 
legal expenses, etc., making the net selling group commission 
134 per cent. 

The selling group terms are generally all contained in a letter 
which may assume the following general form: 

“We are forming a Selling Group to offer at 100 and ac- 
crued dividends $10,000,000 of the above preferred stock. 

“On sales confirmed to members of this group, we will 
allow a commission of 3 per cent, out of which % of one per 
cent may be reallowed by members to dealers. Expenses in- 
curred in connection with the purchase and sale of this stock 
will be deducted from this selling commission, such expenses 
not to exceed 4% of one per cent in any event. Deliveries 
will be made at 100 and accrued dividends, less % of one 
per cent on account of expenses, the selling commissions being 
payable at the termination of the account, which will be 60 days 
from the date of this letter, unless terminated sooner in our 
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discretion. This commission is not to be paid on stock de- 
livered to you and repurchased by us in the market at or 
below the offering price. 

‘We have reserved for you $25,000 of this preferred stock, 
provided acceptance is received by us on or before noon on 
June 15. All orders in excess of this amount of preferred 
stock will be subject to allotment by us, the basis of which 
will be entirely in our discretion.” 

Operation of the Distributing Syndicate or Selling Group 

We have so far considered the factors involved in choosing 
a syndicate list, the major items in the syndicate agreement, 
and the forms which the underwriting syndicate or selling 
group may take. We shall now discuss a number of prac- 
tices which are followed in the operation of the typical dis- 
tributing syndicate or selling group of the present day. 

In the operation of the syndicate or group, the manager 
has supreme power within the limitations of the agreement. 
In order to remove any doubt on this score, a paragraph is 
usually in the agreement which provides that the managers 
“shall have full power and authority to act in all syndicate 
matters,” without any obligation “except for want of good 
faith.” In the event of a default by a participant, the man- 
agers further reserve full right, as a rule, to substitute another 
house, or to sell the securities at the best price obtainable. If 
damages are suffered through such default, which is frequently 
the case, the manager may sue the defaulting house and, fail- 
ing redress, charge the loss, including legal costs, as a syndicate 
expense. 

After the important but routine details connected with the 
formation of the syndicate or group have been completed, the 
manager must be ready for the public offering of the issue. 
The first important task in this connection is the preparation 
of the offering circular. 

In practice, the bankers often seek to reduce to a minimum 
statements which constitute direct representations by them. 
Instead, the bulk of the information is represented as con- 
tained in a letter from the president or other executive official 
of the vendor government or company. Provision for such 
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a letter, therefore, is introduced into the purchase agreement. 
Furthermore, bankers endeavor to protect themselves further 
against liability by some such disclaimer as the following: 

“All information given herein is taken from sources which 
we regard as reliable, but in no event are the statement herein 

contained to be regarded as representations by the under- 
signed.” i 

The legal liability of bankers on account of statements made 
in the offering circular has not as yet been definitely deter- 
mined. In one case which has been pending before the courts 
for years, misstatements, allegedly made in good faith, were 
held to involve the liability of the issuing house, but final 
adjudication of this case has not been had at this writing. 
It involved the sale of an issue of $5,000,000 of oil bonds 

on properties shortly afterward found to have only nominal 
value. The bankers were held by the lower courts to be liable 
for the full damage incurred. In another case, where an issue 
of coal bonds was made on information subsequently found by 
the bankers to be erroneous, voluntary reimbursement of the 
purchase price was made to buyers of the issue by the originat- 
ing house, which absorbed the entire loss. 

Practices connected with the preparation of the security 
circulars have been subjected to considerable study and criti- 
cism in recent years by the Investment Bankers Association of 
America. The general use of disclaimers and the tendency to 
include only favorable information in offering circulars have 
been frequently criticized by committees of that body. Finally, 
in 1929, the association began the practice of issuing specifica- 
tions of information regarded as necessary for circulars for 
each important type of security. Furthermore, provision is 
made for quick action against members who violate these 
standards, complaints being received by the chairman of com- 
mittees of the association devoted to the different classes of 
securities and then turned over by them to the Association’s 
Committee on Business Conduct. The principles governing 

circular preparation have been adopted by the Board of Gov- 
ernors of the association as follows: 

1. That neither the Board of Governors directly nor any committee 

has any intention, now or until members are otherwise advised, of super- 
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vising in any way the acts of members with respect to circulars prior to 
the issuance thereof. 

2. That the Board of Governors has no desire to regulate with respect 
to what kind of a security members of the Association shall sell, 2.e., 

whether a high-grade or a speculative bond or stock, or any security 
which might be graded between these two extremes. 

3. That the Board of Governors believes it is the duty of members 
to use care that adequate and accurate information in the sale of securities 
be released in a way that such information cannot be deemed to be 
misleading. 

4. That when, in the limited number of instances which may occur 
from time to time, it is not practicable to release complete information 
in circulars, members making such offerings should see that all additional 
requisite information is made available at the time of offering through 

statistical data, annual reports, manuals or other media, to the end 
that an investor, if so disposed, may analyze the security offered. In 
other words, it is simply desired that an investor, for himself, shall be 
able to ascertain readily what character of investment he is asked to 
purchase. 

5. That until otherwise directed by the Board of Governors, each 

securities committee of the Association, in the class of securities under 
its supervision, has the responsibility of reporting each year to the Board 
of Governors (or, if directed by any executive officer of the Association, 
direct to the Business Conduct Committee) any alleged violation of an 
established principle. 

The circular is generally given wide distribution, the man- 
agers printing them in large numbers and permitting all syndi- 
cate members to put their own names at the bottom for dis- 
tribution to their clients. The advertisements of the issue 
printed in the newspapers on the day of offering contain the 
essential facts in the circular, along with the names of the 
leading houses in the syndicate, to add to the prestige of the 
issue. 

Another preliminary task of the manager is to see that regu- 
lations governing the sale of securities in the several states have 
been compiled with. The complex subject of blue-sky laws, 
as these legal regulations are called, is discussed in Chapter 
XXII. 

The Offering 

Having formed the syndicate, completed the agreement and 
prepared the circular, the foundation is provided for the actual 
offering. In the case of larger issues, extensive external 
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preparations are undertaken at the same time that these neces- 
sary and complicated internal steps are being consummated. 
Advance publicity of a favorable nature is spread about. 
Often, two or three advance “news releases” are sent out 
through the financial agency which is to handle the advertising. 
These releases tell of the forthcoming issue, and give some 
pertinent details. The banking house or the agency may have 
prepared literature concerning the industry or country, seeking 
to build up favorable public sentiment in preparation for the 
issue. : 

In choosing the actual day of offering, it is good practice 
to put the issue on the market as soon as possible after ar- 
rangements are completed, to avoid the possibility of unfore- 
seen untoward circumstances. On the other hand, temporary 
congestion in the security markets, the occurrence of an un- 
favorable event or any other circumstance which seems to 

make delay advisable, would act to hold it up. The managers 

retain full discretion on this score, and participants who actu- 
ally sell securities before the formal offering date are guilty of 
the practice of “beating the gun.” 

Offerings in most cases are made in the morning, although 

in individual instances an issue may be formally offered in the 
afternoon. Municipal bonds are frequently placed on formal 
sale as soon as awarded, which may be at any time through 
the day. In general, however, the managers receive subscrip- 
tions for the issue at the opening of business on the offering 

date chosen. In the quaint language of finance, which origi- 

nated in the days when subscriptions to new issues of secu- 
rities were received in the public rooms of taverns or coffee 
houses and inscribed in big recording books, the process of 
making the formal public offering is called “opening the books.” 

When the books are opened, the managers accept subscriptions 

to the issue, subject to allotment, from both participants in 

the syndicate and outsiders. The privilege is always retained 

“to reject these subscriptions in whole or in part,” and in the 

discussion of the underwriting agreement above it was seen 

that syndicate members generally can get securities up to their 

allotment, and subscribe to additional securities if they can 
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get orders. Outside subscribers, therefore, will not have much 
prospect of getting a share in the issue if the demand for it 

is heavy. 
The managers also reserve for themselves the right to close 

the books in their discretion. If the demand for the issue is 
very great, the books may be closed: immediately on opening, 
and announcement is made that the issue has been over-sub- 
scribed. Where the results are not good, the books may remain 
open for weeks and months. In fact, they may never be closed, 
the unsold bonds being distributed to members of the syndicate 
on its expiration date. It is understood, of. course, that an- 

nouncement of over-subscription does not by any means indi- 
cate that the entire issue has been placed with investors. Mem- 
bers of the syndicate and other dealers place the orders. In 
many cases they may be padded, and also, because of the need 
for haste, many of these subscriptions are made blindly before 
there has been an opportunity to check up on the actual demand 
for securities among the clients of the subscribing house. 

Hence, over-subscription means over-subscription by dealers, 

who then still face the task of making a distribution to the 

investing public. It is for this reason that the Investment 
Bankers Association of America has objected to the use of a 

statement in the offering advertisement to the effect that the 
entire issue has been sold when, as a matter of fact, subscrip- 

tions have come in the main from investment houses who still 
have before them the task of selling these securities to inves- 

tors. In several instances, houses have replaced ‘‘all sold” 
statements on the offering advertisement with a new form of 

announcement that “orders have been received from dealers 
and others for an amount of these securities in excess of the 
offering.” 

The problem of allotting securities against subscriptions 
where there has been an over-subscription is faced not only by 
the managers, but also by each investment house as between 

its own clients. The practice frequently followed is to have a 

conference of the salesmen, at which old customers and large 
buyers of securities are given special consideration, while the 
effort is also made to satisfy as fully as possible orders for 
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small lots because they are considered to represent a bona fide 
investment demand. 

Payment by Investors 

Subscriptions are accepted and confirmed in the usual case 
without any cash payment being made. It is one of the out- 
standing characteristics of American syndicate practice that 
orders for new issues are taken at the time of offering and 
confirmed shortly thereafter, while actual payment against the 
delivery of temporary securities representing the issue is not 
required for a period averaging about two weeks. 

This custom is largely a result of the speed with which 
such operations are carried out. No time is allowed for the 
advance preparation and distribution of such securities, and 
so delivery cannot be made. Furthermore, it is felt that in- 
vestors should be given a little leeway before being asked to 

turn over the full cash purchase price of the purchase. Never- 
theless, this custom of delaying the payment encourages specu- 
lators to “take a ride” by buying the securities in the hope of 

selling out at a scalping profit before the date of payment. In 
some quarters, the remedy has been proposed of requiring a 

down payment of, say, 10 per cent with the order, but this 
has not as yet been adopted to any extent. 

On the date of payment, temporary securities are delivered 

against the cash payments of subscribers. It usually takes six 
months or more to prepare permanent engraved certificates of 

bonds or stock, especially of the former, with their coupons. 

Hence, it is common practice to deliver an interim receipt, 
signed either by the syndicate managers, or a bank or trust 
company acting as depositary for the syndicate funds. This 
receipt is negotiable and represents the final securities in all 
transactions until they are issued. 

The receipt of the manager of the syndicate is termed an 
“official” interim receipt. When the funds paid by the in- 
vestor are not earmarked in a bank account or with a trustee, 

the Investment Bankers Association has ruled that the evi- 
dence of payment shall be called a prepayment receipt. It has 

urged that interim and prepayment receipts be issued as seldom 
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as possible, and that temporary certificates or bonds be issued 

instead by the vendor corporation or government, to avoid 

confusion and danger of loss to the investor. 

\ 

Syndicate Abuses 

A number of practices have developed in the operation of 

distributing syndicates and selling groups which are not strictly 

in accord with the terms of the agreements or the intentions 

of the managers. In certain instances, these practices consti- 
tute abuses which will probably be eliminated as remedies are 
developed. In other instances, these deviations arise from the 
force of circumstances, and will more likely become recog- 
nized as necessary and thus be incorporated eventually in the 
syndicate agreement, or accepted as ethically correct practices. 

The most important series of abuses is connected with the 
“shading” of the agreed offering price of an issue by partici- 
pants in the syndicate. If the securities are not moving at a 
satisfactory rate, the participant in the syndicate may share 
his profit with his client by reducing the price. This some- 
times takes the form of offering the issue at an institutional 

discount to those not properly entitled to such rebate. Such 

price-cutting is stimulated by ill-considered large participa- 
tions in a syndicate resulting from the speed with which deci- 
sions must be reached, or by keen competition among invest- 

ment houses eager to curry favor with large investors. 
A more subtle way in which price-cutting is often carried 

out is through the practice of “over-trading,” or accepting 
other securities in exchange above their market prices. This 
practice is especially common because salesmen can thus sell 

the new issue and get the commission, even if the customer has 

no ready cash for further investment. Although frequently 
specifically forbidden in the. syndicate agreement, effective 
methods to halt this practice have yet to be devised. 

The establishment of a trading account through which secu- 
rities offered in the market at or below the purchase price are 
bought in by the managers constitutes a danger to price-cutting 
practices. If bonds or stock, as the case may be, are sold 
below the offering price and are repurchased by the managers, 
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the participant must take the security back at cost, although he 
had sold it at a discount. This means that he suffers a loss 
equal to the discount, plus selling cost. In order to avoid the 
danger of such resales during the life of the syndicate, the 
buyer at these reduced prices must give assurance that he will 
keep the securities at least during the life of the syndicate. 
This is termed a purchase “investment guaranteed.” As a 
result, when new offerings do not meet with much success, 

there grows up an “investment guaranteed’? market in which 
the issue is privately offered’ below the original offering price, 
always with the understanding that securities sold in this way 
will not be thrown back upon the market for a period of 60 or 
go days, or sometimes six months. Dealers outside the syndi- 
cate may obtain securities in this way at the full selling com- 
mission, and are able openly to sell them profitably at below 
the public offering price, as these outside dealers are not sub- 
ject to the terms of the syndicate agreement. Where the issue 
gets a good reception, however, no “investment guaranteed’’ 
market exists, or such bonds as are available on this basis are 

offered at only the regular 14 per cent dealers’ discount. 
Prevention of the price-cutting abuse is sought in the syndi- 

cate agreement by provisions permitting the cancellation of 

the participation of the offending house by the manager. How- 
ever, since these abuses are most marked where the public 
response is poor, such cancellation is quite desirable from the 
viewpoint of the offending house. Hence, the more effective 
cure is publicity for houses which regularly and willfully vio- 
late agreements, so that they can be debarred from future 
syndicate participations. The Investment Bankers Association 
of America, which has recently spent much time and labor 

in an effort to improve syndicate practices, is coming to rely 

upon reporting of these violations as a cure for them. 

A second group of abuses is connected with the practice of 

“beating the gun,” or endeavoring to sell the issue before the 

date of public offering. The members of the purchase group, 

and especially the managers, are in a position to give clients 

advance information concerning the issue, and thus to secure 

orders before smaller dealers can find out about it. The re- 
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sult is that clients tend on an increasing scale to do business 

with the larger houses. The spread of advance information 
concerning a new issue cannot be prevented as a rule, espe- 
cially where preliminary publicity is desired. But syndicate 
managers and other members of the purchase or distribution 
group sometimes accept subscriptions and even make firm 
sales, thus putting certain clients on a favored basis and getting 
an advantage over those houses which wait for the “firing 
of the gun’—the official offering day. Managers at times 
make this situation worse by making firm allotments of secu- 
rities to favored participants within the syndicate, who thus 
have an advantage over other participating houses, since the 
favored firms are then able to confirm sales well in advance of 
the offering date. 

Winding Up the Syndicate 

In order to permit the adequate distribution of the issue, 
the usual syndicate is given a life of one or two months in the 
original agreement, while the manager has the right to termi- 

nate it sooner or to extend it, as circumstances require. If 
the issue is well taken, the syndicate may be dissolved as soon 

as delivery of interim receipts has been effected and payment 
received. On the other hand, an unsuccessful syndicate may go 
on for months, and at the end there may be a large undis- 
tributed block of the securities remaining to be delivered to 

the members. 
When the market suffers from too many issues, or when 

prices are declining for other reasons, the maintenance by the 
syndicates of quotations on new issues gives them an artificial 

level of values. In such cases, the public tends to lose con- 
fidence in all new offerings, and they necessarily fall off in 
volume. Often this happens at a time when fundamental con- 

ditions in the security markets are favorable. In order to 
avoid such situations, it is considered good practice to shorten 

the life of bond syndicates and permit the trend of prices to 
take its normal course as soon as feasible. In several recent 
syndicates, this has been done by dissolving within three or 
four weeks syndicates which have not succeeded in placing 
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the issue fully. Investors are expected to gain greater con- 
fidence in new offerings if there is less artificial control of 
the market after issuance, and there will be less fear of a sharp 
drop in price on the expiration of the syndicate because of 
“dumping” of bonds by those unable to carry them further. 

Another practice sometimes resorted to by less successful 
syndicates, especially in municipal issues, is to form a “sec- 
ondary” selling group, which takes over from the original 
syndicate the unsold balance of the offering. In this way, ex- 
tensive “dumping” of such securities is prevented. The new 
group, including houses not in the first syndicate, puts new 
organizations to work in selling the issue, and is expected to 
hasten its distribution. The bonds are usually turned over at 
cost by the first distributing syndicate. 

After the termination of the syndicate and the delivery of 
the unsold securities and selling commissions to the partici- 

pants, the balance of profit in the syndicate is distributed pro 
rata. This balance is reduced substantially by the expenses of 
the syndicate. The chief items of expense are counsel fees, 
advertising of the issue, printing of the circulars, interim 

receipts, telegrams and mailing expenses which loom quite 
large in good-sized syndicates, listing fees where this is under- 

taken and the vendors do not agree to pay the cost, and any 

loss in the trading account which may be incurred. In the 
New York Central bond syndicate already referred to, the 
Interstate Commerce Commission discusses the distribution of 
the proceeds as follows: 

The entire cost to the applicant of marketing the issue was the differ- 
ence between the par value of the bonds and the sale price to J. P. Morgan 
& Company, this difference being $868,525, plus small amounts for taxes, 
legal services, and the engraving of the certificates. J. P. Morgan & 
Company received as syndicate manager $118,525, which was divided 
with its associates, and out of which it paid certain clerical expenses, but 
none of the other expenses of the syndicate. The syndicate members 
who placed the bonds with investors received from the syndicate for such 
services a commission of 1.5 per cent on all sales within the amounts 
allotted to them, and a commission of 2 per cent upon sales in excess of 
the allotments. After deducting these commissions and the expenses of 
the syndicate, the portion of the $750,000 remaining was distributed to 
members of the syndicate in proportion to their allotments. This profit 
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amounted to about 1.1 per cent. Out of the 403 syndicate members, 26 
sold no bonds. The distribution of the $750,000 is shown in the following 

table: 

Gross profit of 3 per cent...... ye eee ea $750,000 
Straight selling commission, 1.5 per cent 

($375,000) on $25,000,000 pias 
Extra selling commission, 0.5 per cent 425233 

($50,130) on $10,026,000 

Gross profit less commissions.............. 324,870 
Legal expenses, advertising, etc. ....... 50,000 

Net profit, or 1.09948 per cent of $25,000,000 $274,870 

It appears that the main items of expense comprising the $50,000 were 
approximately $27,000 for advertising and $15,000 for legal services. 

In keeping the accounts of the syndicate, the managers gen- 
erally keep five important accounts. The first is the purchase 
account, which is debited with the securities at cost to the dis- 

tributing syndicate, as well as with expenses which occur. It 
is credited with the proceeds of the sales of the securities. 
Where these proceeds are larger than the cost plus expenses, 
there is a credit balance which constitutes the profits of the 
syndicate. The purchase account is thus in effect the final or 
summary profit and loss statement of the syndicate. For the 
$25,000,000 New York Central issue, the purchase account, 
summarized, would have been as follows: 

Purchase Account 

$25,000,000 bonds pur- Transferred from sales 
chased from J. P. account $24,574,870 
Morgan and associ- 
ates at 97 $24,250,000 

Syndicate expenses 50,000 

Profit for participants 274,870 

Total $24,574,870 Total $24,574,870 

The sales account is credited with the gross proceeds of the 
sales of securities as confirmed to participants, but is debited 
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simultaneously with the sales commissions allowed to partici- 
pants. The difference between the gross proceeds and the sales 
commissions allowed participants is the net proceeds of the 
sales, and is transferred to the purchase account. The syndi- 
cate expense account is debited with the expenses as they 
occur, and the balance is transferred to the debit side of the 
syndicate purchase account. 

The trading account is formed only where the managers 
must go into the market to buy securities in order to keep the 
price up during the life of.the syndicate. It is not needed as 
a rule where the public response to the issue has been excep- 
tionally good. The trading account is debited with securities 
purchased and credited with the same amount when they are 
turned over to the member of the syndicate to whom originally 
delivered. If there is a loss, there is an excess debit balance 

which is transferred as an expense to the purchase account. 
Such a loss may arise when, for one reason or another, these 
securities cannot be delivered back to the participants, as when 
the new offering is part of one already outstanding, or when 
the syndicate, as sometimes happens, assumes a short position 
by confirming too many sales, and so must go into the market 
to purchase securities of the issue, often above the offering 
price. 

The carrying account is credited with securities delivered 
to the participants for carrying purposes when the collateral 
loan is not made on joint syndicate account. It is debited 
with securities recalled from the participants, in each case at 
the offering price. Any securities not recalled are debited at 
the termination of the syndicate, representing those distributed 
pro rata among the participants. 

In order to avoid disputes, syndicate records are usually 
kept with great care and are in many instances considered 
subject to access by syndicate members. Some time after the 
expiration of the syndicate, when all its obligations are defi- 

nitely settled, checks are mailed to participants covering selling 

commissions and the pro rata share in the profits due them, 

and the operation is closed. 
The market action of the issue after the closing out of the 

syndicate transaction will have a strong effect on the attitude 
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of the clientele of the syndicate members, and the public in 
general, toward the participating houses. Therefore, the 

market movement of the issue after the termination of the 
syndicate or selling group, as well as during its life, is a matter 
of special importance. The question of security price move- 
ments, with special reference to the subject of maintaining a 

market in a specific issue, is treated in Chapter XX. 
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Chapter XIX 

SECURITY-SELLING 

Analysis of the Market 

The success of the investment banker in distributing his 
issue depends, of course, upon his establishing an adequate 
buying clientele upon which he can regularly depend. It is 
evident, therefore, that the establishment of such a clientele, 

and the retention of it when established, are fundamentally 
important duties for the investment banker. 

Differences of practice on this subject exist in different coun- 
tries, and this difference may perhaps be best illustrated by the 
case of the United States and of Great Britain. In the latter 
country the effort is made to reach the customer through his 
general confidence in the issuing or selling house. In the United 
States, on the other hand, although of course the importance 
of general confidence cannot be over-emphasized, it is believed 
necessary to develop a much more highly specialized and per- 
sonal mechanism for disposing of securities and a much more 
urgent method of forcing them into the hands of the customer. 
This distinction in point of view illustrates a fundamental 
aspect of investment banking—the type of solicitation or sell- 
ing method which has been developed as most acceptable to, 
and most likely to succeed with, the investing public in any 
given case. 

In analyzing this question, the investment banker recog- 
nizes almost at the outset that a great deal depends on the 
character and habits of the group in the community to which 
he expects to appeal in selling his securities. Thus, for exam- 
ple, a nation which is largely given to the placing of its surplus 
capital in savings banks, and which is not accustomed to the 
judging and holding of securities, is not likely to offer a par- 
ticularly satisfactory field for the selling of bonds. In similar 
fashion, a group of bond buyers who have been habituated to 

427 
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the purchase of securities largely on the basis of safety, view- 
ing them as an alternative to a savings account, is not likely 
to be strongly appealed to by offerings of more speculative 
issues whose chief attraction is not intrinsic security, but high 
yield or stock conversion privileges. Then again, the habits 
of the community with respect to yields, 7.e., the practices or 
customs which determine how much an individual expects on 
his investment, naturally influence the character of the secu- 
rities which can be expected to sell well among buyers of this 

description. 

Classes of Security Buyers 

A determination as to the kind and character of the public 
to be approached and the methods to be used in reaching them 
is thus necessary as a phase of investment banking. The first 
step toward an analysis of the market by the investment banker, 
as a distributor of securities, is a recognition of various well- 
defined classes of purchasers, somewhat as follows: 

1. Institutional or professional buyers—those who are them- 
selves reasonably familiar with the character of the merchan- 
dise they are purchasing and are more or less able to judge it. 
In this class may be included: 

(a) Banks, investment trusts and other financial estab- 
lishments which purchase for their own account and risk. 

(b) Trust companies and other fiduciaries which pur- 
chase on behalf of the owners of funds that have been 
intrusted to their care. 

(c) Special investment buyers, such as insurance com- 
panies, which have very clearly defined needs and buy secu- 
rities with a view to meeting highly technical require- 
ments. 

2. Trade buyers who purchase with a view to retailing or 
disposing of the securities. Among these may be recognized 
the following groups: 

(a) Investment houses which deal with small investors 
and resell to them at a moderate commission securities 
which they themselves have purchased in the first instance. 
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(b) Individual purchasers of a semi-speculative type 
who are buying with a view to probable appreciation. 

3. General investment buyers, including: 

(a) Individuals who have a surplus of income over 
expenditure, or who are in possession of accumulated 
funds which they wish to use as a basis for income. 

(b) Business establishments which find themselves 

from time to time with surplus funds in hand and, not 
wishing to leave these funds idle or producing only a 
nominal income as they might if deposited in a bank at 
interest, prefer to purchase securities with them. 

Modes of Approach 

It is evident that a different method of approach and a 
different kind of representation will be needed in these dif- 
ferent cases, if the purchaser is to be induced to apply his funds 
in the direction desired by the investment banker. Broadly 
speaking, the investment banker may decide to operate on a 
wholesale+ or a retail basis, that is, to endeavor to dispose of 

his issues in large blocks, or to take upon himself the task 
of reaching the general rank and file of the public. Should he 

determine to sell in large blocks, he will be inclined to address 

himself to institutional investors of the various classes already 

outlined and to interest them as far as practicable. In so doing 
he will necessarily rely to a great extent upon his general repu- 

tation and standing. Profit margins are smaller, and hence 
sales effort per unit sold must be limited. Advertising and 
direct mail contacts will constitute an important method of 

reaching the public to which he appeals, and here his effort 

will be to set forth as clearly and compactly as he can the 

character of the security which he is offering. This may be 
followed up with personal visits to, or communications with, 
known buyers of large quantities of securities, in the effort to 
induce such buyers to take as much as they are disposed of the 
issue immediately in hand. The knowledge of the buyer, as 

1Not to be confused with security wholesaling in the technical sense, 

which means to sell to other dealers in securities. 
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well as his sensitiveness to advertising and correspondence 

appeals, reduces the relative importance of the salesman. 

The other, and alternative, way of disposing of securities 

contemplates a retail method of distribution, and in this case 

far greater reliance rests on direct personal representation and 

solicitation. While it may be that the individual bond buyer 

is more or less directly reached and influenced by advertising 
of the right kind, it is also true in a great majority of cases 
that the advertising alone is not sufficient to induce him to 
buy. If he be inexperienced, he may refer the question of pur- 
chase of securities to his own banker for advice; or, in other 

cases, without any reference to experience, he may decide to 
buy what are called “seasoned bonds,” that is, those that are 
already listed and proved on the exchanges of the country. 
In either case, his funds are not likely to go to the investment 
banker who is just bringing out a new issue without special 

effort on the latter’s part. 
It is evident that the choice of a method of security selling 

in any given case must be largely influenced by the number 
of prospects and the size of average purses which may be ex- 
pected. Prior to the World War, a prevalent rough estimate 
placed the total number of habitual bond buyers in the United 
States at probably about 300,000. The number of stockholders 
was considerably greater, but consisted to a large extent of 
owners of closed corporations, who were not therefore in- 

vestors in the proper sense. It also included undoubtedly a 
great number of persons who held shares only temporarily, 
having purchased their holdings on a speculative basis. 

The number of bona fide security investors in this country 
before the war, therefore, was about 600,000. Several fac- 

tors may be noted which had been tending to broaden the 
field of demand. It will be remembered that during the World 
War extraordinary efforts were made to distribute Liberty 
Bonds among as large a proportion of the population as possi- 
ble, not only because of the government’s need for the funds, 

but also because of the general system of war finance which 
had been determined on by the western countries, which dic- 
tated the value of as widely extended a distribution of public 
bonds as circumstances would permit. It is estimated that in 
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the United States the total number of security holders thus 
developed eventually amounted to 15,000,000, including, of 

- course, a great number of duplications and speculators.t Al- 
though many of these buyers were temporary and sporadic, a 
great many others retained the habit of putting their funds into 
securities of this type; and, although they may have disposed 
of their Liberty Bonds soon after the close of the war, they 
shifted over into other fields of investment and became buyers 
of other types of securities, instead of, as in former years, rely- 
ing almost exclusively upon savings banks, farm and city 
mortgage investments and purely local securities of various 
kinds as outlets for their savings. The American capital 
market was thus made truly national in scope. 

The same kind of education in bond buying and holding 
which was furnished during the war in the United States was 
also furnished in somewhat similar degree in various foreign 
countries. A net result of the war thus was to leave the 
various nations with a much more thorough and more accu- 
rate appreciation of the advantages of this type of investment 
than had been true in former years. After the war was over, 
a new era of expansion and of recapitalization set in in most 
countries, particularly in the United States, and large amounts 

of new capital were called for both on home and on foreign 
account; and this new capital had to be provided by appealing 
widely to the community for its savings. The business of 
issuing, dealing in, and distributing securities became im- 
mensely broadened and enlarged, and large groups in the com- 
munity which had formerly been unfamiliar with bonds as 
investments began to take an interest in them. 

As a result of this change it is estimated that at the present 
time the total number of habitual security buyers in the United 
States is probably not less than 7,000,000. It is probable 
that a majority of them now own stock, although exactly the 
reverse was the case a decade ago. Stock ownership has 
itself been popularized by customer ownership campaigns by 

1Based on 1924 tax returns, Joseph S. McCoy, government actuary, 

estimated there were only 3,000,000 separate individuals owning corporate 

securities in that year. Tax returns, however, are believed by many statis- 

ticians to constitute an unreliable source of data on such subjects, for sev- 

eral reasons. 
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public utilities, generally rising quotations, and the growing 
stability of American industrial enterprises. In 1927, the In- 
vestment Research Committee of the Financial Advertisers 
Association estimated there were approximately 3,000,000 

bond buyers in this country. 

The Réle of the Salesman 

Widespread solicitation by bond salesmen who visit the cus- 
tomer and suggest to him the desirability of putting his funds 
into specified issues, such as is now in vogue, is the outgrowth 
of the desire of the investment banker to reach a large clientele 
by the retail method of disposing of bonds. It implies the 
organization of a considerable staff and the establishment of 

lists of prospective customers, assignment of names to each 
member of the staff and direct visits to the customer to induce 
him to part with his money in exchange for the bonds. Bond 
salesmen of this variety have usually been given some training, 
at least by the establishment which has employed them, and 
are expected to be able to furnish desired information with 
respect to general investment conditions, interest trends and 
the like, and to supply to the prospective buyer detailed data 
concerning the particular issue in which he may be interested. 

Of late years, bond salesmen have usually taken upon them- 
selves the additional task of giving general investment advice, 
keeping track of the holdings of bonds owned by each of their 
customers, suggesting appropriate times at which to dispose 
of old issues and buy new ones, and aiding in the preservation 
of a fair amount of diversification by the security buyer. 
Under such conditions, the bond salesman becomes a kind of 

investment counsellor to the customer or bond buyer. He 
takes the place which the broker assumes under the British 
method of bond distribution. His motive to sell, however, is 

stronger than that of his British contemporary, and his advice 
is very often unsolicited, whereas that of the British broker 
is furnished on request. 

The sales force of the investment house is recruited to a 
large extent from the graduating classes of colleges. The 
young recruits are put through a short training course in the 
elements of bond investment and the general principles of sell- 
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ing. Taken as a whole, bond salesmen do not always adopt a 
strictly professional attitude toward their work by making 
an intensive study of security values and the needs of indi- 
vidual customers. They often stress such factors as possible 
rapid price appreciation and others which are not strictly of 
an investment character, in order to hasten sales. Intensive 

competition may compel the salesman in the future, in self- 
protection, to make himself far more expert than he is now in 
the intricacies of the securities business and the problem of 
security valuation, and in this task the technically trained man 
is certain to win eventually. 

Men tend to concentrate in any business and profession in 
which the gains are large, regardless of their own personal fit- 
ness for the work. So the security business, which was of 
limited scope before the war, has attracted many thousands 
of men and some women from other walks of life to join in 
establishing large selling organizations which were created 
almost over night by the sudden growth of an investment 
class in this country. Between 1921 and 1928, the bond market 
enjoyed a remarkably sustained bull movement, in which the 
yields of representative bonds fell approximately 50 per cent. 
Under such conditions, of course, it was unusually easy to sell 
new security issues. On many occasions no selling effort at 
all was required, as investors, tempted by the possibility that 
the new bonds would rise in price even before they would 
have to pay for them, eagerly scrambled for the privilege of 
having their orders accepted. The later stabilization of bond 
prices brought on a period of more drastic competition, but 
the switch of investors’ interest to more speculative stock 
issues again brought forward the appreciation factor. During 
the high money period which followed, salesmen had to turn 
to stock selling almost generally to get enough business to keep 

going, and the pure bond salesman faced a very difficult state 
of affairs. 

Salesmen’s Compensation 

The security salesman relies for his compensation chiefly 

upon a commission for each bond sold, or for each share of 

stock if sold by the house as part of its regular offerings. In 
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certain cases, the commission system is modified by the payment 

also of a fixed salary, generally of relatively small amount. 

A study of practices in compensating salesmen in use among 
investment houses was completed by the Investment Bankers 
Association of America in 1928." It reveals a wide variation 
among forty typical houses studied. . They were fairly evenly 
divided on the basis of paying fixed salaries or merely permit- 
ting drawing accounts against future commissions. Houses 
which paid fixed salaries actually paid commissions in most 
cases only when earned commissions were in excess of the 
salary; but in several instances it was found that small com- 
missions were paid on all sales in addition to the salary. Thus, 
one house paid its salesmen $1,500 to $5,000 a year, plus a 
credit of $1 per hundred face value of sales, paid monthly. 
This total payment was deducted from the aggregate commis- 
sions earned, determined on a basis of percentage of gross 
profit earned on each sale, and any balance was paid the 
salesman. 

In computing commissions, investment houses generally give 
either a flat rate per bond or a percentage of the gross profit 
earned on the issue. Typical flat rate payments are $2 to $6 
per thousand for general bonds, and $1.25 per thousand for 

municipal issues. Typical percentage commissions are from 
10 to 40 per cent of gross profit. Many houses have a sliding 
scale of commissions, increasing the rate with the total volume 
of sales effected. Special credit may be given for bringing in 
new customers. In one instance, $10 is paid for each new 
customer on the third sale. Special bonuses based on competi- 
tion among the salesmen or length of service are also common. 

Finally, the question of establishing a uniform rate of com- 
mission has been agitated. Such a practice would doubtless 
tend to make the salesman more impartial as an advisor to his 
client, for he would not be interested then in pushing one or 
a few issues on which specially high rates were being paid. On 
the other hand, the present system of paying a percentage of 
gross profits, with extra allowances when business is poor, as 
followed by many houses, doubtless imparts considerable elas- 

*“Tnterim Report of the Sub-Committee on Salesmen’s Compensation,” 
Investment Bankers Association of America Bulletin, 1928, vol. xvi, pp. 
122-127, 
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ticity to the organization, permitting speeding up of sales effort 
when necessary by offering larger rewards. 

Advertising 

The direct selling effort is supplemented in many security 
houses by an advertising organization which is becoming in- 
creasingly complex. Often, a special department auxiliary to 
the sales department exists. Advertising is now used on a large 
scale, and in several different ways. First, new issues are given 
extensive publicity through, the conventional “offering ads” 
which currently appear in practically every newspaper except 

the “picture tabloids.” Then, many houses use different varie- 
ties of “follow-up ads,” which appear after the original offering 
date and are aimed at furthering complete distribution of an 
issue of bonds with investors. Many bond houses run monthly 
offering lists, and a fourth type of advertising copy in common 
use is of a general institutional nature, where the investment 
house merely seeks to stress the advantages of investment in 
general and of its own services in particular, prominently dis- 
playing the name of the house at the same time. Institutional 
advertising also may take the form of “cards,” or single col- 
umn advertisements about six inches in length, briefly stating 
the name of the house and the character of business it transacts. 

This advertising is not restricted to the newspapers. Con- 
servative magazines now frequently have separate financial 
advertising departments, and car poster and billboard adver- 
tising are also not uncommon in the larger cities. Mail-order 
selling methods are also rapidly coming into favor. This fur- 
ther reflects the popularization of the investment market. Lists 
of prospects, gathered in various ways, are sent a stream of 
carefully designed letters and circulars, in order to broaden 
the list of clients of the house. A good description of adver- 
tising and mail-order methods from the practical standpoint is 
contained in the volume entitled Advertising Investment Se- 
curities, which was prepared by the Financial Advertisers As- 
sociation. The organization of an advertising department in 
relation to the rest of the bond house is suggested in Fig. 13. 

The rapid growth of investment advertising is significant. 
It reflects the fact that the rapid expansion of the capital mar- 
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ket and the increasingly tense competition among investment 
houses is cutting profit margins, and therefore is making more 
economical distribution methods necessary. A successful mail- 
order campaign sharply reduces the selling cost per bond by 
increasing the sales volume. Paving the way for both direct 
sales and mail-order sales by periodical and poster advertising 
further increases the volume of sales and so reduces the burden 
of overhead expense per bond sold. It would appear that the 
tendency of the time is in the direction of steady reduction in 
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the expense of marketing securities through these methods, 
thus reducing the bond salesman’s work and his rate of com- 
mission, while at the same time giving him the opportunity to 
dispose of a much larger volume of securities. 

Advertising efforts are now supplemented by newspaper pub- 
licity, which plays a very important part in helping the sale of 
new security issues. The newspapers today depend for their 
financial news largely upon announcements issued by large cor- 
porations and financial houses through advertising agencies. 



SECURITY SELLING 437 

Several such agencies have a nation-wide organization. They 
receive their compensation primarily from the newspapers with 
which they place the advertising of their clients, while in addi- 
tion they have a news department, made up usually of experi- 
enced journalists, which prepares “hand outs’’ for the press. 
Under this system, the financial press of America has- practi- 
cally abdicated in favor of the advertising agency in furnishing 
news about new security offerings to the public, and many 
houses have learned to make effective use of this situation. 

Selling to Institutions 

While it is doubtless true that direct selling of investments 
to individual buyers will continue for a good while to be prac- 
ticed as the normal method of disposal of investment securities, 
and while it is doubtless true that, under the guidance of more 
or less well-informed advertising, the individual will become 
more and more discriminating in his purchases and may be ex- 

pected to buy with greater intelligence, it is also true that a 
different attitude toward the purchase of securities is developing 
among investors, just as a different point of view with respect 
to their sale has already become more marked. This change 
may be described as the growth of an institutional method of 
securities purchasing. 

One important reason for the increased need for expert 
investment buying is found in the fact that, with the rapid 
spread of corporate organization and with the broadening of 
the capital market to take in many new areas of competition, 
it has become necessary for the individual to supplement his 
own information by some systematic collection of data. So 
long as the securities offered to a buyer related to enterprises 
in his own immediate neighborhood, the prospective investor 
was able to pursue the dictates of so-called common sense in 
selecting his securities, and to guide himself more or less by 
what has been called those “slight but unmistakable evidences 
of veracity” which can be ascertained through personal con- 
tact, though usually not otherwise. The purchase of securities 
representing the credit of corporations or nations at a distance 
involves resort to scientific analysis of underlying values, for 
which the individual is often not qualified. Hence a necessary 



438 INVESTMENT BANKING 

resort to some source of professional advice, or to that form of 

coéperative buying which we have termed “institutional.” 

The danger involved in such cases is, of course, that those 

who are furnishing advice for the guidance of the individual 

will be selfish or, in extreme cases, venal. Those who are 

operating investment trusts, for example, may want to take 

for themselves the benefits of good judgment shown in making 

purchases, and will allow to the investor only a very moderate 

or “normal” rate of return, while requesting him to carry the 
risk in the form of losses or depreciation-of securities when- 
ever their investment judgment turns out to have been bad. 
These risks and dangers are incidental to the process of devel- 
opment, and may accordingly be fairly liberally discounted. 
Eventually, it is fair to suppose, an increasingly large propor- 

tion of investment will assume the codperative form, and this 
cooperative form will develop along institutional lines, as the 

various institutions become more responsible and as they de- 
velop a higher type of ethics. We may sum up this phase of 
the discussion, therefore, by concluding that codperative or 
institutional investment bids fair to become the ultimate type 

of individual access to the market. 
In making a study of the demand for securities, therefore, 

the creator or distributor of such securities naturally gives a 

substantial part of his attention to the wants of institutional 

buyers; and in analyzing their wants, he first of all directs at- 

tention to the statutory requirements which limit them in their 
operation. We have seen at an earlier point (Chapters IV 
and V) what these are in a general way. Obviously concerns 

which are limited to either a specified list of securities or certain 
groups of issues are customers only for those classes of securi- 
ties. There is thus established at once for the investment 
house a buying nucleus which possesses a fairly measurable 
volume of demand, that volume from year to year being indi- 
cated by the annual growth in the total amount of resources 
placed in the hands of institutions of a specified kind. The 
annual increase, for example, in holdings of trust funds com- 
mitted to the hands of trust companies affords one measure of 
the trust companies’ demand for so-called “legals,” that is to 
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say, issues which under the terms of state laws are properly 
purchasable by fiduciaries. Switches in investment holdings 
are not common among such conservative institutions in normal 
times, except when caused by the maturity or calling for re- 
demption’ of an issue held. In a similar way, gross amount 
of insurance written annually by life companies, and hence 
to be foreshadowed from year to year as representing the 
normal annual increase, may be taken as another measure of the 
market for new securities of the kinds already indicated as 
being legal for the investment of their funds. 

Broadening of Legal Requirements 

While it is thus possible to mark off certain elements of 
market demand for given classes of securities, it will probably 
always remain true that the larger part of the new issues must 
be sold to buyers who are not under positive legal control of 
this kind. In fact, recent legislation has seemed to show more 

and more clearly the existence of a trend away from narrow 
limitation of institutional buyers to prescribed classes of securi- 
ties, and toward a plan which would base the work of such 

buyers upon the quality and character of such securities rather 
than upon any purely artificial or descriptive test. Stated more 
plainly, it is less common today to find the first mortgage bonds 
of specified railroads described as investments than it is to 
find the provision so broadened as to include any first mort- 
gage railroad bonds which can present a definite income record 
on behalf of their issuers. Analysis of the buying field, there- 
fore, soon passes out of that area in which a measurable de- 
mand can be noted for specified securities, and into a field in 
which the demand referred to may be regarded as applicable 
to securities of a certain grade. 

Analysis of his market by the investment banker then con- 
sists of analysis of the extent of demand for securities of 
certain grades or classes; and the effort to classify bonds or 
other obligations develops. This is clearly an effort which 

can be successful only if some scheme of classification is first 

devised as a guide. As yet, no standardized grouping of the 
sort has made its way into general use. Several such classifica- 

tions have, however, been attempted. Thus the Standard Sta- 
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tistics Corporation has devised a method of rating bonds 
which is described by it as follows: 

In the process of rating any issue of bonds, all factors of influence 
are carefully considered. There are, however, three fundamental 
factors that to a very great extent determine the real investment worth 
of any bond. These factors in the order of their’ importance are 
earning power, asset value and marketability. 

Standard bond ratings are offered primarily as guide posts in fur- 
therance of the investigation of bond values and are therefore not 
intended to be accepted as final. 

John Moody and the Moody Investors’ Service have worked 
out the following symbols in their bond rating system : 

Aaa: Meet the highest tests in asset value, earning power and sta- 
bility. 

Aa: Rank well into the high-grade field. 
A: Entirely sound obligations of representative companies, but 

lacking the higher degree of protection obtainable in bonds of 
Aaa and Aa grades. 

Baa: Generally make a good showing in the tests, but warrant more 
discrimination. 

Ba: Always have some characteristics of uncertainty. 
B: Always characterized by speculative features. 
Caa: Usually have a decidedly poor statistical standing and fall short 

of all tests such as asset value, earning power and stability. 
Ca: Show marked weakness of one kind or another. 
C_: Not to be classed as investments at all. 

Such security ratings possess value, however, only in connec- 
tion with bonds. In the field of stock issues, where present 
and prospective earnings per share constitute the important fac- 
tor in value determination, they are virtually meaningless. 

The investor, in making his choice of bonds, of course ac- 

cepts these symbols of classifications as indicative simply of 
the judgment which has been formed concerning these securi- 
ties by a statistical and analytical agency whose duty it is to 
obtain information concerning the changing conditions sur- 
rounding the corporations and governments which dispose of 
securities of the kinds referred to. Even allowing that no 
ulterior influences or considerations have acted upon the minds 
of the enterprises which are engaged in supplying data of this 
kind, they are, of course, subject to the same general restric- 
tions and limitations that apply to any one judgment. Their 
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opinions must accordingly be accepted with due reserve, and 
without any effort to take the decisions so announced as more 
than merely advisory or suggestive. The investor, in other 
words, if prudent, will undertake to “check up” carefully upon 
the opinions stated by the statistical services, by examining 
himself the statistics upon which they are based. 

Adaptation to Needs of Investors 

Much can be done in issuing new securities by way of adapt- 
ing them to the needs of buyers. In order to accomplish this, 
attention must be given to the extent and character of the 
restrictions or qualifications that are imposed by existing law 
upon the investor, especially when he is of an institutional 
variety. If, for example, a given kind of underlying security 
is required by the terms of law or by custom as widely observed 
and followed, the result is to limit buyers of this class of in- 
vestment security to those issues which correspond to their 
needs. Such issues can often be made to conform to the char- 
acter of buying demand by clearing out of the way underlying 
issues of securities which conflict, for example, with the pro- 
vision that a given type of investment shall be only in first 
mortgage bonds. Also, it is sometimes possible to arrange 
that specified requirements as to earnings are met by controlling 
the capitalization accordingly. In these ways, a new issue 
which would not otherwise be available for some classes of 
customers can be made to accord with their actual or imaginary 
needs, thereby enabling them to buy it. 

The broadening of legal requirements, to which reference 
has been made in a preceding paragraph, is tending more or less 
to eliminate difficult conditions of this kind, and to get rid of 
restrictions that no longer have a real meaning because of the 
change in conditions that has developed since the original legis- 
lation was passed. 

Education of the Investor 

More important, perhaps, than the smoothing out and broad- 
ening of actual legal requirements, is the education of the 
investor to look at investment problems from a broader stand- 
point than he has been previously accustomed to. Many inves- 
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tors a few years ago had been in the habit of purchasing bonds 

only, in the belief that they afforded a safer or better protected 

kind of investment than they could otherwise get. 
The individual’s habit of applying his demand along specified 

lines of investment purchase may be largely the result of preju- 
dice or ignorance. An explanation to him of the actual 
factors involved in investment, and a recognition on his part 
of the underlying fact that it is not the legal forms of invest- 
ment but their essential characteristics that fit them for a place 
in an investment list, will often result in broadening his demand 
or changing the direction of it from narrowly specialized 
channels into much larger fields. 

An example of what may be done in this direction is afforded 
by the rapid growth within recent years of the practice of 
buying common stocks instead of preferred issues or bonds. 
Recognition that the security, in any case, depends primarily 
upon the surplus and income of a given enterprise over operat- 
ing expenses, and that the theoretical possession of a lien upon 
corporate property is not an especially valuable protection to 
an investor, naturally leads to a shifting of his interest from 
one type of securities to the other. This may be summed up 
by saying that the average investor frequently has no definite 
theory of investment, or that when he has, it is likely to be 
erroneous in whole or in part. 

The ideas of investors and their attitude toward the whole 
investment problem, in fact, change slowly from period to 
period. Such changes in point of view often come suddenly 
and unexpectedly, and baffle bankers and investors. They 
result most frequently from changes in the business situation, 
which result in holding out hopes of large profits to be made 
through participation in the actual ownership of the business, 
thus rendering stocks more attractive than the bonds whose 
ownership places the individual in the position of creditor. 
Changes in taxation, business law, and ethics of business man- 
agement may also exercise an influence in bringing about such 
results. 

Preferences also vary according to the changing position of 
the individual himself. The “‘business man’s investment” is 
one which represents a claim upon an industry which is chang- 
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ing its position from time to time, and which must be closely 

watched by observers who have access to a reasonably constant 
and reliable supply of data in order to protect themselves ade- 
quately. The investment to be made by the same person upon 
his retirement from business and withdrawal from active life 
will probably be quite different in its character. As the indi- 
vidual changes his relationship to property ownership and to 
other members of the community, the criteria which determine 
his selection of securities for investment likewise change. 

The problem of selling securities involves the education of 
the investor in order that he may properly understand the point 
of view underlying securities issue and the real character of 
the protection that is offered to him by various types of obliga- 
tions. Conversely, the attitude of the investor as a customer 
changes according to the investor’s general knowledge of busi- 
ness and his varying appreciation of the elements of value 
underlying it. Changes in popular point of view on this whole 
subject account for broad transfers of demand from one group 
of securities to another—changes often attributed to altera- 
tions of rates or competitive conditions, when in reality they 
are the result of modification of the investor’s attitude and 
scope of information, in part through the educational influence 
of the activities of the investment house, and especially of its 
salesmen. 

REFERENCES 

Fietp, C. F., Principles of Securities Salesmanship. 
FINANCIAL ADVERTISERS ASSOCIATION, Advertising Investment Securi- 

ties, New York, 1928. 
Lone, Joun D., and Farwe tt, Joun E., Fundamentals of Financial 

Advertising, New York, 1927. 
McCorp, F. A., The Art of Selling Bonds, Philadelphia, 1924. 
Srarcu, DanieL, Principles of Advertising, Chicago, 1926, chap. 

XXXVii. 
TownseEnp, W. W., Bond Salesmanship, New York, 1924. 



Chapter XX 

MAINTAINING THE MARKET 

Price Stability 

The difference between investment and speculation has been 
sufficiently set forth in Chapter XI. It must be remembered, 
however, that what is ordinarily called speculation, as was there 
shown, shades imperceptibly into investment, and vice versa. 
It is not always possible, therefore, to draw a sharp line of 
demarcation. The point at which the investment banker di- 
rectly comes in contact with speculation is found in the effects 
produced by the latter process upon the prices of the securities 
which he issues. Fundamentally the question is necessarily 
faced: How far does a newly issued security possess the quality 
of stability? Assuming that the investment houses sponsoring 
the issue have substantial clients, price stability should largely 
depend during the early stages of the new security’s history 
upon the degree of skill and judgment that has been shown in 
adapting its issue price to the general level prevailing in the 
market at that time. But this is far from being a full state- 
ment of the case. 

As a matter of fact, a security will maintain its price in the 
open market only if there are buyers on hand ready to take 
all offerings at the current price. If that does not prove to be 
the case, then offerings will be made at concessions by those 
who feel impelled to liquidate, until buying is attracted from 
one quarter or another. Furthermore, buyers must be on 
hand just when the offers are made. If they arrive on the 
scene too late, price concessions may already have been 
established. 

Now when a new issue of securities is sold, it is likely that 
salesmen may have had to exert special effort to make each of 
the original sales. When certain of the buyers offer the securi- 
ties they have purchased in the market, however, this specific 

444 
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sales effort is absent; and hence it is natural that the price 
tends to decline forthwith unless supporting orders are placed 
in the market by those specially interested in preventing a drop 
in the quotation—the investment banking houses sponsoring 
the issue. 

Investment bankers ordinarily, therefore, undertake to main- 
tain the issue price for some time, and especially, as seen in 
preceding chapters, during the period in which the issue is 
being sold to investors. The process of distributing a new 
issue of securities generally takes considerable time. It is not 
possible to forecast what disturbances will occur in the market 
during that period, and it is very desirable that while the 
process is going on there should be as narrow a fluctuation of 

value as practicable. Accordingly, the seller of securities is 
naturally concerned in an important way with the price of the 
issue after it has passed into the hands of the public. He wants 
to see it disposed of safely and permanently, and until that time 
he feels a special responsibility in connection with it. This 
statement holds true, no matter whether the new issue is or is 

not listed on the stock exchange or other organized institution 
for dealing in securities. 

Of course, there are exceptions to this practice of price main- 
tenance. If an unusual demand for the issue arises because 
of certain desirable features or favorable general market condi- 
tions, it may immediately sell at a premium, and no market 

maintenance problem arises. At other times, however, it may 
prove that the new issue of securities, after getting into the 
hands of holders, suddenly encounters some severe stock mar- 
ket disturbance. There is no reason why it should not “sell off’’ 
or “go to pieces” to the same extent that others of like strength 
do, and the offering syndicate may quickly withdraw its bids in 
the open market to avoid getting back the entire issue. Indeed, 
it is likely that since the new issue has not become firmly placed 
in the investment portfolios of institutions and individuals, it 
will suffer even more severely than other issues which may not 
be as good. Fluctuation in price immediately after issue under 
such circumstances does not necessarily indicate that the buyer 
has been imposed upon or that there has been an error of judg- 

ment on the part of the issuer, provided, of course, that the 
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fluctuations are no more than those experienced by other securi- 

ties of the same general description. 

Duty of the Investment Banker 

Thus the relationship of the investment banker to the securi- 

ties market, and incidentally to what is called speculation, is 

seen to be necessary and, at times undoubtedly, close. In his 

effort to adapt the price of his issue to the valuations existing 

in the market at any time, he naturally guides himself by the 

figures prevailing there at the moment; and in his effort to 
provide a market and to regulate it after the issue has taken 
place, he necessarily assumes a position as a regulator or con- 
troller of market values to the extent that he is interested in 
securities through having issued them. 

The question how far this duty on the part of an investment 
banker can be considered to exist is of great interest and has 
evoked wide difference of opinion, especially with regard to 
the relationship of the investment banker to the price of the 
issue after the primary distribution process has been completed 
and the offering syndicate dissolved. A house, for example, 
which is in the habit of entering into syndicate or other agree- 
ments looking to the maintenance of a given price for an issue 
of bonds during a period, say, of from three to six months, 
may not be willing or able to release itself from responsibility 
at the end of that period if it continues in the business of issue. 
Successive issues of securities bring successive assumptions of 
liability, and if many decline substantially in price it may not 
be able to retain its clientele. The investment house thus tends 
to remain continuously in the market as a stabilizing factor 
operating in those securities which it has itself put out. The 
fact that it has terminated its operations in one issue does not 
matter from the standpoint of the general analysis of the 
situation, if such termination has been followed by the assump- 
tion of new responsibilities in another connection. 

On the whole, present practice recognizes that the invest- 
ment bariker has some vague responsibility for maintaining a 
market for an issue beyond the period of distribution, during 
which it is directly in his interest to do so.. This responsibility 
is also considered greater where there is no exchange listing 



MAINTAINING THE MARKET 447 

or other outside means of selling the security, should the inves- 
tor wish to do so. In fact, in the case of several small invest- 

ment trust flotations where marketability was lacking, the is- 

suing company or banker has gone so far as to offer to repur- 
chase the securities at a price fixed in relation to book value. 
However, the duty of the investment banker to aid in the main- 
tenance of a market is not yet as-clearly defined as is, for ex- 
ample, his obligation to help in the reorganization of a com- 
pany whose securities he has sold. 

Market Control 

The subject of market control is one which has received wide 
attention from varying standpoints. It is, in the main, a topic 
which is of more interest to the speculator than the investor, 
being naturally more significant to that group in the community 
which depends upon fluctuations of value for profit than to 
those who rely upon dividends and interest as a source of in- 
come. Because, however, of the fact that many securities are 

promptly listed upon stock exchanges as soon as issued, and 
because of the growing desire for listing as a means of assuring 
marketability and availability for borrowing, the question of 
market control assumes a greater importance from the inves- 
tor’s standpoint than is the case on the more easily managed 
over-the-counter market. This is as much as to say that the 
investor is, by the present machinery of banking and trading, 
practically forced into a secondary position as a speculator, no 
matter whether he chooses to be so or not, since his security at 
once and automatically registers temporary changes affecting 
quoted values by reason of the fact that it has become the sub- 
ject of day-to-day operations on an exchange. 

The general question of market control, therefore, needs to 
be reviewed briefly in order that its bearings upon the invest- 
ment situation may be understood. The price of a security in 
the market ultimately is dependent upon its underlying worth— 
for a bond the certainty of being able to convert it into money 
on its maturity date, and for stocks, available earning power. 
Certain price variations reflect changes in these underlying 
and fundamental conditions, and they are hardest to control. 
In addition, price changes also occur to a varying degree in 
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response to technical market factors, such as the attitude of 

buyers, necessitous selling of one kind or another, or price 

manipulation. That these factors exert a control over security 

prices for varying periods of time is, of course, well known. 
The attitude of investors is one of the most difficult of these 

technical factors to control. The investor who buys securities 
after careful investigation of their merits, or who is informed 
by persons he trusts that such securities are quite sound, is not 
likely to worry about them soon after their purchase. Having 
made his decision, he is, normally speaking, inclined to adhere 

to it, unless there should be new factors tending to alter his 
judgment. If, however, he sees that the security he has pur- 
chased tends to fall off in the market and is apparently not 
readily saleable, he is inclined to view the whole situation as 
having been unfavorably affected by some causes about which 
he is not informed. There is a disposition on his part to change 
his mind and sell the security he has purchased. On the other 
hand, if the price holds firm or increases, he is disposed to 
think of the security as having a stable value, and as being 
easily marketable at perhaps more than he paid for it. His 
disposition is thus to hold it. 

By establishing price stability, investment bankers selling 
new issues render their own task easier. They prevent pros- 
pective buyers from believing that it is possible for them to buy 
the security in the open market for less than is being asked by 
the issuers. In floating any new issues of securities, therefore, 
the seller desires to have conditions so shaped that the price 
of the issue will remain stable, or perhaps will rise slightly, 
during the period in which the securities are being “absorbed”’ 
or are finding more or less permanent homes in the portfolios 
of investing institutions or in the strong boxes of investors. 

Those who know this state of affairs therefore seek to con- 
trol the market through establishing a favorable psychological 
attitude in investors. It is, doubtless, sometimes true that this 

sort of manipulation is limited to a very small group of issues; 
but at others, it may become much more widely diffused, and 
perhaps permeate the whole market for more speculative securi- 
ties, so that the term “manipulated market” is not altogether 
a misnomer. 
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A few fairly well standardized methods of control in such 
market operations are well recognized, and are somewhat classi- 
fiable. In order to peg a given security—that is, to keep it at 
a specified level—it is evidently necessary to stand ready to 
buy this security whenever it is offered at prices below that 
point. This kind of market support may be applied by placing 
supporting orders to buy everything offered at the pegged 
price. It then becomes impossible for the security to sell 
lower unless these supporting orders are exhausted. Thus, 
a certain limit of fluctuation is established, and the tendency 
of course is to have the price approximate the pegged valuation, 
unless outside orders carry it higher. 

In the same way, if it is desired to prevent a security from 
going above a specified limit, selling orders must evidently be 
supplied in quantity whenever the price rises, in order to prevent 
an undesirable speculative demand leading to erratic price fluc- 
tuations. Short selling, in fact, is sometimes resorted to for 
this purpose. 
When the issue has been fully distributed, the methods which 

may be followed for controlling the further price fluctuations 
of the issue vary. One system is to place in the market scale 
orders above and below the current market price. Thus, if 
the market price of a bond is 98, orders to buy in increasing 
quantity may be placed below this figure. They may provide 
for the purchase of 10 bonds at 97%, 20 bonds at 97, and 50 
bonds at 96. Conversely, selling orders may be placed on a 
scale above this price. Hence, whenever a fortuitous supply 
or demand comes into the market for this issue, erratic fluctua- 

tions in price are avoided by these scale orders which are 
always on hand in the market; and frequently the investment 
house may make some profit from such orders by buying on 
declines and selling on advances. In fact, many large corpora- 
tions, either directly or through affiliated investment houses or 
individuals, seek to stabilize the market price of their stock 
in this way. It is often said, for exampte, that this is the case 

with the stock of the American Telephone & Telegraph Com- 
pany and that of the Pennsylvania Railroad. 

Another method of maintaining the market frequently re- 
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sorted to in the case of bond and some preferred stock issues, 

is the sinking fund device. This throws the burden of market 

maintenance from the shoulders of the investment banker to 

those of the original issuer of ‘the security—government or 

corporation. The sinking fund creates a periodical demand for 

the issue in the open market, either through purchase or through 
redemption at stated prices. In either case, the visible 
supply is cut down and the technical position of the market 

strengthened. 
Sinking funds are usually treated as if they were of chief 

interest to the investor, but the banker also has an interest in 

them. The establishment of a satisfactory sinking fund pro- 
vision naturally has the effect of creating a demand for the 
issue, which has a corresponding effect in maintaining its value. 
If the sinking fund is carried on by direct reinvestment in the 
bonds to which it relates, the effect is the same as that of main- 

taining or pegging the market, within a limited range. For 
example, if the sinking fund calls for the purchase annually of 
5 per cent of the total original issue of a series of bonds at a 
price not to exceed par, it evidently has the effect of creating 
a fixed annual demand for them up to a certain specified price, 
and, as the issue grows older, this annual demand becomes a 
larger and larger percentage of the total amount outstanding. 
In some cases, therefore, it may have a powerful stabilizing 
effect upon values, if its terms are lived up to rigidly. The 
investment banker, therefore, is wise to require the insertion 

of such a provision as a part of the purchase agreement. 

The Problem of Listing 

Admitting the need for market control, we may now turn 
to the discussion of the specific problems of the investment 
banker from the market standpoint. 

‘Of these problems, the most fundamental is probably the 
question of listing. The investment banker may theoretically 
undertake to place his issues of securities in the hands of peo- 
ple who will “put them away and forget about them,” but in 
practice he knows that this cannot be done. They are certain 
to form the basis of trading relations as owners find they must 
sell them. Even though he may for a short period arrange 
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matters in such a way as to prevent any excessive speculative 
dealing in the issue, the investment banker cannot very long 
compel the buyers of the securities to adhere to any such plan. 
He must therefore decide, quite early in the discussion of a 
given issue, whether it is to be listed upon an organized ex- 
change, such as the New York Stock Exchange, provided, of 

course, that the consent of that organization can be obtained, 
or whether it will be sufficient to leave the issue to be dealt in 
on the over-the-counter market; and if the latter, whether any 

special arrangements shall be, made to assure an active demand 
there by interesting dealers in the issue. 

First of all, if the security is to be listed on the New York 
Stock Exchange, such a decision involves the furnishing of 
some important items of information to the authorities of the 
exchange. Precisely what these are is indicated by the ex- 
change in its regulations governing the admission of securities 
to its list; but in a general way they include fairly complete 
information about the financial condition of the company 
which must be kept up to date by at least one annual report. 
There may be reasons growing out of the position of the con- 
cern which render it undesirable to furnish the information 
thus required from the outset, or it may be felt that continuous 
compliance with the requirements of the exchange involves too 
great a sacrifice of convenience to warrant its being undertaken. 
What is more likely is that the issuers of the security are not 
desirous of having the security listed at all, because of their 
feeling that it may in that way become more subject to specula- 
tion and hence more difficult to control in price. Accordingly, 
the attitude of the investment banker toward the whole question 
of listing a new issue is likely to be two-sided, though it should 
be said that of late years the arguments in favor of listing have 
apparently had an increasing degree of weight, and the result 
has been that in more and more cases the question is decided 
favorably for the listing of a new security. However, a strong 
house may often prefer to make its own market for an issue 
on account of the greater possibility of profit through main- 
taining a wide spread between bid and asked prices. 

A listing on the New York Curb or some out-of-town ex- 
change may be tried. The placing of the security on the curb 
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involves no such extensive or strict requirements as its admis- 
sion to the New York Stock Exchange, especially if the issue 
is merely admitted to unlisted trading privileges. However, 
the same objections to curb listing, so far as relate to specula- 
tive changes of value, exist as in the case of the stock exchange 
listing, except that the issue is less available for margin trad- 
ing, and thus may attract fewer speculative buyers. 

If the issue house decides against listing, it is likely to find 
itself under the necessity of making a market, or at all events 
of finding other dealers who will do this. Of course, this 
may mean that at times the concern which undertakes to make 
an over-the-counter market may find itself in the position 
of having temporarily to tie up a great deal of capital in the 
issue, as the result of buying in securities which are offered 
but for which no immediate buyers can be found. This may 
at times raise difficult problems for the sponsors of the issue. 

The question of listing has received special attention from 
state authorities, and in general they favor it as an added 
protection to the individual investor. This is reflected by the 
fact that many states exempt from their blue-sky laws issues 
listed on recognized exchanges. The Attorney-General of 
New York State, in July, 1928, made the following statement 
on the subject: 

This office desires to again state its published opinion that an open 
public market where buyers and sellers of securities can be represented 
is so far preferable to a private market in its abilities to reflect values, to 
secure honesty of execution, and to abolish as far as possible unfair prac- 
tices, as to be incomparable in its results. This office feels that any 
market which affords facilities for openly bringing buyer and seller to- 
gether benefits the public, permitting as it does an open reflection of 
values. 

Expanding the Market 

Another phase of the function of providing a market for 
new issues is seen in the requirements of legislation relating 
to the investment of institutional funds. As things stand, 
various classes of bonds are eligible for purchase by such in- 
stitutions as savings banks, insurance companies, trust com- 
panies and others. It is desirable that a newly issued security 

* This is described in chap. iii, above, pp. 70-71. 
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should, as far as possible, comply with the requirements that 
have been laid down for the purchase of bonds by institutions 
which are likely to be interested in this particular class of issues. 

Where a given security can be made to meet such require- 
ments, the result may be to provide an automatic market for 

it. Failure to comply in all respects with such requirements 
may render it ineligible for purchase by various classes of in- 
stitutions or special buyers, and may thus render it incapable 
of commanding as high a price as a bond of distinctly less 
worth which, nevertheless, conforms to the special needs of the 
institutions in question. Care in shaping the technical charac- 
teristics of the issue is thus in a great many respects a means 
of providing marketing facilities and stabilizing the value of 
given issues. 

In this connection, something should undoubtedly be said 
with reference to the practice, which has increased in popularity 
in recent years, of attempting to make given issues attractive 
and thus extend the market and maintain their value by giving 
them a contingent interest in profits. It has, for example, 
been a frequent practice within the past five years to give to 
bondholders as a kind of bonus warrants entitling them to 
purchase stock in the enterprise at a fixed valuation. In other 
cases, bonds have been made convertible into stock on one 
basis or another. In any case, these features attract the interest 
of speculative buyers who would otherwise in all likelihood not 
be interested in the issue. Thus, the issue of securities of this 

description is in reality a marketing device, and this has been 
discussed in its broader aspects at the end of Chapter XIII 
above. 

It may be noted about this plan that, in the case of a growing 
and expanding concern with steadily increasing’ profits, it 
largely reduces market control problems so long as the war- 
rants are held by the bondholders. It may, however, result in 

the development of a special class of problems of the same sort 

applicable chiefly to those securities from which the warrants 
have been detached. The “ex-warrant’’ portion of the issue 

may be very difficult to control. On the whole, the method, 
although ingenious, is likely to prove a rather costly means of 
maintaining quotations and insuring marketability. 
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The whole question of marketing and of devices relating 

thereto tends to become more and more important as the hold- 
ing of securities becomes a sporadic or occasional matter, in- 
stead of in effect the purchase of an income, as in former times 
it was intended to be, and for that matter still in many respects 
is. When the purchase and holding of securities are undertaken 
chiefly as a means of applying savings and insuring a vested 
income, problems of marketing and stabilization are compara- 
tively simple. When, however, the purchase and holding of 
the securities is primarily a speculation or a matter in which 
the owner stands ready to treat his holdings from a strictly 
professional standpoint, changing or converting them in accord- 
ance with every expected distinct market change in values or 
yields, the problem of marketing or stabilization becomes much 
more complex. In the latter case, it is often an extremely 
difficult and technical problem, especially where the outstand- 
ing volume of a given issue is large, and where its appeal to the 
investor is based primarily upon its ability to pay a certain 
rate of interest dependent upon changing business conditions 
and the year-to-year prosperity of the enterprise which has 
assumed the liability. 

Control of Stock Market Quotations 
As investment banking houses have within recent years 

become increasingly interested in stock issues, the mechanism 
by which quotations are controlled on the New York Stock 
Exchange is of increasing interest to them. When an invest- 
ment house puts out an issue of common stock which is then 
listed on the exchange, or a portion of an already listed issue, it 
must take full account of the mechanism by which prices fluctu- 
ate on the exchange. Otherwise, it may find the issue taken 
out of its control by speculative interests, or forced down 
sharply in price by short selling or other special market de- 
velopments. 

In general, the stocks listed on the exchange may be divided 
into two classes. A large number, generally the majority, are 
not being subjected to any special market action at any one 
time. These fluctuate in value more or less in proportion to 
the size of the “floating supply” of the issue, by which is 
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understood the portion in the hands of brokers who hold it for 
margin speculators. The rest of the issue is supposed to be in 
the main in the strong boxes of investors and institutions. If 
the floating supply is large, fluctuations will tend to be wide and 
erratic. If it is small, the market usually is more stable. 
When an issue is subject to special manipulation, on the 

other hand, it generally fluctuates more easily when the floating 
supply is small, for it is a widely observed fact that it is diffi- 
cult to induce investors to part with long-pull holdings. of 
securities. On the other hand, margin traders are easily in- 
duced to take profits after a rise. Therefore, most manipulative 
activities are based upon buying up the floating supply, then 
moving the price up without much resistance to a higher level, 
and then disposing of the issue to the public again. Experience 
has shown that the small traders and even the small investors 
are attracted to issues which are rising rapidly, and this facili- 
tates the distribution process. 

Where an issue has been largely distributed and the floating 
supply is small, the investment banking house can usually dis- 
courage much manipulation and keep quotations fairly stable 
by placing scale buying and selling orders, as was seen above. 
This device for stabilizing well-seasoned and well-regarded 
issues breaks down as a rule only at times of severe liquidation 
or in periods of wild speculative buying. Where the floating 
supply is larger, however, it becomes more difficult to prevent 
wide price movements in this way. 

Although many investment houses refuse to become con- 
cerned with manipulative movements on the exchange, it is 
necessary for them to watch such movements in issues in which 
they are interested, and at times to discourage them by offering 
stock for sale to the manipulators. To see how this might 
be done, a brief account of a pool operation will be given. 

Pool Operations 

The most common type of manipulation, and the most effec- 

tive, is the pool operation. 
A speculative stock pool is a syndicate formed by a group of 

men who join for the purpose of acting together in raising or 

lowering the price of a security. Most pools aim at higher 
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prices—some belong to the class of “bear pools’’ which profit 

by a decline. The pool discussed below, unless specifically indi- 

cated otherwise, is the “bull pool,” which seeks higher prices. 

In the typical pool operation, there are three important 

stages. They are: 
1. Accumulation.—Here the pool, having been organized, 

seeks to acquire a block of the stock without disturbing the 

price. When skillfully conducted, this is accomplished without 

any public indication being given of what is going on. The 

particular stock is bought whenever it declines, especially when 
the general market is weak and liquidation occurs. When the 
stock tends to rise, the pool will leave the market alone, or, if 
necessary, throw a block of the already purchased stock on the 
market to lower the price. 

2. Advancing the Price (marking up).—Having accumu- 
lated the stock, the pool is ready for the advance in price, 
as a result of which it will be established at a higher level and 
thus give it a paper profit. Under the best conditions, the pool 
will not have to buy much stock to put it up, relying on a few 

days of unusual activity to attract a public following. Such 
outside buying then automatically raises the price because the 

pool has already cleaned up the floating supply and thus made 
the quotation highly sensitive, as long as it does not itself in- 
terfere to prevent a rise by throwing a block of the stock on 

the market. In other cases, however, the pool may have to 
take large blocks of the stock sold by the public or others before 
the price can be advanced as desired. 

3. Distribution.—In this third stage, the pool is ready to 
take its profit. If the public following is very large, it can 
usually dispose of the stock at the end of the rise, selling it in 
large blocks as the public buying becomes particularly intense. 

_ At other times, the pool will sell on the down-grade. This is 
done on the theory that the public will buy after a moderate 
decline, expecting the stock to return to its previous high price. 

The above exposition of the typical pool action does not allow 
for particular developments which the pool foresees and which 
will greatly facilitate its activities. While many a pool engages 
merely in manipulation, the majority doubtless plan to discount 
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some particular development which will tend to increase the 
value of the stock. Large earnings, a higher dividend, a stock 
dividend, a merger—these are a few of the contingencies which 
the pool may seek to take advantage of through the process of 
accumulation, marking up and distribution. It is an incident 
to the speculative market, making price movements more rapid 
and decisive. ; 

The fact is that the so-called ‘‘public” is, from the speculative 
point of view, inert for the most part. It follows the “leader,” . 
“tips,”’ and seeks suggestions from every source. The “insid- 
ers” and professional speculators, including banking houses 
and brokers, with their organization, superior means and better 

knowledge of the affairs of the individual company and of the 
technique of the securities market in general, show the way. 
In the long run, nothing attracts public buying so much as a 
steady rise in price of a security on active trading. And ex- 
change listing, by attracting public attention, greatly facilitates 
such manipulation. 

It must not be supposed that such manipulation is always 
successful, even under what appears the most favorable aus- 
pices. When the expected development does not occur, or, 

more frequently, when general conditions suddenly turn adverse 
and liquidation becomes general throughout the market, the 
pool may be forced to “unload.”’ The pool is almost invariably a 
margin trader, borrowing on the stock which it buys. Fre- 
quently, it pryamids on thin margins, buying more after it 
raises the price of the stock already bought, which permits it 
to borrow on the first block the funds to pay for the second. 
Let an avalanche of selling hit the market, and the weak and 

badly conceived pools will see their stock thrown on the market 
by brokers and bankers who find the margin impaired. The 
annals of the Exchange are replete with stories of pools that 

failed in this way. 
Manipulative activities of the kind described are not neces- 

sarily carried on by groups as indicated. A single brokerage 

or banking house may accomplish a similar purpose. Again, 

many variations may be found in the method of procedure. 

Frequently, owners of a large block of stock in which no active 
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market exists will give a brokerage house or professional specu- 
lator an option to buy stock at a fixed or rising scale of prices. 
By raising the price of the stock above these figures, the brok- 
erage house can then sell out the optioned stock at a profit, thus 
earning a return for the creation of the market. Z 

The formation of pools is carried out in many different ways. 
In the case of large pools in well-known issues, an invitation 
may be Brosdease on a confidential basis of course, among 
Wall Street brokerage and investment houses. The latter may 
then aid in the distribution process by issuing circulars and 
other analytical data to the public, including their own clients. 

One actual letter of invitation of this sort, with the names 

deleted, was as follows: 

The undersigned agree and covenant to become parties to a trading 

account in shares of the —--——_————— issue. 
It is understood that'each party signing hereto assumes a 25% lia- 

bility in the account and, as a condition of his becoming a member of 
this group, deposits immediately with ———————— $—— as initial 

margin, 
It is understood by all parties concerned that this account is to be 

conducted strictly in accordance with the Stock Exchange usage and 
margins may be called from time to time in accordance with the Wall 
Street custom. 

It is.further understood that the maximum number of shares which 
this account can be long at any time is ————— and it is’ further 
understood that purchases and sales may be made from time to time 
in the discretion of the Manager or such person as he may designate 
to act for him in his absence from the city. 

Mr, ————— is hereby designated as manager with full powers to 
act for the signers of this agreement and also to appoint any person, 
either interested or not interested in this account, to act as manager for 
this account during his temporary absence. 

This account shall run for six months and may be esended for a 
further period not in excess of six months at the discretion of the 
manager, 

Each party on signing this agreement becomes a participant to the 
extent of one-quarter of the entire account and shall be liable only 
for his proportion. 

Date 
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From what has been said, it is clear that the problems of 
maintaining the market in stocks, and especially in listed issues, 
is far more complex than in the case of bonds and preferred 
stock issues not subject to public speculative trading on the 
exchange. The investment banking house, in justice to its 
clients, must adapt its market control policies to actual condi- 
tions in each case. 
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Chapter XXI 

INVESTMENT MANAGEMENT 

Function of Management 

In an earlier chapter? the organization of investing institu- 

tions was outlined, and the savings bank, trust company, invest- 
ment trust and others were assigned their places in the general 

structure of American investment banking as developed within 
recent years. Only general reference was there made to the 

work of these institutions in their regular operation. It is now 
time to consider in some detail the practical application of that 
phase of investment banking which may be described as in- 
vestment management—the care and supervision of the funds 
and investments of individuals or corporations by institutions 

that make it their business to invest for others. 

Such institutions may, from this point of view, be divided 

into two broad groups. The first group receives funds from 

depositors or purchasers of their securities, and manages them 

in a common pool. Their earnings may be regarded as includ- 

ing two elements—a return on the capital employed, and a 

profit which represents the additional income earned through 

the special efforts of the management of the institution. 

Where such management is specifically designed to gain a 

maximum return, as in the case of the investment trust, this 

additional profit element may assume large proportions. The 

second group of investing institutions, typified by the trust 

company, specifically segregates the funds of individual in- 

vestors, who thus receive the profits and sustain the losses on 

the capital they assign to the investing institution. The latter 

is remunerated by a fixed payment that normally has no rela- 

tion to the results achieved in the investing process. 

Chap. iv, on Investing Institutions. 

460 
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Management Institutions 

While there are many institutions which might by some 
stretch of language be described as investment management 
institutions inasmuch as the funds intrusted to them are ap- 
plied for the benefit of others to whom they really belong, we 
shall here consider only those which make the function of 
investment their primary task. This excludes the institutional 
investors, such as life insurance companies and large corpora- 
tions, considered in Chapter V. These latter usually apply 
the same general investment policies, but adapted to their own 
particular needs. Among the investing institutions, the savings 
barks are too closely restricted by law to evolve comprehensive 
management policies. We shall therefore restrict our discus- 
sion in the main to three types of such institutions, the 
investment trust, investment counsel and trust company. 

In all three of these types of investing institutions, the fidu- 
ciary relationship to the investor is conspicuous. The client 
turns over his wealth to the institution for the express purpose 
of having it managed by those who are more closely in touch 

with conditions than the client believes himself to be. The in- 
vestment counsel may not actually take possession of the prop- 
erty in its own name, but may limit itself simply to giving 

advice; but in other cases, the counsel actually takes possession 

of the wealth on behalf of its clients. In either case, however, 

there is a relationship of trust. The investment trust takes 

the funds of its security holders, pools them and invests them. 
The trust company maintains a complete separation of each 
deposit of wealth placed in its hands for investment, and car- 
ries on the process as an individual matter. 

Enough has already been said in the foregoing chapters of 
the technique of organization of the trust company and of the 
investment trust; the investment counsel represents a new type 
of institution whose organization is still unstandardized. We 

now turn to a survey of the actual methods by which such in- 
stitutions deal with the sums of wealth intrusted to them by 
their clients. Such a discussion naturally includes two general 
fields or branches: (1) their management policy when the in- 
stitution is left to deal with the funds intrusted to it prac- 
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tically without restriction, as its own best judgment may dic- 
tate, and (2) when it is guided by certain general require- 
ments, whether of law or of individual establishment, which 

restrict its judgment in placing funds in the market. 

Theory of Investment Management 

Where any institution is intrusted by a client with a fund 
which is to be managed or invested for him, even where such 
management is left entirely to the discretion of the institution, 
the first question to be raised is, of course, one of theory or 
principle: by what standards or principles of conduct shall 
such an institution be controlled in its placement of the funds? 
Experience has dictated certain general principles or canons 
of policy which are generally recognized. The actual methods 
pursued by investment managers in dealing with the funds 
under their control may be taken as an illustration of the theory 
of investment, showing the extent to which they have been 
guided by such principles in their actions. 

A survey of current management institutions which are able 
to direct their funds as they choose shows that there is no single 
or standard type of portfolio management policy, but that 
managers still follow theories of investment which differ from 
one another. Even where there is substantial agreement on 
basic theories, in practice they adopt points of view that are 
widely at variance with one another, because of the fact that 
investment methods necessarily differ widely according as the 
needs and requirements of individual beneficiaries differ among 
themselves. Nevertheless, there are a few general canons of 

investment management which are substantially similar in most 
of these institutions. These are the quality of securities, di- 
versification and sales policy. The discussion of these princi- 
ples will be carried on with special reference to the general 

management investment trust, as the least regulated type of 
investing institution. 

Quality of Securities 

Subject to such general limitations as a given investment 
institution may have set for itself, it desires, first of all, to 
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have its purchases, whatever they are, ‘‘safe.’”’ This means 
in practice that depreciation in price will be unlikely, and that 
a large income or appreciation of principal is to be reasonably 
expected. Every purchase therefore must be tested from the 
standpoint of soundness, and this involves statistical analysis 

of such factors as assets, earnings, character of control, man- 

agement, and the economic condition of the country in which 
the security is issued. These factors, and others of the same 
general description, have been touched on in the chapter on 
security analysis, and may. be found fully discussed in any 
standard work on investment analysis. 

Investment management first of all concerns itself with this 
kind of study, in order to make sure that within the general 
groups or types of securities which are to be bought, those 
which are actually selected for purchase shall come up fully 
to the standard of the group, and shall conform to such canons 
of desirability as the purchaser has laid down, however broadly 
or vaguely. In general, the desire of investment managers is 

to buy securities that have been “seasoned,” although where a 
management believes itself to be in close touch with a group of 
originators or promoters in whom it has confidence, it may 

allow itself to take a position in issues which have not been 

seasoned but which have great possibilities of profit. This 
policy is of course more frequently to be noted in the case of 
investment trusts which are specifically organized for the 

purpose of carrying on investment in fields in which great 
profits are expected through appreciation of values, but in which 

any given security may, on account of the fact that it is new 
or the management untested, have an unfortunate experience. 
Illustrations of this practice of buying securities that are not 

seasoned, but represent distinctly new fields of investment, are 
furnished by chain store investment trusts, aviation trusts, 
and others of like kind. The existence of such exceptions does 

not prevent recognition of the general rule that investment 
management concerns, even where free to exercise their own 

judgment, are inclined to adhere to seasoned securities. 
Some sample tests that are applied in judging of seasoned 

securities may be enumerated. A favorite one is that of re- 
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quiring the existence of a continuous dividend or interest 
record over a period of years. Another is an earnings test, 
insisting upon the exclusion from purchase of securities which 
do not show regular earnings bearing a certain relationship 
to dividends or interest. Thus, for example, a general rule 
may be followed that no bonds are to be purchased unless the 
issuing concern has earned twice the interest for a given 
period of years. 

Marketability is another test widely applied. It is not un- 
usual to require that only those securities shall be bought that 
are definitely listed upon specified exchanges, the object in 
view being that of insuring at least a reasonable degree of 
saleability in case the managers should find it desirable to 
liquidate the commitment. Limitation of securities bought 

to an amount small enough to insure that the actual control 

of the concern shall rest elsewhere is intended to prevent the 
management institution from getting into the position of op- 
erating or being responsible for an undertaking in which 

investment is made. 

Diversification 

A second canon of conduct on the part of investment man- 

agers is that of diversification. By diversification is meant 
the distribution of investments in such a way as to avoid too 

great a concentration of risk. This diversification may take 

four different forms: that of division between types of secu- 
rities, individual enterprises, types of industry and country. 
The chief illustration of diversification of the first type is 
found in the effort to apportion holdings between stocks and 
bonds. American investment trusts show a general tendency 

to favor stocks. In Great Britain, good practice seems to 
call for the holding of about 40 per cent of all investments 
in bonds, 20 per cent in preferred, and 40 per cent in common 
stock. One plan of recent development here has been that 
of carrying bonds and preferred stock sufficient to provide 
income for meeting the interest and preferred dividend charges 
of the trust, the balance then being put into stocks. 

More elaborate still are the restrictions that are in effect 
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under the second head, the diversification of securities held 
so as to avoid undue concentration in any one enterprise. A 
common requirement is that of prohibiting holdings in the 
securities of any one concern to an amount of more than 5 to 
IO per cent of the sum handled by the investment trust. It is 
customary also to provide that not more than, say, 5 or 10 per 
cent of the aggregate amount of a security outstanding shall 
be purchased by the investment manager. Similar rules may 
govern the proportion of the investment fund which may be 
placed in any one industry. 

Geographical diversification is afforded by prohibiting the 
investment of more than, say, one-third of the total fund in 

securities issued in any one foreign country. In most in- 
stances, also, there is a limit on the percentage of resources 

that may be placed outside domestic securities, for all foreign 
holdings may be adversely affected by wars and other special 
developments. 

Policy as to Sales 

No account of investment management would be adequate 
if confined entirely to the buying side of the portfolio. The 

question when to sell and when to “take profits” is, of course, 
the correlative of the question when to buy; and the two 
together constitute the problem of what is called turnover 

policy. Every investment trust of the general management 
type expects to improve its position at least to some extent 
through this process of turnover. In other words, it regards 

the income of the enterprise as consisting essentially of two 
factors, the return derived from dividend and interest, and 

that derived from profits on selling. 
One of the principal American investment trusts asserts 

that it expects to make nearly one-half of its annual income 

out of turnover profits of this kind, which it estimates at any- 

where from 14 to 16 per cent on the average capital employed 

by it. Obviously, no such profit can be made without some 

substantial skill in selling. In a general way, the investment 

manager desires to purchase securities that are moving down- 
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ward or are at a low level, while he desires to sell when they 
are moving upward or are at peak point. He wishes, in other 
words, to foreshadow in some degree the cyclical movement of 
prices. By adapting their theory of business cycles to condi- 

tions in the various groups of shares, many investment man- 
agers believe it possible to get out of fluctuating securities, 
such as stocks, at favorable moments and shift their funds 

into securities that fluctuate little, such as bonds, and again 

to shift them back again when the more volatile securities have 

reached low point. In other cases, the cyclical theories are 
ignored, and instead securities are bought on the basis of 
advance knowledge of favorable developments in individual 
companies or industries. Other investment managers have 

claimed the ability to maintain a constant process of apprecia- 
tion in investments through the shifting of funds from one 
market or country to another which is at a different stage of 

the business cycle or general economic development. There 

has as yet been no demonstration of ability to do any such 
thing over extended periods of time and through various types 
of markets. It is quite true, however, that through the main- 

tenance of careful statistical and trading departments, and 
through constant comparison of values between different 

groups of securities, it is possible for an investment manager 

to shift by prompt action from one security or group of se- 

curities into others in which the possibilities of profit are 
greater. 

Difference Between Discretionary and Dictated Funds 

Up to this point we have been speaking of the management 
of funds which have been placed in the hands of an investment 

trust or investment counsel to use practically as they see fit, 

making it possible to apply an unrestricted technique of invest- 
ment. We turn next to cases where this discretion is rigidly 

restricted, as, for example, in trusts growing out of the fact 
that deceased persons have left funds for management by 

others, or that living persons who are not capable or are not 
disposed to manage their own affairs desire to turn over the 
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function of management. In such cases, the transfer of the 
management function may be accompanied by an agreement 
to leave the entire conduct of affairs to the manager, in which 
case the situation approximates that of the investment trust; 

or the transfer may take place subject to the laws of the com- 
munity dealing with estates and fiduciary transactions. At 
other times, the specific provisions of a will or other document, 
in which definite conditions are laid down for the management 
of the funds, govern the process. Work of this kind is more 
and more generally, especially in the United States, placed in 
the hands of trust companies, and is sometimes referred to as 
fiduciary banking. It is accompanied by the performance of 
many other functions which have only an indirect relationship 
to investments, such as corporate trusts. 

In the exercise of its function as investment manager, the 
trust company under all circumstances keeps the general canons 
of investment before it as a guide. In addition, it must con- 
form to two other series of regulations. These are: 

(1) The trust deed or instrument that accompanies the 
placement of funds with a trust company, and which is de- 
signed to indicate to the concern the desire of the person 
creating the trust. 

(2) The fiduciary law of the jurisdiction in which the trust 
is established, and which, in the absence of any specific instruc- 
tions on the part of the original owner of the property, dictates 
the manner in which it shall be administered in the interest of 
its ultimate possessors. Such law may control or direct the 
use and disposition of the property in exceptional instances in 
a manner contrary to the expressions conveyed in the trust 
instrument itself. 

A survey was made in 1925 of the investment policy of 
more than 200 trust companies and trust departments of na- 
tional banks. This study revealed that trust companies taken 
together followed about the same policies in investing “legal” 
trust funds as those which were subject to their discretion, 

except for a moderately larger percentage of the latter invested 

in corporate securities. The distribution for discretionary 
funds was approximately as follows :* 
1Smitu, JAMES R., Trust Companies in the United States, pp. 427ff. 
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Percentage of 
Investment Funds Invested 

Real estate, mortgages and mortgage bonds.... 56.7 
U.S. bOndS Fak. Sasa ha eis malonetieratetetiels a oieve ete 12.8 
Mianicipallsives sicreeiteiretsitet Niclchececcfeietelotels sherate 9.1 
Railroad: ponds: ceciorieistersisre sists sieteieietsi ete elaine 4.6 
Railroadistockia sian ete citeteretie cle ste sietete sinters ay 
Publictutilitysecurities se crtc sistem cle siete iereletsiey« ae) hed 
Industmailibondsrs ceri tcreccisieneremieveterebtetelettors 4.5 
Industrialstocl: 20r. tein sere te ation ete sieiarer eters 2.6 
Banks andiinstrancel stocks vase cisree cieleiele siete 1.4 
Foreign bondsigs ccelesverebie os.c.e eels residences ater 5 

Miscellaneous tic or veceueietationtias scersutee 7 

otal icses cearerecsastee chet oretenta usnciesaensteereres 100.0 

Lately there has been a marked tendency to invest a sub- 
stantial portion of discretionary estates in seasoned stocks, 
largely in response to the desire of clients of the trust com- 
panies who reflect the growing public favor seasoned equities 
now meet. 

The trust company, in its work as individual trustee, acts 
usually as executor, administrator, guardian and trustee. In 
all individual trusts, the first and essential step on the part of 
the trustee is to obtain at the outset a copy of the trust instru- 
ment and to familiarize himself with its terms, thereafter 

guiding his conduct entirely by the orders therein given in so 
far as they are not in conflict with existing law or legal and 
judicial practice. If the trust instrument has afforded definite 
instructions which leave no element of judgment open to the 
trustee as, for example, if the fund placed in the hands of the 

trustee is in cash and is accompanied by instructions to pur- 
chase a specified kind of securities, keep the fund invested in 
these same securities and pay the income to designated persons, 
the matter is relatively simple. But in most cases an element 
of judgment emerges; and even where the instructions appear 
to be perfectly plain and unmistakable, it not infrequently hap- 
pens that changing conditions, the withdrawal or retirement 
of given securities, the failure of others, and so forth, throw 
into the hands of the trustee a degree of discretion not expected 
at the outset. This makes it important to know in general 
terms what the position of the courts on the subject has been 
and exactly where the investment responsibility of the trustee 
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begins and ends. This is outlined in full in the appendix to 
the chapter. 
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APPENDIX 

The following survey of the question of trustee responsibility has been 
prepared by a councillor of one of the principal trust companies of 
New York City, who has sketched therein the outlines of the present 
legal and judicial situation as applicable to it: 

LEGAL RESPONSIBILITY OF TRUSTEE FOR INVESTMENT OF TRUST FUNDS 

SUMMARY 

1. General Factors in Choice of Investments: 

a. The trust investment: 
Wording necessary to vest discretion 
Effect of consent of adult beneficiary—not a minor or an incom- 

petent 

b. Statutes and court decisions 
c. Situation and needs of the beneficiaries 
d. Economic conditions 

2. General Duties of Trustee Regarding Investments: 

a. To invest within a reasonable time 
b. To invest within court’s jurisdiction 
c. To make no individual profit from trust funds 

Sale of securities to trusts 
Mortgage participations 

d. To keep trust funds separate 
Temporary deposits in banking department 
Deposit designated as Trust Fund 

3. Legal Principles Governing Nature of Investment: 

a. “Prudent man” theory 
b. Speculation excluded, but investment permitted 
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c. Relative importance of safety of principal versus amount of income 
d. Reasonable diversification required . 
e. Trustee not surcharged for losses on perfectly proper securities 

4. Continuation of Investments: \ 

a. Those made by creator of trust 
b. Those received from predecessor trustee 
c. Business of decedent j 

5. Concrete Restrictions on New Investments: 

a. Margin stock speculation barred 
b. Active conduct of business barred 
c. Company must 

NOT BE NEW 
HAVE DIVIDEND RECORD 
HAVE AMPLE PROPERTY 

d. Security must be SEASONED and BE WELL REGARDED AS AN IN- 
VESTMENT 

. Trustee must consider condition of the industry 
Industrial common stocks admitted th o 

DETAILED ANALYSES 

t. General Factors in Choice of Investments: 

Each trust’s investments present a separate problem. The choice of 
its investments depends upon four factors: 

a. The Trust Instrument 

b. Statutes and Court decisions 

c. Situation and need of beneficiaries 
d. Economic conditions 

The definite instructions, if any, contained in the trust instrument and 
the intention of the trustor as indicated in a reading of the entire docu- 
ment are the most important. 

a. The Trust Instrument: 

The Trust Instrument may appoint the Company sole trustee 
or co-trustee. It may place varying degrees of responsibility 
tipon the Company by making the investments 

1. controlled by the donor or others, so that the company 
acts merely as agent 

2. subject to the approval of the donor 
3. controlled solely by the Company 

From another point of view, trusts fall into two classes: 
1. Those in which existing investments are turned over to 

the Company as trustee and the question of their reten- 
tion or change merely arises 

2. Those in which a sum of money is turned over to the 
Company as Trustee, which it is to invest 
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Regardless of the party upon whom responsibility for invest- 
ments is placed, the trust instrument may either: 

1. Permit new investment only in legal securities 
2. Permit wide discretion in investing funds 

If the instrument is silent as to character of investments per- 
mitted, the Company, as trustee in New York State, may follow 
only the dictates of the State Law. 
If it invests outside the “legal list,” it does so at its own risk 
and must bear loss resulting therefrom. It makes no difference 
whether or not the Company invested with ordinary care and 
prudence, but it is liable just as if it had disregarded the in- 

structions contained in the instrument and invested in securities 
other than those specified therein. Many trusts, however, 
vest discretion in the Company as Trustee to invest as it sees 
fit in “non-legals”’ outside the authorized list, but its discretion 
is not arbitrary or uncontrolled. 
The instructions vesting general discretion in the Company as 
Trustee must be clear and specific. The wording is now well 
understood. 
In a legal trust, however, where all the beneficiaries are of 
full age and under no legal disabilities, their consent sanctions 
the investment and waives their right to hold the Company 
as Trustee, responsible for loss. It must appear that the 
beneficiary knew all the facts, was apprised of his legal rights 
and under no disability to assert them. He must have acted 
freely, deliberately and advisedly, with the intention of con- 
firming a transaction which he knew, or with reasonable dili- 
gence ought to have known, to be impeachable. The Company, 
as trustee, sustains the burden of proof. 

. Statutes and court decisions: 

Regardless of the discretion conferred, the conduct of the 
Company, as trustee, is subject to review by the Court. Reck- 

less and wilful abuse is not permitted, but good faith is required, 

even though the discretion granted be absolute. 
Most of the investment principles represent older ideas rather 
than current views, and most of the instruments creating trusts 
were drawn years ago. The Trustee is held to strict account- 

ability and emphasis is placed upon conservatism. 

Trust Companies as trustees are subject to the same rules of 

law as are individual trustees, but it is possible that they may 

be the more subject to a standard of reasonable conduct by 

the courts in considering the facts in a particular case. 

. Situation and needs of beneficiaries: 

The Company as trustee must consider the interests of both 

life beneficiary and remainderman. , It must carry out the pur- 
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pose of the trust to provide for both and adapt its investments 
to their requirements. 

d. Economic conditions: 

Finally, the Company must consider the general economic 
situation when investing trust funds. The economic outlook 
for an industry determines the desirability of investing in its 
securities. The general economic’ situation makes investment 
in bonds preferable at certain times to investment in stocks, 
or investment in long-term obligations preferable to invest- 
ment in short-term. 

2. General Duties of Trustee Regarding Investments: 

The general duties with respect to investments of the Company as 
trustee, are four in number: 

a. To invest within a reasonable time 
b. To invest within the court’s jurisdiction 
c. To make no individual profit from the trust funds 
d. To keep the trust funds separate from its own 

a. To invest within a reasonable time: 

In order to make the trust estate produce an income the Com- 
pany as trustee is required to invest the trust funds within a 
reasonable time. This rule applies also to any interest or increase 
which comes to the estate and which is not distributed. A ‘“‘rea- 
sonable” time has been variously defined by the courts; but in 
New York State, negligently permitting the funds to remain idle 
renders the Company as trustee liable for interest on the funds 
at the legal rate. 

b. To invest within the court’s jurisdiction: 

The Company, as trustee, must not make investments that will 
remove trust property beyond the jurisdiction of the court super- 
vising the trust. This requirement dates back and applies to the 
time when real estate was a leading form of property bequeathed, 
and is not applicable to stocks, bonds and similar securities. 

c. To make no individual profit from the trust funds: 

The Company, as trustee, is not permitted to purchase from itseif 
or at its own sale, except at a mortgage foreclosure sale, to pro- 
tect the beneficiaries. The law does not stop to inquire into the 
fairness of the sale or the adequacy of the price, but stamps its 
disapproval upon the transaction which creates a conflict be- 
tween the self-interest and the integrity of the trustee. The 
trustee is not permitted to obtain any profit, direct or indirect, 
from its dealings with the trust property, other than its lawful 
compensation. If it does, it is not only liable for the entire fund 
and interest thereon, but also for such profit as it may have made, 
the beneficiary having the option to elect whether to take the 
fund with interest or with the profit. 
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This matter is of importance to institutions which have a bond 
department. Two questions arise in such cases: first, should the 
bond department sell securities to the trust department; and if 
so, second, upon what basis? California institutions, e.g., answer 
the question in two ways. Some execute all orders for the purchase 
of securities through an outside dealer and buy securities only 
from outside sources in the open market—never from the institu- 
tion itself. Others, however, feel that they have special facilities 
and desire to give their trusts the benefit of their expert oppor- 
tunities, knowledge and judgment. Hence when they are syndi- 
cate members, they sell securities to their trusts at the wholesale 
price, feeling that the good will resulting will indirectly prove 
ample compensation. 
In New York State no direct legal decisions exist on the matter. 
An exception is made of participating mortgages in which the 
Company is specifically authorized to invest trust funds. The 
Company holds the mortgage and issues participating certificates 
to the various beneficiaries. The small estate benefits by becom- 
ing productive at once. The practice was recognized as proper 
by the Court of Appeals in 1916, confirmed in 1918 by an amend- 
ment to Sec. III of the Decedent’s Estate Law & Sec. 21 of the 
Personal Property Law, and further approved by an opinion of 
the Attorney-General of the State of New York in 1924. 

d. To keep the trust funds separate: 

Since the trust company must have no personal interest in its 
dealings with the trust property, it must keep the trust funds 
entirely separate and not mingle them either with its own funds 
or with those of other trusts. Sec. 231 of the Surrogates Court 
Act specifically required this in the case of testamentary trusts, 
although the statutes are silent as to voluntary trusts. 

The trust company, however, may temporarily deposit in its 
banking department trust funds awaiting investment by the 
trust department. Sec. 188 Sub. 11 of the New York Banking 
Law permits such deposit in its name as trustee. On sums of not 
less than $100 the Company shall allow interest at not less than 
2% per annum until expended or distributed. If unexpended 
or undistributed for one year, it is added to the principal of the 
trust fund, and is itself subject to interest. 

3. Legal Principles Governing Nature of Investment: 

The Courts in certain leading cases have laid down a few fundamental 
principles to be observed in investing trust funds, in the absence of 
words in the will conferring greater discretion. Massachusetts does 
not limit trustees by statutory enactment to certain classes of securi- 
ties, and in 1830 the Court in Harvard College vs. Amory laid down the 
following guide for the trustee: 
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““to observe how men of prudence, discretion and diligence manage 
their own affairs, not in regard to speculation, but in regard to the 
permanent disposition of the funds, considering the probable in- 
come as well as the probable safety of the capital to be invested.” 

The New York Courts have adopted the same tests, in particular for 
those trusts which vest discretion in the trustee, the leading case 
being Matter of Hall, handed down in 1900. 
The decision contains several significant features: 

a. It lays down a “‘prudent man” theory. 
b. It distinguishes between speculation and investment. 
c. It emphasizes amount of income as well as safety of principal. 

Good faith is of course, fundamental. 

. “Prudent man” theory: 

The general rule was early stated (1869) in the following words: 
“The trustee is bound to employ such diligence and such prudence 
in the care and management, as in general, prudent men of dis- 
cretion and intelligence in such matters employ in their own like 
affairs.” 
The degree of care to which the trustee is held is not his opinion 
of the security nor that of some interested party, but what a 
normal or prudent man would think of it as applied to his own 
personal transactions. 

. Speculation excluded, but investment permitted: 

In view of the “prudent man” theory, the courts exclude specula- 
tion as distinct from investment. 
The tests of a speculative transaction have been laid down in 
various cases. They are included in the following pronounce- 
ments: 

1. Investment for an uncertain and doubtful rise in the 
market. :; 

2. Its purpose is to increase the estate or realize a profit 
from the transaction, while the purpose of an investment 
is to secure an income. 

3. It will generally be conceded that a mere business chance 
or prospect, however promising, is not a proper place for 
trust funds. While, of course, all investments, however 
carefully made, are more or less liable to depreciate and 
become worthless, experience has shown that certain 
classes of investments are peculiarly liable to such de- 
preciation and loss. These, of course, should be avoided 
by every prudent man who is investing his own money 
with a view to permanency and security rather than 
chance of profit. A trustee should, therefore, avoid them, 
even though he sincerely believes a particular investment 
of that class to be safe as well as profitable. 
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The exclusion of speculation raises the question—may the trustee 
purchase common stocks with trust funds? (Sec. sf.) 

c. Relative importance of safety of principal versus amount of income: 
In view of these tests of speculation, it is not surprising to find 
that Courts of Law generally hold that it is the primary duty of 
a trustee to maintain the principal of the trust intact. 
Hence a decrease in the income of the trust can be more easily 
explained than a decrease in the principal, but a decrease in in- 
come would incur the ill-will of the beneficiary. 

d. Reasonable diversification required: 

In addition to these requirements, the courts oppose over-heavy 
investment in one security, regardless of the merit of the security. 
The mere fact that a substantial investment is made originally 
does not absolve the trustee from liability for a substantial further 
investment in the same security. 

e. Trustee not surcharged for losses on perfectly proper securities: 

In a legal trust the trustee is surcharged for losses if it selects 
investments from outside the legal list. In a discretionary trust, 
it is surcharged only in case it fails to heed the requirements 
laid down in 3 a-d just given. Where a trustee buys only per- 
fectly proper securities, hence exercises sound discretion, he is 
not surcharged in the event that some depreciate. In a case 
where some common stocks were included among the securities 
purchased, the court stated that “he should receive the benefit 

“of the care and prudence with which he has administered the 
estate and not be mulcted in damages when the whole estate 
has been administered so as to yield a profit, because certain of 
the investments may not have turned out as had been anticipated.” 
No case has yet been decided in which an aggregate loss ensued 
in place of an aggregate gain. 

4. Continuation of Investments: 

Some trusts, as already stated, involve the question whether or not 
investments received from others should be continued. It is necessary 
to distinguish three cases, according to the origin and nature of the 
investment: 

a. Those made by the creator of the trust 
b. Those received from a predecessor trustee 
c. Those involving continuation of the decedent’s business. 

Two questions arise: 

1. How far may the trustee go in disposing of the securities he 

holds? 
2. What are the circumstances under which he comes under a 

duty to dispose of the securities, as a preliminary to reinvest- 
ment? 
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a. Those made by creator of trust: 

The first duty of the trustee is to call in the estate preparatory 
to investment. The trust instrument, however, may specifically 
authorize a continuance of the investments made by the creator 
of the trust. Otherwise, in New York State it has been decided 
that the investments the creator made afford no criterion for the 
trustee and that it is the latter’s duty to call in the estate and 
invest it in authorized securities. As a general rule, this.must be 
done within one year, but a trustee is permitted to use his dis- 
cretion and may not be liable if he retains the investments for a 
longer period, awaiting a favorable market. In the discretionary 
as distinct from the legal trust, the trustee may continue invest- 
ments made by the creator, which the trustee in the exercise of 
good faith and ordinary care considers safe. The fact that the 
creator made the investments may be considered a recommenda- 
tion or suggestion that they are worthy of retention. One decision 
states: 

“There is a great difference between an investment made by 
the trustees of moneys forming a part of the estate and the 
retention of securities purchased by the testator and held by 
him at the time of his decease. In one case the investment, 
whether wise or unwise, is the independent uncontrollable act 
of the owner, and in the other it is the act of the trustees whose 
discretion is limited and whose duties are prescribed and each 
is to be subjected, therefore, to wholly different rules of law, 
if indeed, the act of the owner is subject to any rules whatever.” 

If the trust instrument makes a specific gift of certain stocks or 
securities, the trustee is not liable in retaining them. 

. Those received from predecessor trustee: 

A trustee may have unauthorized investments turned over to 
him by a predecessor trustee. He should ascertain which have 
been purchased by the predecessor, as distinct from the creator 
of the trust, and dispose of them. He is allowed a reasonable 
time in which to investigate the investments he takes over and 
make such changes as may be necessary. But where a court 
forces a trustee to take over from his predecessor securities of 
speculative value and possibly unsaleable, he is required merely 
to act in good faith in dealing with them and is not liable for 
loss if he uses his best judgment. 

. Business of decedent: 

The general rule is that in the absence of express authority 
either in the document creating the trust or by order of the 
court, an executor, administrator or trustee may not continue 
a trade or business carried on by the decedent at the time of his 
death. The reason is that trades and businesses are hazardous 
and conduct of them is not within the scope of administrative 
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functions. Even when the power to continue a business is con- 
ferred by the trust instrument, it is strictly construed. 
In certain cases, an executor, administrator or trustee will be 
permitted to carry out contracts made by the decedent, or to 
carry on a business or to complete the manufacture of unfinished 
articles, or to incur liabilities when such a course is for the best 
interests of the estate, but even in the exceptional case the 
trustee should protect himself by an order of the court. 
The trustee should not continue the business as a sole pro- 
prietorship or partnership, but as a corporation, so as to limit 
its own liability. The instrument should specially relieve the 
trustee from the consequences of poor business judgment. It is 
asked in such cases to do more than the ordinary trustee and to 
undertake more work. 

5. Concrete Restrictions in New Investments: 

The general principles stated in section 3 have been applied in a 
number of specific instances. As a result, the following concrete re- 
strictions on new investments have been laid down: 

a. Margin stock speculation is barred. 
b. Active conduct of business is barred. 
c. The company whose securities are purchased must 

a. Not be new. 

b. Have a dividend record. 

c. Have ample property. 

d. The security must be seasoned and be well regarded as an 
investment. 

e. The trustee must consider conditions in the industry. 
f. Industrial common stocks may be purchased for a discretionary 

trust. 

g. Express or implied power to invest is necessary. ~ 

These restrictions are especially important for those securities not on 
the legal list. They relate primarily to the individual security, and 
do not penalize a trustee who buys at the top price in the market, 
provided that he buys a standard security. 

a. Margin stock speculation barred: 

The courts have opposed margin stock speculation, even where 
begun by the testator and merely continued by the trustee. 

b. Active conduct of business barred: 

The courts frown upon active participation in the affairs of cor- 
porations, even where the trustee claims that he is carrying out 
the developmental plans of the testator by engaging in such 
new ventures. Only business undertaken by the decedent can 
be carried on under the conditions mentioned in 4 c. 
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c. Company must: 

not be new; 
have dividend record; 

have ample property. 
These requirements obviously ‘hark back to the idea of a prudent 
man investing his funds with care, for they represent commonly 
accepted tests for an investment security. In.case of a consolida- 
tion, the company must not represent such expansion as to be 
substantially a new company. 

d. The security must be seasoned and be well regarded as an investment: 

These requirements are allied to those contained in c. A com- 
pany which is not new, so that it has been conducted successfully 
over a long period of time, has a dividend record and has built 
an ample property, soon enters the class of seasoned investments. 
Thus established, its securities become well regarded as invest- 
ment issues and acquire the confidence of investors. 

e. The trustee must consider conditions in the industry: 

Investment involves consideration of the company, the issue 
and the underlying conditions in the industry in question. Most 
decisions refer to the condition of the company, but a few consider 
the immediate and prospective situation in the industry at the 
time of investment. This requirement adds greatly to the 
trustee’s responsibility. 
In 1924 a trustee inexperienced in investment matters, who 
sought the advice of a well-known financial institution, was sur- 
charged with the amount of bonds of a steamship company which 
defaulted soon after organization, on the ground among others, 
that he should have realized that in 1919 the steamship business 
was grossly inflated. 

6. Industrial Common Stocks may be Purchased for a Discretionary Trust: 

Much controversy exists on the merits of common stocks. as 
investments for trust funds. A trustee is permitted, under vari- 
ous decisions, to purchase common stocks which meet the tests 
laid down in the preceding sections. 



Chapter XXII 

REGULATION OF SECURITY SELLING 

History of Regulation 

While banking regulation has been known in this country 
from the time of the establishment of the first commercial 
banks, the security business has escaped specific regulation until 
recent years. Investment banking was fully developed only 
long after commercial banking was established, and it affected 
directly, until recently, a much smaller segment of the popula- 
tion. Hence, the demand for government control was not as 
great. The banks, especially in their note issue function, came 
into contact with virtually all elements in the community. 

Although laws to regulate the issuance of securities were 
known in Germany and France before 1900, and in England 
such legislation was passed at the opening of the present cen- 
tury, no such general laws appeared on the statute books of an 
American state until 1911. Only in the case of railroad and 
public utility securities did the states pass laws giving jurisdic- 
tion over their issuance to duly constituted commissions with 
varying degrees of power. A number of legal enactments 
were made in several states governing security trading, as dis- 
tinct from new issues. Some of these, such as the laws of 

1812 forbidding short selling in New York State, fell into 
disuse or were repealed, while others continue to regulate the 
security brokerage business down to the present day.’ 

The first law regulating the sale of investment securities 
was passed in Kansas in 1911. It bore the name of blue-sky 

law, a term which has since been applied generally to this type 
of legislation. The name was first applied to “high-pressure” 
promoters who at that time infested the state and sold fraudu- 
lent securities to farmers in huge volume. These promoters 

1A full discussion of exchange and brokerage law may be found in 
GotpMAN, S. P., Stock Exchange Law. 
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had come to be called “blue-sky merchants” because some of 
them were said to be bold enough to offer to the farmers, 

unversed in investment matters, title in fee simple to the blue 
sky itself. ' 

The Kansas law, passed without regard to European experi- 
ence and the nature of the investment banking business, was 
too extreme in its original form. It made the state the 
guardian of the people’s investments. A Charter Board was 
created which was to allow the sale within the state only of 
securities which held out promise of dividend payments, and 
which were issued by businesses which were “honestly, fairly 
and justly managed.” The law expected too much of the 
Charter Board, and as a matter of fact that body soon reduced 
its investigations to a perfunctory basis. Nevertheless, the 
blue-sky merchants were frightened and their depredations were 
sharply reduced. Later, Kansas modified her law to involve 
less jurisdiction over the speculative quality of securities by 
the Charter Board, in response to an adverse decision of the 
Supreme Court. 

The Kansas statute was almost immediately copied by the 
province of Manitoba, Canada. Other states successively 
passed laws along similar lines. For several years, the fate of 
the blue-sky laws hung in the balance because of litigation over 
their validity and scope. They were attacked chiefly on 
grounds of unconstitutionality, and their opponents won a 
number of victories in the state and lower federal courts. 
However, the Supreme Court came to the rescue, and in 1917 
a series of cases declared the blue-sky laws of Ohio, Michigan 
and South Dakota constitutional as an exercise of the police 
power of the state." On the other hand, the states were pre- 
vented by the highest court from exercising jurisdiction over 
sales of securities within their borders from without the state, 

through the use of the mails or other forms of communication. 
The case of Hall vs. Geiger Jones Company (242 U. S. 539) 
declared such sales made from outside the borders of a state 
to be interstate commerce, and hence subject to the jurisdiction 
of the federal government. The court held in this decision 

* Merrick vs. Halsey, 242 U. S. 568, was a leading case bringing out this 
doctrine. 
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that the states have the power to license and regulate all per- 
sons who dispose of securities within the state, even when they 
originate from the outside, as “a police regulation strictly.” 
Where there is no person so doing reachable, however, the 
state is powerless. At the present time, it is generally declared, 
the bulk of security frauds take place through the use of the 
mails, the state blue-sky laws having sharply reduced intra- 
state fraudulent selling of this kind. 
A total of 43 states now have blue-sky laws properly so 

called. The jurisdiction over security issues in these states 
is put into the hands of security commissioners, who, in the 
interest of effective codperation to prevent security frauds, 
have formed a National Association of Securities Commis- 
sioners. New York, New Jersey and Maryland have not 
adopted such legislation, strictly speaking, but have what is 
known as an anti-fraud type of law. In fact, only Nevada 
and Delaware, among the states, have no security legislation at 
all. Finally, the federal government has taken action to pre- 
vent security frauds through the use of the mails. In their 
effort to reach the fraudulent security vendor, these regula- 
tions affect the business of the legitimate investment banker, 
and he must make sure that he meets such legal requirements 
before selling new issues in the several states. 

Blue-sky Laws 

The basic theory behind the blue-sky laws is that a corpora- 
tion, being a creature of the state, has an implied approval by 
the state in the issue of its securities. If these securities are 
fraudulent, the state, which has created the corporation, has 

authorized their issue. Hence, because of this implied ap- 
proval, supervision of these security issues becomes desirable.’ 

Blue-sky laws regulate security issues chiefly through two 
important channels. In the first place, dealers and brokers 
offering these securities are required in most cases to get a 
license from the securities commissioners or cognate officer, 
or at least to register with him. In this way, unreliable or 
fraudulent individuals and firms can be kept out of the secu- 

1 This theory is not the one which the Supreme Court adopted in uphold- 
ing the legality of blue-sky laws, however. It adopted the police power 
theory, as has already been seen. 
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rities business in the state. Secondly, specific issues of secu- 

rities are under certain circumstances required to be licensed 
r “blue-skyed” by the securities commissioner. 
The licensing of both the security issue and the dealer or 

broker offering it is required in most states; but there are 
several, such as Texas, which rely upon the registration of 
securities or the issuing corporations themselves, rather than 
upon the dealers putting them out. In states like Illinois and 
many others, where the dealer or agent offering the security 
is merely registered with the Secretary of State under a rela- 
tively small bond, the major reliance of the law is upon the 
requirements concerning the security issue itself, which must 
be fulfilled before it may be offered for sale within the state. 
Registration mainly serves the purpose of facilitating the serv- 
ice of legal process on dealers who violate the law. The 

- Illinois law, in fact, specifically states that “the Secretary of 
State shall not issue any certificate or written evidence to any 
person registered as an owner, dealer, broker, solicitor or 

agent.”’ In this way, the state avoids giving an implied assur- 
ance of the reliability of dealers, such as is given in states 
where formal licensing is required. 

Regulation of Dealers 

In their regulations licensing dealers, the blue-sky laws have 
two distinct aims, as has been seen. In the first place, many 

of the laws seek to elicit enough information before granting 

a license to assure that the dealer is solvent and financially 
responsible. Secondly, by the mere act of registration, the 
state authorities are enabled to keep watch on the activity of 
these dealers, and to trace those who are engaging in doubtful 
or fraudulent practices. 

As an example of the requirements governing the licensing 

of dealers in those states which stress this aspect of blue-sky 
law practice, the Indiana law is cited here. This is of special 

interest as showing what legitimate investment houses must 
do in order to do business in that state. 

Every dealer before engaging in business in this state shall file in the 
office of the commission an application for registration in writing in such 
form as the commission may prescribe, duly verified by oath, which shal: 
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state the principal office of the applicant, wherever situated, and the 
location of the principal office and all branch offices in this state, if any, 
the name or style of doing business, the names, residence and business 
addresses of all persons interested in the business as principals, co-partners, 
officers and directors, specifying as to each his capacity and title, the 
general plan and character of business and the length of time the dealer 
has been engaged in business. The commission may also require such 
additional information as to applicant’s previous history, record and 
association, as it may deem necessary to establish the good repute in 
business of the applicant. 

Every dealer shall file with his application an irrevocable written con- 
sent to the service of process upon’the commission in actions against such 
dealer in manner and form as hereinabove provided in section 9. 

Every applicant for a dealer’s license shall also file with his application 
a bond in the sum of five thousand dollars ($5,000) running to the State 
of Indiana in such form, if any, as the commission may designate, such 
bond to be conditioned upon the faithful compliance with the provisions 
of this act by said dealer and by all agents registered by him. Such bond 
shall be executed as surety by a surety company having a net worth of 
not less than one million dollars ($1,000,000) and authorized to do busi- 
ness in this state. 

If the commission shall find that the applicant is of good repute and 
has complied with the provisions of this section, including the payment 
of the fee hereinafter provided, it shall register such applicant as a dealer. 

Upon the written application of a registered dealer and general satis- 
factory showing as to good character, and upon the payment of the 
proper fee, the commission shall register as agents of such dealer, such 
natural persons as the dealer may request. 

The names and addresses of all persons approved for registration as 
dealers or agents and all orders with respect thereto shall be recorded 
in a register of dealers and agents kept in the office of the commission 
which shall be open to public inspection. Every registration under this 
section shall expire on the 31st day of December in each year, but new 
registrations for the succeeding year shall be issued upon written applica- 
tion and upon payment of the fee as hereinafter provided, without the 
filing of further statements or furnishing any further information unless 
specifically required by the commission. Applications for renewals must 
be made not less than thirty nor more than sixty days before the first 
day of the ensuing year, otherwise they shall be treated as original appli- 
cations. The fee for such registration and for each renewal shall be 
twenty-five dollars ($25) in the case of dealers, and five dollars ($5) in 

the case of agents. 

In their regulations licensing dealers, most blue-sky laws 
distinguish between ‘investment companies” which offer secu- 
rities in their own names, and brokers who merely transact 

business as agents for others. There is no desire to control 
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the operations of brokers except in so far as they are used to 

float new securities within the state. Investment companies, 
within the meaning of the blue-sky laws, include all dealers in 
securities and corporations making direct offerings of their 

own securities. The term is not to be confused with the group 
of companies more commonly termed investment trusts. 

In several states, there has been a tendency in the law to 
favor dealers resident within the state at the expense of those 
operating from without who send salesmen and other repre- 
sentatives into the state. Thus, the Virginia law, as amended 
in 1928, provided that securities shall be exempted from the 
provisions of the law when offered by a licensed dealer, who 
“must be a regular dealer in securities and must have been in 
business in this state for a period of one year prior to the date 
of his application for license as a licensed dealer under this 
act.” Discussing this type of provision, which makes it dif- 
ficult for outside houses to do business in Virginia, the Legis- 
lation Committee of the Investment Bankers Association of 
America says: 

Forty-six states have some form of law which was enacted to protect 
the public against misrepresentation, deceit and fraud in the sale of 
securities. The clearly indicated purpose of such law is to protect the 
citizens of the state. It is contrary to the recognized purpose of such 
legislation that such law should become the medium, whether intentional 
or otherwise, by which unfair competition is accomplished by one class 
of dealers against another class of dealers. Classifications made by such 
law should be on reasons that have a legitimate, fair, just and reasonable 
relation to the purpose of such legislation. 

Such discriminations are also objectionable for the reason that they 
act as a barrier to the proper distribution of sound securities, whereas 
it is essential to the growth, development and prosperity of the nation 
that investment funds of the public shall be free to flow in any natural 
channel when there is no fraud or deception, and that legitimate business 
wherever located shall have the opportunity of free access to the avail- 
able capital of the general public in all parts of the country with the 
least possible burden. 

In states where such favoritism is shown to local security 
dealers, the practice is common for outside houses to sell 
securities only to such local dealers, rather than to the general 
public, for these dealers are exempt from the operation of the 
blue-sky law. Thus, in Pennsylvania, security dealers selling 
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to investors there must be licensed in the state. Unlicensed 
dealers, in advertising new issues in Pennsylvania, state in 
their advertisements that “the above offering is confined to 
banks, savings institutions and trust companies created under 
the laws of Pennsylvania and to persons and companies reg- 
istered under the securities act approved June 14, 1923.” Thus 
such regulations increase the business of dealers within the 
state, but may not conduce to the best interests of investors. 

Regulation of Specific Issues 

In securing a permit to make a specific issue, the first impor- 
tant task facing the investment banker is to determine whether 
or not any given offering is subject to the provisions of blue- 
sky laws in the various states. It is to the advantage of the 
originating house to make new issues exempt, if possible, as 
in this way an important cause of delay and a large amount 
of trouble and uncertainty may be avoided. By keeping these 
regulations in mind when negotiating an issue, this may often 
be accomplished. 

The first important class of exemptions is government secu- 
rities, which are generally exempt in most states. This ex- 
emption applies not only to obligations of the United States 
government, the states and municipalities, but also to foreign 
governments and often to government guaranteed obligations 
as well. 

A second important class of exemptions relates to securities 
listed on specified exchanges. Often this exemption is widened 
by a provision that securities senior to these listed securities 
are exempt also. In both cases, the theory is that these issues 
have been adequately investigated by the exchange before list- 
ing. Thirteen states in 1929 had such exemptions for issues 
listed on the New York Stock Exchange, and nine for those 

listed on the New York curb. Public utility securities, includ- 
ing railroad issues, being sold by companies subject to regu- 
lation by governmental bodies, also are generally exempted. 
There are such exemptions in 28 states at the present time. 

1For this purpose, an up-to-date compilation of blue-sky laws is necessary. 
Such a service is performed by CLrarK BoarpMAN’s Blue Sky Laws of the 
United States, giving the law of each state, with a digest, in a loose-leaf 

volume. 
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The exemption list is frequently, for the large investment 

banking house, the most important part of the blue-sky law. 

While conformance to several of the state security laws in- 

volves so many delays and uncertainties as to discourage 

selling effort by investment houses in those states, simple 

conformance to the exemption requirements eliminates this dif- 

ficulty. Hence, there is a special advantage in securing such 
conformance if possible. Thus, many investment trust issues, 
among others, have been listed on the Boston Stock Exchange 
because this gives exemption under the blue-sky laws in several 
states. By listing in Boston rather than New York, two 
advantages are gained. There is less difficulty in maintaining 
the market on the smaller exchange, and less stringent regula- 
tions govern listing. Listing is but one example of how 
exemption may be gained for a security. 

The tests applied by state commissions in passing on appli- 
cations for permits for the sale of securities differ, both in 
accordance with law and according to the known predilections 
of the state securities commissioner or similar officer given 
jurisdiction in the application of the blue-sky laws. In Massa- 
chusetts, the chief legal test is the character of the principals. 
Michigan stresses chiefly asset values. Thus, this state for- 
bade at one time the sale of preferred stock of Dodge Brothers, 
Inc., within the state, after about $1,500,000 of the stock 

had been sold there, because the book value of the shares based 

on the balance sheet as published was only $1 per share. Earn- 
ing power is stressed in Illinois and Wisconsin. Still another 
test applied is whether or not the issue is speculative, securities 
of an uncertain character being discriminated against. Finally, 
there are a number of states having no known policy in grant- 
ing permits. These rely upon a combination of earning power, 
asset value and character of management in judging an issue, 
approval of which is applied for. 

Blue-sky law proceedings must be expedited by bankers 
especially in those states which require preliminary approval 
of an issue before it is actually offered to the public. This 
is done in the States of Massachusetts, Rhode Island, Michigan, 
linois, Wisconsin, Georgia and Missouri. In the first two 
states named, and in Georgia, approval is given as soon as a 
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“notice of intention” to make the issue is received from a 
licensed dealer. In Michigan, such approval may or may not 
be forthcoming. Illinois and Wisconsin grant preliminary ap- 
proval only to securities belonging to the non-speculative class, 
as measured by the criteria set up in the blue-sky laws. 

Final qualification is secured for an issue after the issuing 
company makes out full papers on forms furnished by the 
security commissioners. Bankers generally see that these forms 
are furnished the company, and that no delay occurs in filing 
them. A requirement that this be done as soon as possible is 
often included in the purchase agreement. 

When securities are sold in violation of blue-sky laws, the 
latter frequently provide that sales are void or voidable at the 
option of the purchaser of the securities. In addition, teeth 
are put into the law by providing fines and prison terms for 

parties selling securities contrary to its provisions. 
The lack of uniformity in blue-sky legislation makes it 

difficult for the legitimate security dealer, whose prime req- 

uisite is frequently speed of operation, to do business in 

several of the states where the regulations are most severe. 
In practice, this often means either avoiding those states, or 
doing business through dealers who are close to the situation 
there and will be able to get securities through the commission 
with the least friction and delay. In fact, the personal element 
enters largely in many instances in licensing securities, the 

commissioners having confidence and respect for leading deal- 
ers in their own state, and being more severe with those from 

the outside. Efforts to bring about greater uniformity in blue- 

sky legislation are constantly being made by the National As- 
sociation of Security Commissioners, a body consisting of com- 
missioners from 37 states who meet annually and keep in 

constant touch with one another in endeavoring to improve 
the enforcement of the several blue-sky laws. 

Investment Trust Regulation 

Greatest uniformity in licensing new issues of securities 

has been attained in the case of investment trust securities. 

These issues are a new element in American finance, and there- 
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fore there were no provisions on the statute books governing 

their sale. Hence, the security commissioners have been in a 

position to formulate their own rules in licensing investment 
trust officers, and early in 1929 such a set of uniform rules was 
made public. 

In the application for licensing the sale of investment trust 
securities in the 37 states represented on the National Asso- 
ciation of Security Commissioners, the individual trusts are 
required to fill out a uniform blank which calls for full in- 
formation as to their organization and personnel. Provision 
is made for calling for such further information as the case 

requires, but the following general requirements have been laid 

down: 

1. The securities offered should be in marketable form and 
negotiable by endorsement. 

2. The personnel of the office and management should show 

a clear record of good business repute, and should be men of 
integrity and investment experience. 

3. The officers, promoters or managers should make an 
investment of their own funds sufficient to assure a personal 
interest in the proper conduct thereof. 

4. Certain essential fundamentals should be present in the 
charter or agreement which should be of such character as to 
amount to a covenant with the investors. Some of these are 
as follows: 

(a) Adequate provision in the charter or trust agree- 
ment or like indenture definitely and accurately stating 
the plan and policy of operation. 

(b) Provision for periodic statements of the financial 

condition of the company, including balance sheet in de- 
tail, income and disbursement statement, and, in the case 

of a fixed trust, an itemized list of investments held in 

the portfolio, or, in the case of a management trust, a 

classification of investments held; this information to be 

furnished the share or unit holders at periodic intervals. 

(c) Provision that the capital assets cannot be dis- 
tributed during the life of the trust through dividends. 
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(d) Provision for the establishment of reserves and of 
surplus out of the current net cash earnings from what- 
ever source. 

(e) Definite statement as to the cost of management 

and the expense incurred in the raising of capital. 
(f£) A clear statement of any privilege accorded the 

incorporators, officers or managers. 

The report of the association’s committee on investment 
trusts says further : 

We believe that all States equipped with blue-sky laws can, through a 
careful analysis of the applications, fairly judge the merits of the various 
companies that may appear before them to the end that the honest and 
ably managed companies will not be precluded from carrying on legitimate 
and profitable enterprises. 
We believe that in time the practice of furnishing to investors and 

prospective investors clear and adequate information which will enable 
them to judge the management and to know in what way their funds 
are being handled will tend to weed out the undesirable and loosely 
managed trusts and leave those institutions which are inevitably to be- 
come a more important and ever-increasing factor in the financial growth 
of the country. 

Many proposals have been made to pass legislation to regu- 

late these companies specifically, but up to 1929 no such bills 

were passed in any state. 
In the regulation of public utilities, considerable difference 

exists in the practices of different states. In the first place, 

not every state regulates all types of utilities, many leaving this 

task to the municipalities in which the utilities operate. Thus, 
Florida regulates only street railways and telephone and tele- 
graph companies. Nearly all the states do regulate through 
their state commissions electric light and power and gas com- 
panies. In this regulation, however, only a limited number 

of states retain jurisdiction over the capitalization of these 
companies, requiring approval of the issue of securities. Those 

which do, according to a recent survey of the Investment 

Bankers Association, are Alabama, Arizona, California, 

Georgia, Illinois, Indiana, Maine, Maryland, Massachusetts, 

Michigan, Missouri, Nebraska, New Hampshire, New Jersey, 

New York, North Dakota, Ohio, Tennessee, Texas, Vermont 
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and Wisconsin. Ina very few other cases, jurisdiction is given 

over one or two types of utilities in respect to financing. 

Anti-fraud Laws 

The security laws of New York, New Jersey and Maryland 

are of the anti-fraud type,’ in that no attempt is made to set 

up a securities commission to pass on new issues as made. 
Instead, a mechanism has been set up to aid the state Attorney- 

General in prosecuting those who sell fraudulent securities. 
This is accomplished in New York under the Martin Law, by 
requiring that dealers file with the Department of State a 
“state notice” giving information about themselves and the 
securities they offer. This information is then published in 
the regular issues of the state bulletin, which thus contains 
the information on the basis of which the state attorney may 
proceed against offenders. No more is required than the name, 
address and list of members of the house doing business as a 
security dealer, and the name and address of the corporation 
whose securities are being sold. Government, public utility, 
bank and other specified classes of securities are exempt from 
this publication requirement. But this information has in cer- 
tain cases been of great aid in securing convictions of fraudu- 
lent security sellers and reducing the scope of their activities 
in the state. 

The Martin Act authorizes the Attorney-General of the 
state to bring an action as soon as he has satisfactory reason, 
based on complaint or otherwise, to believe that fraudulent 
practices in the sale of securities are to be undertaken. The 
court then may grant a preliminary injunction and call for the 
witnesses stated by the Attorney-General to be necessary in the 
case, and a referee may be appointed to gather additional evi- 
dence. Either with or without such examination, “an order 

or a judgment may be entered awarding such preliminary or 
final injunction as may be proper.” 

Efforts have been made from time to time to have the ordi- 
nary type of blue-sky law passed in New York State. How- 
ever, investment bankers oppose it because of the enormous 

*The new Connecticut law of 1929 largely transforms the former strict 
blue-sky law of the state into the anti-fraud type of law. 
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burden it would place on them, since the great bulk of new 
issues are originally offered in New York. An effort to pass 
a law placing investment trusts under the jurisdiction of the 
State Banking Commissioner was successfully opposed, al- 
though sponsored by the Attorney-General, because of its blue- 
sky character. 

The chief difference between the blue-sky and the anti-fraud 
types of securities laws is that the first is largely preventive in 
character, while the latter is punitive. Blue-sky laws in many 
instances—although this is on the whole decreasingly true— 
seek to prevent frauds before their commission by seeking 
preliminary scrutiny of security offerings and dealers before 
the actual sale to the public. The anti-fraud law creates a 
machinery for facilitating the prosecution and making more 

severe the punishment of those convicted of already having 
committed such frauds. Obviously, the investment banker 
finds the latter law is much less hampering to his regular 
operations. 

E. H. H. Simmons, president of the New York Stock Ex- 
change, gives the reasons why investment bankers favor the 
punitive or anti-fraud type of law as follows: 

Despite the enormous number-of elaborate state laws enacted during 
recent years on security frauds, the security swindler has shown un- 
doubted cleverness in continuing his activities. It is my opinion that 
essentially preventive legislation against security frauds has in general 
considerably hampered the legitimate security business without pro- 
viding any actual or genuine solution to the security fraud problem. 
Very often just those states which have the most elaborate preventive 
legislative codes in connection with the issuance and sale of securities 
there, are the ones which complain the most bitterly concerning the 
continued ravages committed on the savings of their people by security 
sharpsters and tricksters. 

It is therefore natural that, as far as legislation against fraud is con- 
cerned, the tendency has set in almost throughout the country to depend 
on punitive rather than preventive fraud legislation, and to punish the 
swindler speedily and severely rather than attempt to construct elaborate 
legal traps which are as likely as not to cause the most trouble to honest 
security dealers who are not particularly on the lookout for them. The 
swindler in securities belongs to the more intelligent class of criminals. 
He does not engage in swindling operations without a very careful balanc- 
ing of the risks which he must take as compared with the gains which he 
may obtain. As a rule, he can successfully elude the legal traps which 



492 INVESTMENT ‘BANKING 

preventive legislation has attempted to set for him. But the one thing 
which will invariably halt him is the prospect of undergoing a speedy 
and severe jail sentence, There is nothing new or attractive about this 
program. It is a remedy as old as the Pyramids. Nevertheless, many 
states today, after vain experiments with preventive legislation, are turn- 
ing to punitive laws, and where these are wisely formulated and sternly 
enforced they have invariably proved effectual. 

But whatever the specific form which anti-fraud legislation may take, 
no such law can hope to succeed without the earnest and hearty co- 
operation of legitimate security salesmen and dealers themselves. It is 
all very well to create additional anti-fraud powers to be exercised by 
state officials, or to appoint a commission with regulatory powers and a 
few rooms and a few clerks in the state capitol. This is only a part of the 
real answer to the security fraud problem. The state officials who ad- 
minister security fraud laws rarely have sufficient appropriations to prose- 
cute their work on the scale required. They are compelled to consider 
only those cases of fraud which are brought to their attention, by the 
victim of fraud or some party acting in his behalf. The considerable 
reticence of investors who have been swindled to make a public exhibit 
of their past credulity in this way, as well as their inexperience in dealing 
with the legal machinery established to protect them, largely isolates 
state investigating officers from the swindling activities that they are 
attempting to abate. 

Federal Regulation 

Attempts have been made persistently to pass a federal blue- 
sky law which would establish a securities commissioner in 
Washington to have jurisdiction over sales of securities by 
dealers in one state to investors in another. As this would 
seriously interfere with the business of the New York invest- 
ment houses now selling in other states, it has not met with 
favor from them. Thus far, no success has been achieved 
in passing such a federal blue-sky act, although the Federal 
Trade Commission has recently been considering the advisabil- 
ity of such legislation. Instead, legislation of an anti-fraud 
character is on the federal statute books to govern interstate 
security selling. 

There are two series of federal laws governing the sale of 
securities. The first is Section 215 of the U. S. Criminal 
Code, which makes it a crime and provides a penalty for using 
the mails in furtherance of “any scheme or artifice to de- 
fraud.” (Also U. S. Code, Title 18, Section 338.) The 
other series of laws are the fraud order sections which au- 
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thorize the Postmaster General to issue “stop orders” forbid- 
ding delivery of mail and payment of money orders to anyone 
found conducting any “scheme or device for obtaining money 
or property of any kind through the mail by means of false 
or fraudulent pretenses, representations or promises.’ These 
fraud order sections of the law (U. S. Revised Statutes, 3929, 
4041; U. S. Code, Title 39, Sections 259, 732) were first 
introduced in 1872, and since 1895 have applied to all classes 
of mail. Unlike the criminal section of the law, the fraud 
order sections aim at prevention to a large degree, although 
without involving registration or licensing of dealers. 

The Postmaster General acts as a fact-finding officer in con- 
nection with fraud orders, and his judgment is held to be 
final, except that it may be reviewed by the courts where it 
is alleged to be arbitrary or palpably wrong. However, in 
order to carry out this work effectively, a large staff of in- 
spectors is needed, and this affords a difficulty because of the 
cost involved. In 1928, Paul V. Keyser, counsel to the 

Legislation Committee of the Investment Bankers Association 
of America, reported that criminal prosecutions were being 
used more extensively than fraud orders because of this lack 
of funds. He proposed a special corps of post office inspectors 
to handle fraud cases, in cooperation with other public and 
private anti-fraud bodies, such as blue-sky commissioners, 
Better Business Bureaus, etc. 

The federal government exercises direct supervision over 
the security issues only of railroad and interstate communica- 
tion companies, through the Interstate Commerce Commission. 
This body now has more thoroughgoing supervision over secu- 
rity offerings, within its province, than any other similar body 
in the country. No railroad corporation may issue any secu- 
rities, except notes running less than two years amounting in 
the aggregate to less than 5 per cent of the total capitalization 
of the company, without its approval. The Interstate Com- 
merce Commission has assumed jurisdiction over every aspect 
of the sale of securities, and has on different occasions changed 

the price of offering, the method of sale, the amount, the inter- 

est rate and the form of proposals for new issues by railroad 
companies. However, the regulation of railroad securities is 
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a special matter, and there is no reason to believe that similar 

methods will be adopted elsewhere. Regulation of railroad 

finance is an integral part of the present-day general scheme 
of railroad regulation, whereby the government seeks to assure 
these companies a fair return on the capital investment with- 
out excessive burdens on the traveling and shipping public. 

Codperative Regulation 

While the state and federal governments have thus estab- 
lished agencies for the regulation of the sale of securities, in- 
vestment banking interests have organized codperative agencies 
of their own to detect security frauds and raise the general 
standards of practice in the security-selling business. Among 
other reasons for this codperative effort is the desire to dis- 
courage stricter state legislation through corrective efforts of 
their own. 

The nation-wide system of Better Business Bureaus is one 
important factor in this situation. Originally developed by 
the Associated Advertising Clubs of the World, the National 
Better Business Bureau was organized in 1927 as a separate 
organization. There are 26 local Better Business Bureaus 
working with it. This organization is maintained by contribu- 
tions from leading firms and financial institutions. It keeps 
extensive files concerning new promotions and doubtful secu- 
rity dealers, and sends out a corps of investigators to check 
up on these matters. Developing in this way the most com- 
plete existing collection of data on security frauds, the Better 
Business Bureaus make available this evidence to both prospec- 
tive investors and the legal authorities. Estimates of annual 
sales of fraudulent securities have run as high as $500,000,000 

annually, and the elimination of these frauds would naturally 
make available an equal amount of money for legitimate invest- 
ment or speculation. 

The Investment Bankers Association of America consti- 
tutes a second important agency working to reduce the number 
of security frauds through an established organization. The 
legislation committee of this association, while opposed to 
legislation of a type which burdens the legitimate dealer, has 
worked out a uniform blue-sky law and has pushed efforts to 
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broaden federal activities in the prosecution of fraud, as well 
as working in cooperation with the Better Business Bureaus 
in their efforts. 

The stock exchanges are a third important agency for rais- 
ing the standards of security issuance, through setting up 
listing requirements. The New York Stock Exchange has been 
a leader in this respect. In the field of investment trusts, for 
example, it let it be known in 1929 that only those companies 
which are willing to publish their full list of holdings at 
least once annually would be regarded as eligible for listing. 
This goes even further, it will be seen, than does the Associa- 

tion of Security Commissioners, which asks merely for a clas- 
sification of such holdings. 

Regulation vs. Education 

While steady efforts have been made to improve and simplify 
the operation of blue-sky laws, it has been generally recog- 
nized that the best protection against security frauds lies in the 
education of investors. The growth in the investment bank- 
ing business, with the consequent increasing difficulty of ade- 
quately controlling the quality of new issues, has made educa- 
tion of investors more necessary than ever before. The need 
for education of the many millions of investors who have little 
knowledge or experience in this field was described as follows 
by an official of the National Association of Securities Com- 
missioners : * 

The surplus-creating ability of this country has scarcely been scratched, 
and this fast-growing surplus should be protected and encouraged. The 
large industrial centers of the East do not realize how hugely the agri- 
cultural Middle West and Southwest and South have developed in an 
investment way in the last twenty years. As an indication, it is common 
experience of Middle West investment dealers to sell in dozens of small 
villages of a thousand to fifteen hundred inhabitants which invest monthly 
$10,000 to $25,000 with a single house. 

Blue-sky legislation became necessary because of the new situation; 
but there can be no question that the gradual improvement in this type 
of law and the building up of trained forces to administer the laws have 
achieved a great deal in narrowing the twilight zone of the securities faker. 

1Statement by Jesse V.-Craig, president of the National Association of 
Securities Commissioners, to newspaper men at the convention of the Invest- 
ment Bankers’ Association of America, October 15, 1928. 
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At the same time, while the securities commissioners feel that there should 
be a constant improvement and a uniform betterment of these laws, we 
also feel that the law cannot do everything. It is not a substitute for 
common sense. ¢ 

For this reason we are making an effort in our Association to broaden 
the economic education of our grade and high schools so that the genera- 
tion coming on will not only know how to make a dollar but will have a 
better knowledge of taking care of that dollar after it has been earned 
and has gone into surplus. I’ve recently appointed a member of our 
Association to head a committee to establish this educational effort. We 
hope in time it will be extended to every state in the Union. Some con- 
ception of the magnitude of this undertaking can be realized if you will 
recall that there are about 800,000 school teachers in this country. With 
several hundred thousand of these giving a small part of their time to 
the task, the financial illiteracy, now so outstanding a handicap in the 
economic situation, will largely disappear and the opportunities for the 
faker be pushed toward the vanishing point. 

Such a process of education, therefore, should make further 

extension of blue-sky legislation, with its hampering effect on 
the investment banking business in general, less necessary. It 
may also result in the course of time in substitution of anti- 
fraud laws for blue-sky laws proper in the larger and richer 
states, which may thus seek to attract the activity of investment 
houses to themselves. Also, it may hasten the day when a 
simplified and uniform blue-sky law will be worked out for 
those states which feel the need for this type of legislation. 

Lacerguist, W. E., Investment Analysis, New York, 1927, chap. xii. 
MontTcome_ery, R. H., Financial Handbook, New York, 1927, section 14, 

“Blue Sky” Laws. 

Resp, R. R., and Wasusurn, L. H., The Blue Sky Laws of the 
Umited States, New York, 1928. 

Stmmons, E. H. H., Modern Capitalism, New York, 1927, pp. 209-231, 
233-251. 



Chapter XXIII 

INVESTMENT BANKING :HERE AND ABROAD 

Value of Comparisons : 

As has been seen in Chapter VII on the history of invest- 
ment banking, our investment banking mechanism has grown 

very rapidly in response to pressing needs, and the growth has 
at times been haphazard and unduly influenced by accident 
and extraneous conditions. Accordingly, there is no reason to 
think that the present American mechanism or methods of 
investment banking are either inevitable or stabilized. Rather, 
continuous evolution and change are its main characteristics ; 
and no one seems more imbued with the desire and need for 

constant adaptation to new conditions than the investment 
banker himself, as shown in the work of the Investment Bank- 

ers Association of America, directed toward a higher standard 
of practice and greater efficiency of operation in the security 
business. 

In order to arrive at a proper appraisal of American prac- 
tice in comparison with that of other countries, it is desirable 

to review the organization and operation of investment banking 
in other countries. The number of countries in which a well- 
developed investment banking mechanism exists is decidedly 
limited, however. In fact, only in England, France and Ger- 

many does the volume of transactions attain an amount large 
enough to create first-class capital markets where the volume 
of transactions raises problems similar to our own. In the 
smaller countries of Belgium, Holland, Switzerland and 

Austria, there are fairly important international financial 

centers, but methods there largely reflect those used in the 

larger centers. Hence, this review of foreign investment 

banking organization and operation will be restricted to the 

three largest. 

497 
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GREAT BRITAIN 

Security Issuance \ 

Investment banking was developed on a large scale in Great 
Britain before it became a nation-wide and substantial activity 
in any other country. This was largely because of the early 
date at which the Industrial Revolution took place in that 
country. While famous banking houses were built up in Ger- 
many and Italy during and after the Middle Ages, it was in. 
Great Britain that investing in securities first became a popular 
activity, and thus led to the development of a complete invest- 
ment mechanism. 

In England, even more than in this country, commercial and 

investment banking have been segregated and different institu- 
tions provided for handling each. The great British joint 
stock banks are commercial banking institutions possessing 
numerous branches extending throughout the country and 
abroad. They have generally refrained from entering the secu- 
rities business. It is true that, because of their close contact 

with the individual investor in their various branches, they 
have of late been willing to exercise orders to buy securities. 
However, the banks persist in their refusal to give advice or 
to take any active interest in the security markets as principals, 
so that their function is purely the passive one of receiving or- 
ders and turning them over to issue houses or brokers for 
actual execution. 

The investment banking houses of Great Britain are 
divided into two fairly distinct groups: issuing houses like 
Baring Brothers & Company, Morgan, Grenfell & Company, 
Higginson & Company and Glyn Mills & Company, and dis- 

tributing brokers. This division, which separates the wholesale 
from the retail fields in the security business, permits the broker 
or dealer who sells directly to the public to be relatively inde- 
pendent in his advice to customers, as he is not tied down in his 
dealings to a limited number of issues through syndicate par- 

*The reason for this which is usually advanced is that the joint stock 
banks have too little capital and cash reserves against liabilities to enter 
investment banking on a large scale. The chief joint stock banks are the 
Midland, Barclay’s, Lloyd’s and National Provincial. 
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ticipation, as is the case in this country. On the other hand, 
it does result in a less direct contact between the investment 
public and business than is the case where issue houses also 
sell securities on a large scale; and to that extent investment 
banking has been less effective in developing British industry 
and building up giant Earporattons to which leading houses 
are closely connected. 
The issuance of securities in Great Britain, when not done 

directly by the borrowing government or vendor corporation, 
is generally carried out either by the large wholesale houses 
known as “houses of issue,’ or by promoters who organize a 
group to sell a specific issue and usually dissolve after their 
work is done. As a rule, promoters handle the smaller and 
less desirable flotations, and it has been one of the less fortu- 

nate aspects of British finance that, until the last few years, 

most domestic industrial issues fell within this classification, 

depriving a large part of British industry of an adequate supply 
of capital on reasonable terms. 

The houses of issue frequently handle a small or medium- 
sized issue alone, without forming a syndicate of other houses 
to aid them. Where a syndicate is formed—and the practice is 
becoming increasingly common—the participants ‘“sub-under- 
write” a portion of the issue by agreeing to purchase it at the 
public offering price, less a commission, as is the case with 
selling groups here. The sub-underwriter generally pays down 
5 or Io per cent on the amount sub-underwritten. When the 
offering is made, orders are received from various sources 
through the regular distribution channels presently to be de- 
scribed, and the managers then announce what proportion of 
the issue has not been taken by the public, and therefore is sub- 
scribed for by the underwriters. If an announcement is made 
that a substantial proportion of the issue has “remained with 
the underwriters,” the security issued will doubtless immedi- 
ately sell at a discount. On the other hand, an over-subscribed 
issue often starts off at a substantial premium. No effort is 

generally made to peg the price, however, and syndicate mem- 

bers are not expected to maintain the offering price in their 

sales, as is the case here. The desire is for a free and open 

market from the start, as British investors do not buy secu- 
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rities for short turns as a rule, and will ignore a price decline 

of two or three points shortly after the offering date. 
The distribution of securities is accomplished with the aid 

of brokers, who buy and sell for‘a commission. These brokers 
sometimes engage in issue work, but this is not the rule. They 
are found all over the country, and build up lists of clients 
who have confidence in them. These clients often look upon 
the broker as a professional man whose integrity and reliability 
they are assured of. Business is transacted usually by calling 
on or writing to the broker, and the bond salesman is all but 

‘unknown. The broker gets a commission for turning over 
orders to other houses. Thus, brokers do most of the distribu- 

tion work on numerous new issues, receiving orders and turn- 
ing them over to the issue house, receiving a fee for doing 
so from the latter. The British broker combines in his work 
the functions of the American stock brokerage house and the 
retail security dealer. On the whole, however, it might be 
said that he does less independent analysis of his own, and 
pays more attention to the quality of banking sponsorship. 

The Stock Exchange 

Brokers are known as “inside” or “outside,” the former 

belonging to the London Stock Exchange. The London Stock 
Exchange is different in numerous fundamental respects from 
the kind of securities market known in this country and typified 
in the New York Stock Exchange. It has several times as 
many issues listed, but there is less activity in the exchange as 
a whole, because of the smaller number of people trading in 
old issues, especially on a speculative basis. Transactions do 
not get the full publicity known here, as no stock quotation 
tickers are maintained, and brokers may or may not publish 
their transactions, or “mark their bargains,” as they wish. 
The financial papers give a full list of quotations of such trans- 
actions as are reported, but do not indicate sales as opening, 
high, low, close, because they are not reported in that way. 

Members of the stock exchange are divided sharply into two 
groups: jobbers and brokers. The jobber resembles in a way 
the specialist of the American exchange, except that he has 
no dealings with the public, spending his time on the floor 
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and specializing in one group of securities in which he stands 
ready to make bid and asked quotations when requested by the 
brokers who deal with the outside public. The jobber makes 
his profit out of the spread between the bid and asked prices 
he quotes, while the broker charges the client a fixed rate of 
commission. 

One feature of the London stock exchange is the greater 
use often made of it in the distribution of new security flota- 
tions. Many new issues are not publicly offered and sold 
before listing, as is the case here, but are listed first and then 
gradually disposed of through the exchange. This resembles 
the practice followed here with direct stock offerings by cor- 
porations to their own stockholders, the distribution of which 
is facilitated through the exchange, for there stockholders who 
do not want to subscribe to the new stock may sell their rights 
to someone else. 

The daily settlement of stock exchange transactions prac- 
ticed in the United States is uncommon to London. London, 
like most other foreign exchanges, has adopted the term settle- 
ment system, whereby purchases and sales are settled twice a 
month. This permits a great deal of speculation to go on 
through buying and selling during the period between settle- 
ment dates, thus avoiding the absorption of billions in call 
loans, as has happened in this country. A mechanism has been 
devised for avoiding making payment in cash for purchases, or 
delivery of securities against sales, on the settlement date, or 

“contango,” so that commitments may be “‘carried over” and 
continue outstanding for long periods of time. Margins to 
protect the broker must be deposited with him, however, as is 

the case here. This margin may be considerably smaller, how- 
ever, as it is retained by him merely as an assurance against 
loss and represents no real outlay of funds as long as actual 
payment is delayed. 

There are a number of special investment banking institu- 
tions in Great Britain which often play a direct role in the 
issuance of securities. Investment trusts, finance companies, 
insurance companies and large investors frequently join in 
underwriting for the purpose of getting their investment secu- 
rities cheaper, pocketing the underwriting profit instead if the 
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public takes the issue. The investment trust and finance com- 
pany, until very recently, flourished in England on a larger 
scale than anywhere else, and the bulk of American investment 
trusts, leaders in the world in size and importance, still often 
term themselves “British type.’ However, the true British 
investment trust makes turnover profits secondary, consider- 
ing as earnings only regular interest and dividend receipts on 
security holdings and using profits to write down the book 
cost of the portfolio. The finance company is more like the 
American trust, having a more speculative character and often 
controlling or promoting all kinds of financial and industrial 
enterprises. Both types of organization freely engage in under- 
writing activities. 

FRANCE 

Types of Institutions 

The French banking system has undergone considerable 
change since the pre-war period, and at the present time it 
continues to undergo important modifications, largely in the 
direction of developing more intensively commercial lending 
operations along lines followed previously in Great Britain and 
Germany. The chief characteristic of French banking hitherto 
has been the unwillingness of most institutions to advance funds 
freely for the development of domestic industry. Instead, the 
banks have in the past sought to concentrate on the security 
business, and therein they have on the whole preferred foreign 
issues which gave them a wide margin of profit. The purely 
commercial banking business was left in substantial measure 
to the Bank of France, which, unlike other central banks, deals 

directly with the public through a nation-wide network of 
branches. 

There are three important classes of banking institutions in 
France from the point of view of investment banking. In the 
first place, there are the great credit banks, including three 
old-established and powerful institutions with a nation-wide 
chain of branches—the Crédit Lyonnais, the Comptoir Na- 
tional d’Escompte and the Société Générale. These banks 
before the war made a large, sometimes the larger, part of 
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their profits by acting as distributors of securities. France has 
probably a greater number of individual security holders than 
any other country except the United States. This distribution 
has been effected largely by the credit banks, with their several 
thousand branches. The French security-buying public is very 
docile, permitting the credit banks wide discretion in handling 
their accounts. Each credit bank branch, therefore, is a retailer 

of securities, and frequently far more attention is paid to this 
branch of the business than to the deposit and discount activ- 
ities. Compensation of branch bank managers before the 
war was generally based on the amount of securities sold 
through the branch, and this practice is still followed to a 
large extent. 

As security distributors, the credit banks occupy a foremost 
position in France. They generally have refrained, however, 
from doing very much of the originating business as well, pre- 
ferring merely to take part in syndicates or consortiums headed 
by wholesaling or originating houses. 

The second type of banking institution is the banque 
d'affaires, which specializes in the origination of securities and 
the long-term financing of industries. This form of invest- 
ment house participates in the management of industry to a 
substantial extent, frequently taking permanent stock partici- 
pations in companies which it organizes or finances. In this 
respect, it tends to become more than a mere merchandizer of 
securities, and acts as an investment banker in a full sense, 

making loans and carrying them itself over extended periods 
of time until the success of the enterprise or market conditions 
make the sale of the securities to the public at a reasonable 
price feasible. The largest of the banques d'affaires is the 
Banque de Paris et des Pays Bas, others being the Banque de 
Union Parisienne, the Crédit Mobilier and the Crédit 

Frangais. 
The third type of bank is the private banking house owned 

by an individual or family partnership, and engaged in security 
origination, foreign trade financing, management of estates 

and a variety of other operations carried on in this country 

by the investment house and the trust company. At the head 

of the private banking houses stands a small group of leading 
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firms called collectively the haute banque. The leader among 
these is the house of Rothschild, which no longer holds its old 

position of preéminence, but remains a wealthy and influential 
banking firm. Others are Hottinguer et Cie., Heine et Cie., 
Mallet Fréres et Cie., etc. 

The brokerage business in France is organized along conti- 
nental lines, but with many special features. The seventy brok- 
ers on the floor or parquet of the Paris Bourse have few deal- 
ings with the outside public, transacting practically all of their 
business on commission for other banking institutions. These 
brokers are jointly and severally liable in their dealings. In 
addition, in the peristyle of the Bourse building, a market of 
nearly equal importance exists. It is comparable with the 
curb here, and is called the coulisse, or side wing. It is subject 
to far less stringent regulations than the parquet. The term 
settlement system is in vogue in both parts of the stock ex- 
change on a large number of securities, thus avoiding the 
tying up of large amounts of credit in stock exchange loans, 
as is done in the United States. 

Investment Banking Policy 

Because of both the conservatism of the French investor and 
his implicit confidence in the judgment of the credit banks, 
obviating the general need for security salesmen,’ the cost of 
distribution of securities in France could well be perhaps the 
lowest in the world. Much criticism has been leveled at the 
manner in which the credit banks partly abused this oppor- 
tunity before the war, neglecting the development of home 
industry and putting out in rapid succession numerous second- 
and third-rate foreign loans, including billions of francs of 
Russian securities of all kinds. The desire of the government 
to use the export of capital as a medium for gaining political 
influence furthered this policy, and resulted in a severe shock 
to the French investment market during and after the war, 
with the wholesale defaults of such countries as Russia, Mexico 

and the Balkan States, in which the bulk of French foreign 
*French banks do have agents corresponding to the “new business” men 

of our banks, who seek investment as well as bank accounts. They are 
called commissaires. Having secured an account, however, their function 
ends. 
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investments had been placed. Investors also sustained enor- 
mous losses through the depreciation of the franc. The credit 
banks generally frowned on stock investments for their clien- 
tele, which would have offset part of the loss resulting from 
the decline of the franc. 

The tendency in recent years has been toward a more ag- 
gressive commercial banking policy, especially on the part of 
the banques d affaires, which had to enter this field after the 
war because of the practical cessation of the foreign loan 
business. At the same time, more interest in domestic invest- 

ment banking transactions has been taken, including the forma- 
tion of numerous holding companies to advance the cause of 
industrial and public utility consolidation in France, a country 
in which the combination movement was singularly backward. 
The small investor, whose dependence on the credit bank has 
continued, has turned to French government securities as the 
major commitment for his surplus funds. After 1926, France 
was in a position to resume her former important place as an 
exporter of capital, but heavy taxes on the income from foreign 
securities hampered this movement. 

GERMANY 

The Great “D” Banks 

The German banking system, in contrast to the British, is 
dominated by a single type of institution which performs 
virtually all banking functions in one organization. This so- 
called continental type of banking is similar to what is known 
as “department store banking” in the United States, where 
the leading metropolitan commercial banks are developing along 
lines long familiar in Germany. 

The ‘“D” banks, including the Deutsche Bank, Disconto 
Gesellschaft, Darmstadter Bank and Dresdner Bank, combine 

the functions of commercial banking along branch banking 

lines, investment banking in all its aspects, trust work, security 

brokerage, etc. We are interested here primarily in their in- 

vestment banking functions. 
The German banks, plentifully supplied with capital and 

managed by ambitious and energetic boards of directors, have 
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also assumed the role of industrial promoters in large part. 
While the British joint stock banks sought to restrict their 
operations to working capital requirements of industry, and 
the French credit banks favored foreign government loans for 
their customers, the great German banks took the leadership in 
the foundation and amalgamation of public utility and indus- 
trial enterprises, and are largely responsible for the industriali- 
zation of Germany after 1870. Whereas in the United States 
banking may be said to have been the handmaid of industry, 
in Germany the banks were the masters of industry. They 
have also encouraged widespread public stock ownership, espe- 
cially of industrial shares. 

Taking so important a part in the management of indus- 
trial enterprises, the “D” banks, and a number of smaller but 
similar banking institutions, also assumed the dominating role 
in the origination of new security issues. In this function, 
the banks competed with a number of private banking houses, 
many of them of long standing, such as the firm of M. M, War- 
burg & Company of Hamburg, Mendelsohn & Company, 
Rothschild, ete. As with the banques d’affaires in France, the 
“D” banks and the private banking houses in Germany often 
have kept purchased securities in their portfolios for consider- 
able periods of time before attempting their sale, and in general 
have regarded their function as being much more than the 
mere buying and selling of securities for a merchandising 
profit. 

In the selling of securities, the ““D” banks and the other 
large commercial banks exercise a leading’ part, operating 
through the thousands of branches they have scattered through- 
out the country. As elsewhere in Europe, the security sales- 
man is practically unknown, the bank officers dealing directly 
with the local clientele at the branch office. Much of the selling 
is done through the medium of order blanks prepared in con- 
nection with the security offering list of the bank. These 
blanks are obtained by the customer at the branch office and, 
when filled out, become orders which are executed generally 
through the main office. The large private banks do a great 
deal of direct selling to larger clients. 

An interesting feature of German security selling is the 
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recognized existence of an “investment guaranteed’? market. 
In this country, as has been seen in Chapter XVIII on syndicate 
selling operations, the sale of a new issue below the offering 
price on an investment guaranteed basis is considered an abuse. 
In Germany, it is regarded as a valuable device whereby the 
banks can favor permanent investors who will assure more 
or less final distribution of the issue as against speculators 
and short-term holders. In publishing their offering lists, the 
banks often quote two prices for each issue, one the regular 
price and the other reduced by from ¥% to 5 points, depending 
on the issue, on an investment guaranteed basis, in which the 
buyer promises not to dispose of the issue within six months 
or so. 

Stock Exchange 

Germany has a number of substantial stock exchanges, but 
they are organized and operated for the most part along 

similar lines, and that of Berlin has assumed a dominant posi- 
tion. Hence, the discussion here will be restricted to the latter. 

The Berlin bourse has no limit on its membership, anyone 

acceptable to the authorities being able to join upon payment 
of the annual fees. The bourse is regarded as a government 

institution, and is under close public supervision. 
There are three kinds of brokers operating on the bourse. 

The “sworn broker’’ corresponds to our specialist to a degree. 

His operations, however, are under close supervision by both 
exchange officials and government representatives, and his 

duties are looked upon as involving special public responsibility. 

He receives orders from the other members of the exchange 

and fixes the quotation in accordance with buying and sell- 
ing advices from them. 

The second type of bourse member, the # free broker,” acts 

for others in the main, having little contact with the public. 
He executes orders received chiefly by the banks. ‘Free bro- 

kers” often eke out their activities with some independent floor 

trading. Finally, the banks and private banking houses take 

an active interest in the bourse, the larger ones having several 
representatives of their own on its floor. It is these banking 

” 
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members who receive orders from the fiublice and carry margin 
accounts for traders, 

There are three types of trading on the Berlin bourse. Most 
of the securities listed thereon, although in the main the in- 
active ones, are dealt in on a “cash” basis. The brokers and 

bank members present their orders to the sworn broker, who 
then indicates on a blackboard with plus or minus signs the 
trend of these orders. Based on these indications, floor traders 

and others place additional orders, and finally the sworn broker 
fixes the official quotation of the day at which orders are filled, 
prices being fixed to include the largest number of bids and 
offers. In the second place, there is “variable trading” in 
many stocks, where the opening and closing prices are officially 
fixed as above, but where buying and selling goes on much 
as on the New York Stock Exchange the rest of the session. 
Thirdly, there is trading for future delivery in a limited num- 
ber of stocks, these generally being the most active and account- 
ing for the bulk of daily transactions. Settlement for these 
transactions is arranged monthly, with arrangements for a 
carry-over. 

Other banking institutions carrying on investment functions 
in Germany are municipal and cooperative savings banks, which 
have gathered vast sums and purchase gilt-edge securities ; and 
state, provincial and private mortgage banks for real estate 
financing. 

COMPARISONS WITH AMERICAN CONDITIONS 

Differences Between American and Foreign Practice 

There have grown up a number of outstanding differences 
between investment banking in this country and in the leading 
foreign capital centers. Perhaps the most important difference, 
as far as the individual investor is concerned, is the large role 
played here by the bond salesman. The bond salesman has 
established personal contact between the investment banker and 
the purchaser of securities, and thus has been very important 
in pushing the development of popular investment. His func- 
tion in the past has been a vital one, and to the profession of 
bond salesmanship is unquestionably due, in considerable meas- 
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ure, credit for the rapidity with which the American investment 
market has grown. 

In France and Germany, the well-articulated branch banking 
system which prevails has permitted personal contact to exist 
between the client and the bank without the mediation of sales- 
men. The American small-unit banking system, which has 
tended to keep local commercial banks out of the security busi- 
ness, is thus in part responsible for the presence of and need 
for security salesmen in investment banking here. 

On the other hand, the bond salesman in this country has 
been and is today often motivated by factors which in the 
long run are not altogether sound. His eventual objective is 
to sell securities, and in order to increase his sales volume 
there is strong temptation to switch investors frequently from 
one issue to another equally or even less desirable. Again, 
the salesman is interested primarily in selling new securities, 
and therefore he will normally prefer to sell a new and perhaps 
unseasoned and less desirable issue rather than an outstanding 
one on which he will make no commission. Doubtless, indi- 

vidual salesmen exist in large numbers who do not permit 
these interested motives to dominate their activities, but the 

temptation is strong for all to do so. Also, the same motives 
operate to some extent under any system of security selling. 

But the individual bond salesman is not alone responsible for 
the substantial lack of disinterested advice available to the 
American investor from his investment banker. The fact that 
the security retailers play so prominent a role in the origina- 
tion of securities, and that most of them combine retailing and 
wholesaling functions, results in most security houses having 
a limited number of favored issues for sale. To push these 
issues is not always consistent with giving wholly disinterested 
advice to the security buyer. 

Compared with foreign practice, we find the British capital 
market organized to give the individual investors much more 
disinterested advice. The broker often makes about as much 

on an old as on a new issue. In France, conditions are nearer 

the American in character, the branch bank manager often act- 

ing much as does a bond salesman here in seeking to push issues 

sponsored by his house. In Germany, the big banks have such 
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wide interests that they can, without damage to their own 

interests, give clients fairly independent advice on securities. 

A second important characteristic of American investment 

banking which differentiates it from foreign practice is the © 
frequently artificial character of markets for new issues of 
securities. Pegging of quotations exists to:some extent all 
over the world. Only in this country, however, is it so inevita- 
ble and regular a thing on new issues of securities. The broad 
geographical expanse of the United States, and the speculative 
flair possessed even by more conservative investors here, ac- 
count for this custom in large part. It takes longer to dis- 
tribute an issue here than abroad, and during the process of 
primary distribution pegging is generally regarded as neces- 
sary. Furthermore, nowhere else does the bulk of investors 
pay so much attention to quotations, as against stability and 
safety of income over a period of years. A British investor 
may not care much if his bond sells four points below the 
subscription price at the opening of trading, as long as his 
return is satisfactory over a period of years. Here, when 
a security declines soon after issuance, the tendency is strong 
for purchasers to throw bonds overboard and take whatever 
loss has been incurred as soon as possible, rather than run the 
risk of further price depreciation. On the other hand, perhaps 
nowhere else do so many people like to “hop on’ when a 
promising issue is being publicly offered for the first time, 
in order to make a “‘scalping profit” of a few points, as in 
England. The scramble for promising new offerings of the 
speculative type results from the attraction of such issues to 
speculators who cannot trade on margin as easily as here, and 
who consequently prefer to buy new issues on which only a 
small initial payment at the time of offering may be required. 

In England, pegging of the market is not usual. In France, 
it has been done on numerous occasions, although there the 
market in new issues does not generally show much activity. 

Stock Exchange Organization 

A third characteristic of the American market is the peculiar 
organization of the stock exchange, with its daily clearings. 
This involves a vastly greater amount of clerical work than 
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the European term settlement system, and also ties up a much 
larger amount of bank credit in the shape of brokers’ loans. 
On the other hand, there is a possible advantage in a system 
which gives the broker an income for holding a speculative 
security, through the payment of an excess interest charge on 
the debit balance. This gives the broker a somewhat smaller 
motive for inducing customers to turn over their speculative 
holdings rapidly.* 

Another vital feature of the security market in this country 
is the greater volume of speeulative and manipulative activity 
which is carried on. There is a larger number of individual 
speculators in the American market than in any other country, 
and the range of stock price movements is generally wider. 
At the same time, there is good reason to believe that pool 
operations and other manipulative phenomena are much more 
highly developed than is the case elsewhere. Conditions here 
are specially favorable to such tactics. Among the factors 
which tend to foster speculative activity are the existence of a 
large investment demand which sharply cuts down the floating 
supply of stock issues; the highly developed call loan market; 
the large number of stock exchange brokers, which make com- 
petition for business, especially of the big speculators, so keen 
as to result in a relaxation of the usual margin requirements 
in their favor; and, finally, in certain instances the fact that 

specialists on the floor of the exchanges are not segregated and 
specially supervised, as is the case in London and Berlin. The 
specialist, knowing intimately the condition of the market in 
any one issue, since he receives the bulk of the buying and 
selling orders in it, is in a specially favorable position to direct 
or participate in speculative manceuvers. 

Another important characteristic of the security markets 
here has been ‘the large amount of direct public investing in 
common stocks which has been the case in latter years. The 
European investor generally has preferred government secu- 
rities and corporate bonds, although Germany and, to a greater 

1This gain is largely offset in many cases, however, through the cus- 

tomers’ man’s desire to show a larger amount of business done ‘by him, and 

results from interposing between the brokerage house and the customer an 

individual who has assumed an advisory capacity, in addition to executing 

the routine task of receiving and recording orders. 
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extent, Belgium, have been partial exceptions. Investments in 
common stocks in England, consisting in the main of foreign 

shares, were made to a large extent through the medium of 
the investment trust, while in France and Germany the banks 
have acted in many cases as large investing organizations in 
equities. In this country, the rank and file of investors have 
long shown interest in common stocks, although since the 
war this tendency has been far more pronounced than ever 
before. At the same time, indirect investing through the 
formation of investment trusts and trading organizations has 
developed on a large scale. 

Tendencies in American Investment Banking 

During the past few years, a number of clear-cut tendencies 
have developed in American investment banking which prom- 
ise several changes for the future. 

The first vital change is the entry of the American commer- 
cial bank, the most important factor in our financial institu- 
tional organization, into the investment banking field. This 
has been accomplished, as has been seen, through the establish- 

ment of bond departments, through the formation of allied 

security and investment organizations, and through the invest- 

ment of the bank’s resources, resulting from both time and, 

to a lesser extent, demand deposits, in bonds. There are in 
excess of 27,000 commercial banks in this country, and their 

wholesale entry into the investment banking field naturally 

expands the mechanism of the capital market in this country 
enormously. 

Integration of financial operations of diverse character 

within a single institution is one of the outstanding character- 
istics of the day. Numerous investment banking organizations 
exist today which are both security dealers and brokers and, in 

addition, have large affiliated investment trusts which bring 

within their control great amounts of the capital of their regu- 
lar clients and others, for the management of which they take 
responsibility. Similarly, the commercial bank does a security 
business; the larger ones have an investment affiliation, and 

many commercial banks arrange the execution of commission 
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orders for clients and help carry stock purchased by advancing 
loans on it as collateral. 
A second important change is the multiplication of indirect 

investing organizations in this country. The investment trust 
movement is a direct expression of the public need for super- 
vision and organization of its investment activities, especially 
in view of the pronounced tendency to favor stocks as against 
bonds as a medium for investment, which has in turn pro- 
foundly affected the position of investment banking institu- 
tions. The old-time bond house in its pristine form is passing 
away. Instead, we have what may more properly be called a 
“security house,” dealing in stocks as much, and sometimes 
more, than in bonds. Of course, the relative importance of 
each of these two types of securities will vary with the state 
of the money market and the prosperity of business, but the 
general tendency in recent years has been to favor stocks. For 
this reason, the investment trust in its numerous forms, de- 

signed to create investment or speculative agencies freed from 
legal restrictions to which the oid-fashioned investment organi- 
zation like the savings banks were subject, has become the most 
rapidly growing financial institution of the time. 

Finally, American investment banking has become conscious 
of its important role and the need for increasing its efficiency 
and effectiveness. There are large and small houses in the 

field, and the number of individual financial organizations 
engaged in selling securities in one way or another is estimated 
to be above 7,000. Hence, there is room here for the applica- 
tion of the same spirit of cooperation which has characterized 
commercial banking and the four hundred odd other lines of 
activities in which trade associations have been formed. 

The efforts of the Investment Bankers Association of 
America to set up a new standard of ethics which will curtail 
cutthroat competition and eliminate practices that injure the 
interests of the borrower and investor represent the coming 
of age of the investment banking business. It means that 
many of the abuses which have entered into the business during 

the preceding period of rapid expansion will be eliminated, and 

also that in the future such abuses will be less likely to arise. 

Finally, the exchange of experience between members of the 
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association tends to build up a body of knowledge which will 
make investment banking less haphazard and more exact in 
the future. To cite but one example of this, the application of 
cost accounting for the purpose ‘of determining unit costs will 
make price fixing on new issues much easier and subject to less 
miscalculation. This association activity is peculiarly Ameri- 
can,* and nothing quite corresponding to it is to be found 
‘among investment bankers in Europe. 

REFERENCES 

Davirs, A. E., Investments Abroad, Chicago, 1927; chaps. vii and viii. 
Dowu1ne, S. W., The Exchanges of London, London, 1929, chap. iii. 
Epwarps, G. W., Investing in Foreign Securities, New York, 1926, 

chap. iv. 
GREENWOOD, W. J., American and Foreign Stock Exchange Methods, 

New York, 1921. 
Nasu, Braptey D., Investment Banking in England, Chicago, 1924. 
Wits, H. P., and Becxuart, B. H., Foreign Banking Systems, 

New York, 1929, chaps. vii, viii and xvii. 

*The Investment Trust Association in Great Britain represents a 
similar development, but it is restricted to one special phase of investment 
banking activity. 



INDEX 

Accounting, changes in practice, 124 
Advertising, complex organization, 

435 et seq. 

supplemented by newspaper pub- 
licity, 436 

Allied Chemical Co., working capi- 
tal, 128 

American Bankers’ Association, re- 

port on trust companies, 100, 
note 

American Can Co., 180 
surplus, 126 

American Car & Foundry Co., sur- 
plus, 126 

American Gas & Electric Co., 129 
“American Investments in Eng- 

land,” Walter F. Ford, 178, note 
American Locomotive Co., 180 

working capital, 128 
American Telephone & Telegraph 

Co., 129, 308 
volume of trading, 264 

Amoskeag Manufacturing Co., 129 
Anti-fraud law, preventive in char- 

acter, 491 
Argentina, English enterprise in, 

161 
Armour & Co., 32 
Associated Advertising Clubs of the 

World, 404 
Astor, John Jacob, 159 
Astor & Sons, 162 
Atchison, Topeka & Santa Fe R. R., 

working surplus, 128 
Austria, financial holding companies 

in, 98 

Bankers, legal liability, 415 
Bankers’ Magazine, 166 and note 
Bankers Trust Co., 23 
Bank Expansion versus Savings, 

Benjamin M. Anderson, Jr., 88, 

note 

515 

Banking, bankers’ acceptance, 248 
customers’ notes, 249 
defined, 3 
duty of investment, 446 
evolution, 3 et seq. 
German, 505 et seq. 
insurance credit, 362 
internationalization, 252 

Banking group, a distributing syndi- 
cate, 393 et seq. 

Banking machinery, 203 et seq. 
Banking Theories in the United 

States before 1860, H. E. Mil- 
ler, 153, note 

Bank of America of New York, 42 
Bank of England, 277 
Bank of France, 277, 502 
Bank of New York, 156 
Bank of the Manhattan Co., 161, 

162 
Banks, branches, 64 

control of credit, 278 
effort at speculation control, 264 
first United States, 155 
French, 502 

history of American, 153 et seq. 
insurance company’s 352 
investment restrictions, 78 
loans, 244 et seq. 

mortgage, 14 

relations with investment houses, 

379 
securities departments, 26 
stock issues, 27 

total credit, 122 

types of, 7 et seq. 

unsound, 167 
(see also individual types of) 

Banque de 1l’Union Parisienne, 503 

Banque de Paris et des Pays Bas, 

503 
Banques d'affaires, 503 et seq. 



516 

Baring brothers, 160, 498 
purchase of American bank stocks, 
156 

Barron's Financial Weekly, 
note 

Barclay’s bank, 498, note 
Basset, William R., on credit analy- 

sis, 341 
Belgium, financial holding 

panies in, 98 
Belmont, August, head of interna- 

tional bankers, 175 
Rothschild’s representative, 164 

Belmont & Co., August, 169 
Better Business Bureaus, 

wide system, 494 
Biddle, Nicholas, finance methods, 

162 
Blair & Co., 23, 42 
Blue-sky laws, 479 et seq. 

basic theory, 48 
dealer regulations, 482 
federal, 492 et seq. 
lack of uniformity, 487 
punitive, 491 
violations, 487 

Bonbright & Co., 23 
Bonds, ability to place, 401 

advantages, of, 297 
affected by business cycles, 326 
block selling, 313 
bull movement, 433 
can be called in, 302 
claim to a regular return, 298 
companies restricted to, 300 et 

seq. 
convertible, 313 
distributing syndicate, 382 
effort to classify, 439 
evidences of debt, 206 
federal farm loan, 135 
“firm bonds,” 409 
first active selling, 171 
foreign, 355 
government, 257 
handling in stock exchange, 27 
houses holding, 22 
long-term, 281 

means of distribution, 136 
money rates affect market, 282 
mortgages as security, 135 

178, 

com- 

nation- 

INDEX 

Bonds—( Continued) 
municipal, 353 
option warrants, 313 
real estate, 224 

‘ rising and falling commodity 
prices influence, 300 

sale of, 49. 
salesman’s compensation, 33 
selling methods, 380, 432 
stabilization of prices, 433 
stable market, 208 
statistics of, 308 
stock purchase privilege, 453 
stocks vs., 206 et seq. 

superior position, 298 
tax-exempt, 138 
total number of habitual buyers, 

430 
“withdrawn,” 410 
yield levels, 225 et seq. 

Borrowers, commercial vs, invest- 
ment, 10 

‘types, Ir 

Bourse, methods, 507 
Brokerage house, 8 

accounting department, 55 
cashier’s department, 54 
clearing house department, 54 
financing, 56 
handling of orders, 53 
importance, 44 

loans, 56, 60 

organization, 50 et seq. 

relations with customers, 51 
service rendered by, 48 
statement, 57 

statistical department, 55 
strength, 74 

wire system, 64 

Brokers, functions, 62 

increase of numbers, 75 
loans, 68 

number in United States, 48 
odd-lot, 66 

relation with client, 61 et seq. 
sources of income, 59 et seq. 

types, 47 
Brown Brothers & Co., 23 
Building and Loan Associations, 143 

et seq. 



INDEX 

Business, changes in, 315 
“cyclical” changes, 316 
influence on investment, 205 
speculative nature, 259 
types of fluctuation, 315 
variations in indexes of activity, 

317 
Business cycles, 198, 315 

causes, 319 
composite and approximate affair, 

318 
depression, 329 
influence on the attitude and byy- 

ing power of investors, 333 et 
seq. 

international aspects, 332 
length and amplitude, 319 
phases of, 323 
prices and, 320 
problem of forecasting, 331 
prosperity and distribution, 325 e¢ 

seq. 
relation to an investment policy, 

330 
represent merely an average of 

conditions, 318 
securities and, 321 et seq. 
securities during periods, 324 
true nature of, 318 

Buyers, adaptation to needs, 441 
attitude, 448 
education, 441 et seq. 
general investment, 429 
institutional or professional, 428, 

438 et seq. 
modes of approach, 429 
need for education, 495 
trade, 428 

Byllesby & Co., H. M., 23 

Call loans, 240 et seq. 
aid to speculators, 170 
market for, 241 
“renewal rate,’ 242 

Canada, blue-sky laws, 480 
Capital, automatic saving mechan- 

ism, 204 
available for the purchase of new 

securities, 214 
bank credit, 211 
control over flow, 212 et seq. 

517 

Capital— (Continued) 
cost or price of, 206 
demand, 214 e¢ seq. 
demand affected by industrial 

growth, 200 

export, 178 et seq. 
factors influencing growth of, 194 

et seq. 

foreign financing, 228 et seq. 
foreign markets, 210 
forms of export, 230 ef seq. 
habitual exporters, 200 
importation, I61 
industrial, 350 et seq. 
invested in fixed assets, 341 
meaning, I9QI 
national habits affect the supply 

of, 199 et seq. 
net annual addition to, 214 
supply and demand, 1098 et seq. 
varying prices, 177 

volume employed, 192 
(see also Investment) 

Capital market, 278 
' American, 164 
beginnings, 156 
control of, 279 
defined, 10 
effect of excessive activity, 278 
growth of American, 174 

limitations, 12 

relatively uniform rates, 237 

(see also Money market) 
Carmarthen, Marquis of, 161 
Case Threshing Machine Co., 129 

Casualty insurance companies, 121 
Certain Rich Men, Meade Minni- 

gerode, 172, note 

Chapter of Erie and Other Essays, 
Charles Francis and Henry 
Adams, 176, note 

Charitable organizations, invest- 
ments of, 109 

Chase, Salmon Portland, 172 
Chase Economic Bulletin, The, 88, 

note 

Chase Securities Corp., 23 
Chesapeake & Ohio R. R., 175 
Chile, official bankers, 377 
Churches, investments of, 109 



518 

City mortgage banking, develop- 
ment, 139 

undeveloped, 132 
Civil War, effect of finance methods, 

170 
Clarke & Co., E. W., 168, 171 
Colleges, investments, 129 
Columbia Gas & Electric Co., 129 
Commerce, Department of, geo- 

graphic distribution of American 
foreign financing, 229 

Commercial and Financial Chron- 
ticle, The, 216, note 

Commercial banking, early methods, 
165 

functions, 5, 25 
investment departments, II 
modification, 108 
revolution, 122 
savings department, 86 
time deposits, 87 

Commercial credit, purpose, 336 
Commissaires, 504, note 
“Common and Preferred Stocks as 

Investments,” James Roy Jack- 
son, 312, note 

Common Stocks as Long-term In- 
vestments, Edgar Lawrence 
Smith, 300, note 

Competitive bidding, arguments pro 
and con, 381 

Comptoir National d’Escompte, 502 
Conant, Charles A., on industrial 

capitalization, 182, note 
Connecticut, anti-fraud type of law, 

490, note 

Contemporary Review, 178, note 
Cooke, Jay, 171 

failure, 175 
knowledge of psychology, 172 
railroad financing, 174 — 
remarkable bond sales, 172 

Cooke & Co., Jay, failure, 177 
Copeland & Son, H. H., 345 
Corcoran & Riggs, 168 
Corporations, 20, note 

bond sales, 22, note 
European procedure, 124 
institutional investors, 109 
investments, 128 
investors, 124 

INDEX 

Corporations—( Continued) 
large sums available for general 

investment, I31 
role in economic organization, 127 
\surplus accumulation, 125 et seq. 

Cost accounting, analyses, 387 et 
seq. 

applied to investment banking, 387 
Coulisse, 504 
Cournot, A. A., on business changes, 

316 
Credit, control of investment, 277 

et seq. 

Crédit Francais, 503 
Crédit Lyonnais, 502 
Crédit Mobilier, 503 

Davis, Joseph S., 157 
Dawes plan, 105 
“D” bank, 505, 506 
Dealers, licensing, 482 et seq. 
number in United States, 48 
resident within the state, 484 

types, 47 
Deere & Co., Inc., 129 
Delaware, no security legislation, 

481 
Dillon, Read & Co., 23 
Discretionary funds, 466 et seq. 
Distributing syndicates, abuses, 420 

et seq. 

aims, 3090 
“beating the gun,” 421 
carrying unsold securities, 412 
choosing the list, 400 

commissions, 407 
description of issue, 407 

general agreement, 406 ef seq. 
intertrading, 410 

item on account, 424 et seq. 
letter of invitation, 404 
method of handling subscriptions, 

408 
offering, 416 
operation, 414 ef seq. 
option to “draw down,” 409 
“over-trading,’ 420 

padding, 409 
payment by investors, 419 
prevention of price-cutting, 421 



INDEX 

Distributing syndicates—(Con- 
tinued) 

profit, 423 
records, 425 
repurchased securities, 410 
“secondary” group, 423 
“shading,” 420 

types, 405 
winding up, 422 

withdrawn participations, 410 
Diversification, 464 

through insurance, 370 
Dodge brothers, 486 . 

securities, 216 
stock sale, 13 

Drew, Daniel, new type of financier, 
168 

stock manipulation, 176 | 
Drew, Robinson & Co., 167 
Drexel & Co., 23, 171 
Drug, Inc., 129 
Du Pont de Nemours Coe., scope of 

activities, 126 
surplus, 126 

Durant, W. C., 32 

Earning power, capitalization of 
prospective, 337 

determination of, 338 
in investment credit analysis, 336 

Eastman Kodak Co., 129 
Electric Bond & Share Co., 25, 129, 

231 
Eleemosynary institutions, as inves- 

tors, 128 

gaining the control of money, 131 

(see also Charity organizations) 

Emery, H. C., on manipulation of 
securities, 270 and note 

Endorsement, in the field of invest- 

ment, 360 
England, Baring failure, 89 

banks, 498, note 
brokers, 432 

corporation procedure, 124 
disinterested advice in markets, 

509 
financial holding companies, 98 
investment banking mechanism, 

498 

BA 

England— (Continued) 
investment trusts, 89 
official bankers, 377 
pegging of the market not usual, 

510 
purchase of American securities, 

155, 159 et seq., 174 
security issuance, 408 et seq. 
South Sea bubble, 267 
stock exchange, 500 et seq. 

Equitable Trust Co., 23 
Erie Canal, 160 

financing, 159 
Erie Railroad, 176 
Essays mm the Earlier History of 

American Corporations, Joseph 

S. Davis, 158, note 
Europe, corporate policy, 304 
Evening Post, New York, 157, 158 

Evening Post Annual Financial Re- 
view, 341, note 

Farm land banks, joint stock type, 

137 
marketing methods, 136 

Farmers’ Fire Insurance & Loan 

Co., 99 
Farmers’ Loan & Trust Co., 99, 104, 

162, note 
Farm Loan Act, 57, 138 
Federal Farm Loan Act of 1910, 

133 
Federal Reserve Act, 87; 279, note 

‘ters, 17, 100 
Federal Reserve Bank, 5, 277 

credit functions, 288 
efforts at qualitative credit con- 

trol, 290 
foreign currency, 252 
sources of brokers’ loans, 292 

Federal Reserve Bank of New 
York,243 

Federal Reserve Board, 123 
Federal Reserve System, a source 

of money supply, 245 
Finance companies, British, 501 
Financial holding companies, 98 
Financial Organization and Manage- 

ment, C. W. Gerstenberg, 50, 
note 



520 

Financing, channels of lowest cost, 
231 

foreign, 228 et seq. 
future for new, 233 

Financing an Empire—History of 
Banking in Illinois, 167, note 

Finland, mortgage banking prin- 
ciple, 363 

Fire insurance companies, 121 
First Bank of the United States, 

156, 165 
failure, 163, 166 
failure to recharter, 158 
foreign loans, 163 

First National Bank of New York, 

23 
Fisher, Irving, 304 

on securities, 303 
Fisk, James, stock manipulation, 176 
Fisk & Hatch, failure, 177 
Ford Motors Co., investment power 

wielded by, 275 
Foreign securities, analysis, 354 

empirical quality, 355 
Forty Years of American Finance, 

A. D. Noyes, 178, note 
Foundations, investments of, 109 
France, banque d’affaires, 503 

brokerage business, 504 
financial holding companies, 98 
official bankers, 377 

pegging, 510 
personal contact selling, 509 

security distributors, 503 
security laws, 479 

types of institutions, 502 ef seq. 
Franklin, Benjamin, on financial 

mission, 154 

French, Fred F., 142 

Gallatin, Albert, 159 

General Electric Co., 129 

General History of Banking, A, 
Thomas H. Goddard, 165 

General Motors Corp., 32 
scope of activities, 127 
working capital, 128 

Generating Economic Cycles, Henry 
Ludlow Moore, 316, note 

German General Electric Co., 232 

INDEX 

Germany, bond sales in United. 
States, 105 

brokers, 507 
farm credits, 136 

‘financial holding companies, 98° 
foreign investment, 232 
great “D” banks, 505 
“investment guaranteed” market, 

507 
medieval bankers, 3 
mortgage banking principle, 363 
municipal and cooperative savings 

banks, 508 
personal contact selling, 509 
purchase of American securities, 

174 
savings banks, 79 
security laws, 479 
stock exchange, 507 

Girard, Stephen, 159 
Glyn Mills & Co., 408 
Goldman, S. P., on stock exchange 

law, 479, note 
Goldman Sachs Trading & Financial 

Corp., 98 
Gould, Jay, interest in railroads, 168 

stock manipulation, 176 
Government, control over 

ment credit, 278 
credit control by, 285 

Great Atlantic and Pacific Tea Co., 
stock sales, 13 

Great Britain (see England) 
Greece, securities issued, 20, note 
Guaranty Trust Co., 23 

securities subsidiary company, 26 

invest- 

Hall vs. Geiger Jones Co., 480 
Hallgarten & Co., 23 
Halsey, Stuart & Co., 23 
Hamilton, Alexander, 

scheme, 154 
taking over of state debts, 160 

Harriman, E. H., purchase of rail- 
roads, 179 

Harris & Co., N. W., 177 
Harris, Forbes & Co., 23, 177 
Harris Trust & Savings Bank, 121 
Harvard University, common stock 

holdings, 129 
endowment funds, 129 

funding 



INDEX 

Haute banque, 504 
Heine et Cie., 504 
Higginson & Co., 498 
Hill, James J., purchase of railroads, 

179 
“History of American Investment 

Banking,” William L. Ray- 
mond, 178, note 

History of the United States, Ed- 
ward Channing, 154 

Holland, 155 
investment opportunities, 202 
purchase of American securities, 

174 
tulip craze, 267 

Hope & Co., 163 
Hospitals, investments of, 109 
Hottinguer et Cie, 504 

Imports, capital, 162 
Indiana, blue-sky law, 482 et seq. 
Industrial revolution, 155 
Industries, course of evolution, 223 

disparity between book, 349 
earning power, 348 et seq. 
financing, 221 et seq. 
inventory, 350 
management factor, 351 
new venture, 222 
risks, 348 

securities analysis, 348 
working capital position, 350 

Industry, authorized capitalization, 

182, note 
effect on capital, 200 
new type of securities, 181 

small enterprises, 174 
Institutions, changing forms, 16 
“community trusts” in cities, 130 

development, 17 
investing, 77 et seq. 
investment council, 105 

security-selling, 25 
types, 6 et seq., 14, 106 

(see also Banks and Investment 
banking ) 

Insurance, as a business, 361 
by contract, 363 et seq. 
by endorsement or guarantee, 360 
chief function, 358 

521 

Insurance— (Continued) 
complexity of the corporate mort- 

gage, 369 
defined, 358 
fundamental features, 365 ef seq. 
insufficient capital, 368 
in the investment field, 367 
limit to progress, 369 
security, 359 

selection and standardization of 
risks, 367 

substitution principle, 362 
technique of commercial credit, 

365 
through diversification, 370 
to eliminate risk, 359 

Insurance companies, British, 501 
first, 156 
types, I10 

use of funds, 109 
(see also Life 
panies ) 

Interest, definition of, 236 ef seq. 
effects, 236 
factors affecting, 250 
fluctuations, 238 
function, 237 
“indexes,” 238 
rates, 237 
typical rates, 250 ef seq. 

International banking, dominant, 177 
rise of, 173 et seq. 

insurance com- 

International Harvester Co., 129, 
180 

International Mercantile Marine 
Corp., 180 

International Telephone & Tele- 
graph Co., 129, 232 

Interstate Commerce Commission, 

347, 423 
uniform accounting system, 345 

Inventory policy, scientific basis 
needed, 397 

Investing in Purchasing Power, 
Kenneth S. Van Strum, 299, 

note 

Investment, activity of demand for, 

198 
application of wealth, 193 
banking mechanism, 203 ef seg. 
business cycles and, 205 



pb} 

Investment— (Continued) 
buying for income, 257 
channels for new financing pro- 

posals, 376 et seq. 
credit control, 210, 277 
credit risk, 212 
defined, 191, 254 
differences between American and 

foreign practice, 508 et seq. 
extent of risk, 201 
factors of supply and demand, 196 
flow of new capital, 194 et seq. 
foreign market, 228 et seq. 
free capital, 215 
income on, 206 
institutional, 204, 309 et seq. 
interest rate, 207 
marginal productivity, 208 
measurement, 195 

need for credit control, 277 
normal adjustment, 209 

over- and under-saving, 207 et seq. 
process of converting funds into 

capital, 192 
relations with foreign markets, 

210 
relative position of different in- 

dustries in, 218 
saving power, 196 
social aspect of, 191 et seq. 
theories of, I9I et seq. 
types of credit control, 279 
(see also Capital) 

Investment bankers, defined, 10, note 
middlemen for investors, 20 

Investment Bankers Association of 

America, 355, 402, 418, 404 
industrial securities committee, 

352 
on compensating salesmen, 434 
report on cost accounting, 36, note 
standard of ethics, 513 
study of security circulars, 415 

Investment Bankers Association of 
America Bulletin, 434, note 

Investment banking, 8 
accounting department, 36 
affected by business cycle, 333 e¢ 

seq. 
bank credit, 40 
branch organization, 24, 36 

INDEX 

Investment banking—(Continued) 
capital, 38, 42 
change after Civil War, 170 
change after War of 1812, 159 

, chart, 15 0 
commercial ws., 5 
consolidation, 178 et seq. 
credit. control, by, 284 
defined, 10 
development of middlemen, 171 
financial problems, 38 
growth, 167 
history of American, 152 et seq. 
institutions (see separate item) 
issue buying, 30 
kinds, 22 et seq. 
multiplication of indirect investing 

organizations, 513 
need for increasing its efficiency 

and effectiveness, 513 
organization, 27 et seq., 43 
organized to reduce risks, 274 
recuperation, 167 
regulation, 182 
sales department, 32 
scope, 3 
statistical department, 33 
tendencies, 512 et seq. 
three historical eras, 173 
trading department, 33 
trust, 178 et seq. 

Investment counsel, 461 
Investment credit analysis, 336 et 

seq. 
errors in analyzing, 338 
purpose, 336 

Investment Dealers Audit Associa- 
tion, California, 42, note 

Investment Element in Life Insur- 
ance Contracts, The, S. H. Ner- 
love, 120, note 

Investment Research Committee of 
the Financial Advertisers Asso- 
ciation, 432 

Investment trusts, 8, 274, 461 
accounting practice, 93 
advantages, 9I 
affiliations, 94 
analysis, 353 
bankers’ share type, 96 
British, 50, 90, 91 



INDEX 

Investment trusts— (Continued) 
defined, 89 
evolution, 9I 
general management type, 92 ef 

seq. 
licenses, 488 et ‘seq. 
most ubiquitous type, 98 
process of turnover, 465 

regulation, 487 et seq. 
specialized management type, 95 

types, QI ef seq. 

Investor, appraisal of investing in- 

stitutions, 107 . 
commitments, 14 

“dealer,” 24 

institutional, 108 ef seq; 131 

Italy, Lombard bankers, 3 
official bankers, 377 

Jackson, James Roy, statistical 

study, 312 

Joint account, accounting entries, 

390 
essential features, 389 

Journal of Business of the Univer- 
sity of Chicago, notes on 120, 

312 
Journal of Commerce, New York, 

92, note 

Journal of the American Statistical 

Association, 182, note 

Kansas, blue-sky law, 479 

charter board, 480 
laws governing sales of securities, 

183 

Keyser, Paul V., on fraud cases, 493 
King, Willford I., on investment 

savings, 196 

Kuhn, Loeb & Co., 23, 377 

control of new financing, 285 

Labor, result of improved processes, 
192 

Laws, failure to pass federal, on use 

“of mails, 183 
first “blue-sky,” 183 
(see also Regulation) 

Lee, Higginson & Co., 23 

523 

Legislation Committee of the In- 

vestment Bankers Association, 

493 
on blue-sky law, 484 

Life insurance, as an investment, 
117 et seq. 

combined with investment, 121 
functions, 120 
growth of assets chart, 115 
investment return, 120 
types, 117 et seq. 

Life insurance companies, 
used by bankers, 180 

Hughes investigation, 182 
investments, 108, 113 
laws governing investments, 114 
level premium plan of payment, 

IAS sie 
mortality tables, 111 
sources of income, III 

Life Insurance Presidents, Associ- 
ation of, 116 

Liquidation, causes, 328 
Listing, problem of, 450 et seq. 
Little, Jacob, new type of financier, 

168 
Lloyd’s bank, 498, note 
Loans, brokers’, 246 et seq. 

foreign, 184 
sources, 244 
volume, 243 

London Stock Exchange, 160, 500 
distribution of new security flota- 

tions, 501 
Louisiana Purchase, 156 

funds 

Mallet Fréres et Cie., 504 
Management, by investment trust, 

460 
constant process of appreciation, 

466 
diversification, 464 
function, 460 

institution, 461 
legal responsibility, 469 et seq. 
of discretionary and _ dictated 

funds, 466 et seq. 
policy as to sales, 465 
requirements, 465 
standard of safety, 463 
theory, 462 ef seq. 



524 
Manipulation, an important factor, 

270 
effect on investment securities, 

273 
factors in, 271 et seq. 
“insiders,” 272 
professional traders, 271 

Market, significance of term, 241 
Martin Act, 490 
Maryland, anti-fraud law, 481 

security laws, 490 
Massachusetts, trustee investments, 

103, note 

Massachusetts Acts and Resolves, 
1792-1793, 153, note 

Massachusetts Banking Commis- 
sioners, report on speculation, 

169 
Massachusetts Hospital Life Insur- 

ance) Co, 00 
McFadden Act of 1927, 100 
Mendelsohn & Co., 506 
Mergers, 42 

Merrick vs. Halsey, 480, note 

Mexican War, financing of, 168 
Michigan, blue-sky laws, 480 

copper resources developed, 174 
Midland Bank, 498, note 
Migration of British Capital to 1875, 

The, L. H. Jenks, 156, note 

Mill, John Stuart, on speculation, 

263 
Mississippi, bond issue, 163 
Mitchell, Wesley Clair, 315 
Money, changing value of, 208 et 

seq. 
purchasing power, 299 

Money market, 10 
analysis, 427 
artificial character, 510 
call rate, 293 
commercial paper, 249 
control, 447 et seq. 
definition of interest, 236 ef seq. 
direct public investing, 511 
effect of changes in, 278 et seq. 
effect of tightening of rates, 280 

et seq. 

expanding, 452 et seq. 

insurance in, 358 ef seq. 
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Money market— (Continued) 
international aspects, 251 et seq. 
orders above and below the cur- 

rent price, 449 
‘other sections of the, 248 et seq. 
price stability, 444 et seq. 
problem of listing, 450 et seq. 
scope, 235 
sinking fund device, 450 
source of demand, 246 et seq. 
stock (see Stock market) 
supply of funds, 243 
trades only in loans and obliga- 

tions, 235 
types of loans, 239 et seq. 
typical rates of interest, 250 et 

seq. 
volume of speculative and manip- 

ulative activity, 511 
Moody, John, bond rating system, 

440 
Moody Investors’ Service, 440 
Moore, Henry Ludlow, 316, note 
Morgan & €o,, J: Psi23)0Sesi7 

395 
control of new financing, 285 

Morgan, Grenfell & Co., 164, 408 
Morris Canal & Banking Co., 162 

Morris, Robert, banker and com- 
missary, 154 

Mortgage, guaranteeing, 363 ef seq. 

Mortgage banking, 8 
definition, 132 

farm credit, 203 

fundamental principles, 147 
general service, 149 
growth, 145 
profitable to borrower and lender, 

133, note 

purpose, 132 
two major divisions, 132 
types, 132 

Municipal bonds, analysis, 353 
small margin of profit, 354 

Mutual savings banks, defined, 79 

depositor’s advantage, 83, note 
development, 84 
future, 84 
organization and operation, 81 
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Napoleonic Wars, 155 

National Association of Securities 
Commissioners, 481, 487, 488 

on need for education of inves- 

tors, 405 
National Bank Act, 86, 173 
National banks, 7 

savings deposit reports, 88 
National City Bank, securities sub- 

sidiary company, 26 
National City Co., 23, 42, 377 
“National Finances,” Bankers’ Mag- 

azine, 159, note ° 
National Provincial bank, 498, note 
Negotiable bonds, 20, note 
Nevada, no security legislation, 481 
New Board of Brokers, 168 
New Jersey, anti-fraud law, 481 

security laws, 490 
New York Central R. R. Co., 21, 

179, 395 
bond syndicate, 423 

New York City, early banking, 165 
financial supremacy, 168 

New York Curb, exemptions, 485 
listing, 451 

New York, Ontario & Western 
eee R75 

New York State, anti-fraud law, 
481 

bonds first quoted, 160 
institutional investors, 108 
insurance laws, 114 
security laws, 490 

New York Stock Exchange, 50, 64, 

177, 181, 241, 247, 454, 491, 495 
activities, 67 et seq. 
committees, 70 
compilation of brokers’ loans, 243 

exemptions, 485 
expansion, 67 
government, 69 
growth, 168 
listings, 451 ‘ 

loans, 247 
machinery, 68 
members, 48, 66 
organization, 69 

New York Stock Exchange, The, 

E. C. Stedman, 158, note 

Niles Register, 160, note 
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Northern Pacific R. R., 175, 179 
Noyes, A. D., on America’s finan- 

cial position, 178 

Offerings, “all sold” statements, 418 
“opening the books,” 416 ef seq. 

Ohio, blue-sky laws, 480 2 
“Origin of Repudiation, 

Bankers’ Magazine, 163 
The,” 

Panic of 1837, The, R. C. McGrane, 
165, note 

Panics, 1837, 165 

1873, 175, 205 
1893, 176 
1907, 181 
reflect over-production, 328 

Parish, David, 159 
Parquet, 504 

Peabody, Francis B., early mort- 
gage banker, 166 

Peabody, George, founding of in- 

vestment house, 164 
Peabody, Smith & Co., 167, note 
Pennsylvania, security dealers, 484 

state loan, 171 
Pennsylvania R. R., 179, 370 
Philadelphia, early banking, 165 

first stock exchange, 158 
rival of New York, 168 

Philippines, investment 
ities, 201 

Pigou, on English securities, 46 
Pool operations, 455 et seq. 

accumulation, 456 
advancing the price, 456 
distribution, 456 
ways of forming pools, 458 

Postal savings system, 86 
Prices, after passing into the hands 

of the public, 445 
assets vs. earnings, 340 
bases of security, 339 et seq. 
changes, 320 

changes in securities, 337 et seq. 
cyclical movement, 466 
fluctuation meanings, 445 
importance, 321 
judgments empirical, 338 
new security issue, 386 
security, 340 

opportun- 
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Prices— (Continued) 
ultimately dependent upon under- 

lying worth, 447 
Price, Waterhouse & Co., 42, note 
Prime, Nathaniel, first private bank- 

er in New York City, 162, note 
Prime, Ward & King, 162 
Property title insurance, 139 
Public utilities, 218 

communications industries, 220 
earning power, 347 
importance of securities, 181 
rapidly growing enterprise, 347 
responsible for much refunding, 

220 
risks, 346 
securities analysis, 346 et seq. 

Purchase agreement, chief items, 385 

Railroads, building, 173 ef seq. 
capital attracted to, 167 
cycles, 224 
earning power and property value, 

344 
immobility of capital invested, 344 
investing, 218 et seq. 
new issue of securities, 346 
regulation of securities, 403 
securities floated, 175 
security, 218 ef seq. 
security analysis, 343 et seq. 
stocks speculative, 176 

Railroad stocks, Argentine, 260 
Reading R. R., 179 
Real estate, financing, 140, 224 
mortgage guarantees, 364, 360 
sound city financing, 148 
statistics, 308 
types of city, 142 

Real estate mortgage, security anal- 

ysis, 342 
Regulation, anti-fraud laws, 490 

broadening of legal requirements, 
439 et seq. 

cooperative, 404 
exemptions, 485 
federal, 492 et seq. 
federal laws governing the sale of 

securities, 492 et seq. 
history, 479 

investment securities, 479 et seq. 
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Regulation—( Continued) 
investment trust, 487 ef seq. 
of dealers, 482 et seq. 
of public utilities, 489 

‘ of specific issues, 485 et seq. 
of the trust instrument, 468 e¢ seq. 
tests applied by state commissions, 

486° 
us. education, 495 

Report on Foreign Holdings of 
American Securities, 169, note 

Reserve Banks and the Money Mar- 
ket, The, W. R. Burgess, 279, 

note 

Revolutionary War, banking, 153 
Robinson, Leland Rex, on inyest- 

ment trusts, 91, note 

Rome, securities issued, 20, note 
Rothschild, house of, 6, 160, 506 

refusal to recognize United States 
securities, 164 

Rural credit extension, methods, 133 
Rural mortgage banking, legislation, 

133 
Russia, ownership of wealth, 201 

Salesmen, bond, 432, 509 
commission, 434 
compensation, 433 et seq. 
motives, 509 

Savings banks, 8, 274 
mortgage loans, 139 

Schoenberg, August, representative 
for Rothschild, 169 

Scotland, savings banks, 79 
Scully, C. Allison, 311 
Second Bank of the United States, 

failure, 167 
Securities, 382 

advertising, 429 
affected by changes in the busi- 

ness cycle, 321 et seq. 
affected by secular trend in eco- 

nomic life, 301 
analysis, 342 et seq. 
application of cost 

principles, 387 
audit, 384 
banking, 376 et seq. 
banking group, 393 
basis of prices, 339 

accounting 
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Securities— (Continued) 

buyers, 109 

carried on credit, 217 
centralization in trading, 64 
circulars, 415 
classes of buyers, 428 
classes of domestic issues, 218 et 

seq. 
competition, 378 
conditional purchases, 395 
congestion of markets, 285 
contacts with financial institutions, 

379 . 
copper, 174 
credit analysis, 367 
delaying the payment, 419 
demand, 13 
distribution of risks, 260 
distribution preblem, 399 
effort to apportion holdings, 464 
engineering examination, 384 
field representatives, 378 
forecasting services, 331 
foreign, 179 
foreign holdings in, 169 
foreign stock issues, 230 
fraudulent, 183 
general and commercial investiga- 

tions, 383 
guarantee by contract, 363 et seq. 
growth of information sources, 

355 et seq. 

handling specialization, 25 
hybrid, 313 
insurance, 352, 359 et seq. 
internationalizing, 252 
interpretation of new, 215 ef seq. 
inventory policy, 307 
issues in Greece and Rome, 20, 

note 

joint account, 389 
legal distinction, 297 
legal examination, 384 

listing, 451 
loans to carry, 247 
long-range viewpoint, 340 
marketability test, 464 

middlemen (see Investment bank- 

ers) 
need for market, 45 
negotiation, 382 et seq. 

Securities— (Continued) 
negotiation and purchase of mew 

issues, 375 
number of investors, 430 
“over the counter” sales, 50, 74 
new types, 181 
organization for purchasing, 389 

et seq. 

policy in purchasing, 375 
price factor, 337 et seq. 
prices of early, 157 
price terms, 386 
public interested in, 182 
purchase, 29 
purchase agreement, 385 
purchase groups, 301 et seq. 
quality, 462 et seq. 
railroad issues, 175 
regulation, 479 et seq. 
relations between investment 

bankers and their customers, 

376 
risk measurement, 342 
sale, 32 
sale in Europe, 179 
selling, 427 et seq. 

selling to institutions, 437 et seq. 
short sale diagram, 49 
short-term government, 248 
sold through competitive bidding, 

380 
sold through direct application of 

a company to a banker, 380 
speculation (see separate item) 

stability desirable, 263 
tendency toward stocks, 227 
tests, 463 

trading in, 10 
trading prior to World War, 181 
types of, 206 
value of corporate equities in the 

future, 303 
yields on bonds, 225 et seq. 
(see also Stocks and Bonds) 

Selected Industries, Inc., 98 
Seligman & Co., J. & W., 2 
Selling groups, abuses, 420 et seq. 

operation, 414 et seq. 
nrocess, 412 et seq. 

Simmons, E. H. H., on anti-fraud 
type of law, 491 
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Sinking funds, 450 
Slavery, need of capital to carry on, 

161 
Smith, Adam, 156 
Smith, Edgar Lawrence, 304; notes 

on 306, 300 
price movement analysis, 305 
study of stock prices, 306 

Société Générale, 502 
Some Problems of the Investment 

Banker, Paul M. Warburg, 184, 
note 

South Dakota, blue-sky laws, 480 
Speculation, a source of loan de- 

mands, 246 
bank credit and, 267 et seq. 
causes of panics, 165 
combined with investment, 275 
control by member banks and 

brokers, 294 
control problem difficult, 2093 
criteria, 257 
degree of knowledge aspect, 256 
determined by degree of risk, 254 
economic and social effects, 265, 

et seq. 

effect on security market, 262 et 
seq., 273 

increase, 177 
in securities, 260 
investment vs. 254 et seq. 

need for control, 287 
not gambling, 255 
period of unscrupulous, 176 
requires substantial advances of 

current funds, 211 
ubiquity of, 258 

Spencer Trask & Co., 341, note 
Standard Oil Co., investment power 

wielded by, 375 . 
Standard Oil Co. of New Jersey, 

surplus, 126 
Standard Statistics Corp., method 

of rating bonds, 440 
State banks, 7 
Stock Clearing Corp., 242 
Stock Exchange Law, S. P. Gold- 

man, 479, note 

Stock exchanges, 8, 203 
daily settlement custom, 170 
first in United States, 158 

INDEX 

Stock exchanges— (Continued) 
German, 507 
important agency for raising the 

standards of security issuance, 

oe 
organization, 510 et seq. 

Stockholders, benefits from surplus, 
126) 

Stock market, classes, 454 
control of quotations, 454 et seq. 
floating. supply, 455 
manipulative activities, 457 
pool operations, 455 et seq. 
“traders’ market,’ 329 

Stock Movements and Speculation, 
Frederic Drew Bond, 271, note 

Stocks, advantages, 302 
affected by business cycles, 326 
application of the guarantee prin- 

ciple to, 369 
as a bonus, 313 
bulk of trading exchanges, 49 
dividends and subscription rights, 

302 
evidences of proprietorship, 296 
growing popularity of common, 

442 
growth of holdings, 308 
methods of sampling, 305 

New York bank, 74 

percentage to total new financing, 
227 

preferred, 312 
possible to over-value, 304 
railroad (see separate item) 
rate of capitalization, 337 

reflect change in business situa- 
tion, 324 

sale to old stockholders, 21 
statistics of, 308 

tendency toward, 22 
time hazard, 306 

_ us. bonds, 296 et seq. 
watered, 180 

Stone & Webster & Blodget Inc., 
capital market analysis, 226; 
227, note 

Strauss ca Con om VViat42 
“Summary of New Financing,” 216, 

note 
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Supplementary reading (see chapter 
ends) 

Supreme Court, adopted the police 
power theory of blue-sky laws, 
481, note 

Switzerland, financial holding com- 
panies in, 98 

Syndicates, authorized dealers, 402 
British, 499 
choice of members, 401 
compensation, 396 
distributing, 393 ef seq. 
for purchase, 391 et seq. 
liability of, 392 
preliminary organization, 400 
pure underwriting, 305 et seq. 
selling, 395, 3990 et seq. 
speculative stock pool, 455 et seq. 
undivided or unlimited, 392 

Tariff, protection to markets, 180 
Ticker, stock, 67 
Time loans, 242 

rates, 243 
Transamerica Corp., 98 
Trust companies, 7, 461 

act as executor, administrator, 
guardian and trustee, 468 

forms of trusts, IOI et seq. 
growth in United States, 99 
investing activities, 103, 311 
investment service, 104 
legal responsibility, 469 et seq. 
regulations, 467 
trustee responsibility, 104 
types, 100 eft seq. 

Wnronweacitic KR. R., 170 
Union Trust Co. of Pittsburgh, 23 
United Fruit Co., 129 
United States, a creditor nation, 

304 
credit control in, 279 
development of capital flow, 199 

et seq. 

early financing, 154 
European capital invested in, 174 

farm land banks, 134 
foreign trade, 155 
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United States—( Continued) 
government savings bank advo- 

cated, 86 

habitual bond buyers in, 430 
industrial development, 173 et seq. 
investment banking compared with 

foreign, 497 et seq. 
investment banking in, 17, 153 et 

seq. 
native owned industries, 161 
payment of national debt, 159 
percentage of securities in wealth, 

46 

real estate mortgage, 342 
rise in stock prices, 228 
security regulations in, 479 et seq. 
war-time finance, 183 
widespread business consolidation, 

31 
United States Steel Corp., 129, 180 

surplus, 126 
working capital, 128 

Universities, investments, 109, 129 
typical investment policy, 130 

Uruguay, official bankers, 377 

Vanderbilt, Commodore, construc- 
tive speculator, 176 

Van Strum, Kenneth S., 304 
study of the relative position of 

stocks and bonds, 299 et seq. 
Van Sweringen interests, 98 
Venice, securities issued, 20, note 
Versailles, treaty of, 105 
Virginia, blue-sky law, 484 

Wall Street, 158 
Warburg & Co. of Hamburg, M. 

M., 506 
War of 1812, 159 

financing of, 158 
Wealth, application of, 193 

control, 195 
Western Union Telegraph Co., 129 
World War, 67, 184 

effect on security buying, 430 
securities trading before, 181 

Young, A. F., on guardian cus- 
todianship, 102, note 
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