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FOREWORD

The publishing of this book at this time seems to
me particularly appropriate, as its subject has a direct
bearing on problems that have engaged our attention
since the close of the World War.

The publie’s interest in securities was stimulated by
the active campaign for the distribution of Liberty
Bonds. A few score thousands of holders of secur-
ities grew to well over twenty million and the secur-
ities now traded in cover the whole field of our
business life. These securities reflect the enormous
costs of war and they represent our efforts to. restore
the economic structure destroyed by the wa. They
are the evidences of property and debt, f&fpon which
our credit structure rests, for securities are the most
readily negotiable, the most liquid of‘all expressions
of our national wealth. Bank notes, bank deposits,
foreign exchange, as well as securities, are merely
bookkeeping devices to facilitate credit. Doctor
Rudolph Binder, head of the Department of Sociology
of New York University, is quoted as saying, “Lack
of honor among business men is the chief reason for
their work not being included among the professions.”
I do not know on what Doctor Binder bases his con-
clusion. Credit presupposes honesty, and ninety-five
per cent of the business of the country is done on credit.

v



vi FOREWORD

Unless the vast majority of business men have the
quality of fair dealing as well as keen discernment, this
country could not have grown and prospered.

There is absolutely no secure investment for cap-
ital. Capital is always held at risk. The only capital
which is safe is capital spent in the interest of the
public. The consolidation of capital in the form of
stock companies is of service to the entire world. The
stock company provides us with food and lodging and
coal and light and clothing; it insures our lives and
dwellings, and makes possible the existence of our sav-
ings institutions. Who owns this capital? An anal-
ysis of the distribution of securities of any of our
great corporations will demonstrate that the people
and not the so-called interests are their real owners.
The share-holders in the Pennsylvania Railroad, over
a ten-year period, increased from 63,000 to 133,000;
in the United States Steel Company, during the same
period (1910-1920), the share-holders increased from
22,000 to 104,000; and in the American Telephone
and Telegraph Company from 35,000 to 120,000.
These three companies are typical of American large
scale companies as a whole. The first is a railroad, the
second is an industrial company and the third a public
utility.

The demand often heard, that the public should
exercise more control over these large scale corpora-
tions, suggests the extension of practical politics into
the field of business. But a sounder method of insur-
ing public control is through the gradual distribution
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to all classes of the shares of these companies. In
this way, the public gains control by actual owner-
ship rather than by experimental legislative pro-
grams. The responsibility for the proper distribution
of securities rests largely with the investment banker,
and in emphasizing his obligation and insisting on its
importance, Mr. Sturgis has performed a genuine
service.

Seymour L. CRoMWELL.
Office of the President
New York Stock Exchange,
Jan. 10, 1924.






PREFACE

Attention is constantly ealled to the vast amount
of money which is lost annually through the purchase
of fraudulently issued and worthless securities. By
means of oil stocks alone it has been estimated that
trusting people have been parted from hundreds of
millions by those who had little, and too often noth-
ing, on which to warrant the issue of securities and
their sale for good hard cash. It is also true that
many millions are lost each year through the purchase
of securities which have been issued in good faith but,
because the promotors have been lacking in business
training or even ordinary foresight, the worthlessness
of the stocks or bonds has been very quickly demon-
strated. There is further unfavorable comment upon
the fact that, in far lesser degree, large sums are an-
nually lost because securities have been issued in an
improper manner and without sufficient care by in-
vestment firms of the highest grade and reputation.

There are certain very fundamental reasons for this
situation. In the first place, there is a very general
lack of understanding on the part of both investors
and bankers as to just what are the economic func-
tions of an investment firm, where it fits in the life of
the community and how it helps to run the economie
machine. Secondly, the buyer of securities, with the
rarest exception, does not recognize that the investing
of money requires a specialized knowledge and train-
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ing probably as vast as that of any profession. And
finally, due in part to the failure of the investor to see
how intricate a matter the proper placing of funds has
come to be, the investment business has developed in
such a way, and the competition in it has become so
keen, that the placing of securities has become too
much a matter of selling ability rather than of judg-
ment or value. It has followed that the banker has
not been able to give the investor the professional
service to which he is entitled, and in most cases is not
properly equipped to render such a service. The in-
evitable consequence is that the buyer of securities
has not that measure of confidence in his banker with-
out which the essential co-operation between the two
can not be attained.

Where there is so much of the personal element in
a business and where the constant dependence upon
foresight is such a large factor, it is manifestly impos-
sible to eliminate losses in securities. But it does
seem possible to cut them down materially, and the
pages that follow are devoted to outlining some pro-
posals along this line. In order to make the situation
as clear as possible it has been found necessary to out-
line briefly what seem to be the economic functions
of the investment banker, and to point out broadly
the factors which should be considered in choosing an
investment from the professional point of view. There
is given also a summary of how the investment busi-
ness is now done, and how, with its present organiza-
tion, it is difficult for the investor to have the complete
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confidence in his banker which he should have. Sug-
gestions are then made as to the organization necessary
on the part of the banker so that he may obtain that
confidence so freely given to a man in a profession.

It may be found that some of the statements made
are trite; it will probably be found that some of the
suggestions are idealistic; it is probable that no single
individual will agree with all the conclusions; but if,
as a whole, they result in thought and discussion being
brought to bear upon what is admittedly a real prob-
lem, it is possible that some steps may be made toward
the ideal, and some of the wasted millions be saved for
the advancement of economic progress.

It is proper here to express my appreciation for the
help received through discussion of many of the
problems with friends and associates, and to acknowl-
edge the use of material contained in the articles of
Arthur Stone Dewing, Associate Professor of Finance
in the Harvard Graduate School of Business Adminis-
tration, published in the Harvard Business Review.
Especially am I indebted to the President of the New
York Stock Exchange, Mr. Seymour L. Cromwell, who
gave me the encouragement necessary to undertake
the task, who made available to me the comprehensive
report of Mr. Andrew Ten Eyck, a member of the New
York Bar, on the workings of the British Companies
Acts so far as they relate to the issue and distribution
of securities in England, and who has done me the
honor to make use of some of the passages which will
be found in subsequent pages.
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THE ECONOMIC FUNCTION OF THE
INVESTMENT BANKER

Any discussion of the relationship between the in-
vestor and his banker or broker must be preceded by
a fairly definite understanding as to just what their
economic functions are, and what place they fill in
the general organization of industry and trade. That
there is some question in the minds of many people
as to the value to the nation of security dealers
and brokers is well shown by the widespread feeling
throughout the country in regard to “Wall Street.”
This dislike and fear of the financial community has
been bred by the activities of a few dishonest men
whose escapades have been widely reported, and the
crude ideas thereby created have been fostered by the
yellow press. There are many who hold that the
dealer in securities, or the stockbroker, performs no
service to mankind and that he is in the nature of a
parasite, a useless appendage to the economic system.
Those who most prominently support this view are,
of course, people of the radical type who abhor any-
thing which has to do with capital. To such men,
one who deals in securities has no real value and should
be done away with, for apparently he adds nothing
to the world’s wealth and happiness and merely preys
upon others, extracting ill-gotten gains and rendering

1
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no service. Not only do radicals so express themselves,
but, unfortunately, such views are surprisingly often
expressed by otherwise intelligent business men whose
crude ideas of ‘“Wall Street” have perhaps been
strengthened either by finding some piece of financing
costly beyond expectations or by having had an unfor-
tunate investment expericnce with someone in whom
confidence should never have been put in the first
place. Altogether there is wide misunderstanding as
to the economic functions of these dealers in securities,
so that some explanation of their place in the indus-
trial life of the country may not be amiss and may
help toward a realization of the relationship existing
between security buyers, investment bankers, and
industry. After all, much of the controversy between
various parts of the economic machine arises from
a lack of knowledge of the function which each is
intended to perform.

It is probable that, on the whole, even though many
thoughtful investors and business men resent the
necessity of paying commissions or profits in the pur-
chase and sale of securities, such men recognize the
seconomic value of the investment banker and the stock
oroker. Their growth has been more or less coincident
with and the direct result of the tendency toward the
corporate form of doing business. In the olden days,
when industry consisted almost entirely of small units,
individuals, or a small group of individuals, could
themselves raise enough money to start business, and
their growth usually came from the reinvestment of
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their own earnings. Gradually, however, as business
grew in size, it became necessary to go out of one’s
immediate circle in order to acquire the larger sums
called for. This was difficult to do so long as each
partner in a firm was responsible for its whole indebt-
edness, because men hardly cared to assume such re-
sponsibility without being in direct and closc touch
with a concern’s affairs. With the coming of the cor-
poration and the limited liability of shareholders, the
obtaining of money for enterprises in which the share-
holder did not take an active part became easier. The
larger the units needing money became, the more
widespread became the sources from which funds were
obtained. So arose the necessity of a specialist in
the gathering of funds for use in industry, and to-day
we have, as an essential cog in the economic machine,
the investment banker, a person or organization so
equipped and so skilled in the art of mobilizing funds
that he can gather innumerable small sums into vast
amounts. And, be it noted, he has become responsible
for seeing that the sums so gathered are directed into
channels where, either through increasing productivity
or through facilitating production, they will earn a
return commensurate with the risk involved.
Coincident with the growth of the corporate organi-
zation and its limited liability came also the ability
to transfer one’s interest from one concern to another
or to get out altogether. This involves the necessity
of finding a buyer for the interest to be disposed of
and a seller of thal desired. The difficulty of doing
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so at any particular given moment gave birth to the
stock and bond broker who made a specialty of finding
buyers and sellers of securities and of bringing them
together. The final step was the organization of the
brokers into associations so as to facilitate the meeting
of buyers and sellers. In this country the New York
Stock IExchange has become the leading meeting place,
and there day after day large sums of capital flow
freely from one industry to another. The difference
between the functions of the investment banker and
the broker might then be said to be that the former
mobilizes small sums into large, and that the latter
facilitates the transfer of these funds into and out of
securities or from one to another. Incidentally, it is
not unusual for one person or firm to act in both
capacities, although, of course, it should not be done
at the same time in the same transaction. In the
United States, we are used to large quantity standard-
ized production. With a limitation upon immigration
and its consequent effect upon the labor supply and
wages, it is probable that the tendency toward reduc-
ing costs through the method of large quantity pro-
duction is going to be given further impetus. It can
be expected, therefore, that larger sums than ever will
be required to bring this about, and that the banker
and broker will be called upon more and more and
will be found even more essential to the industry of
the nation than they have been in the past.

It is now beginning to be felt that both the invest-
ment banker and the broker must take upon their
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shoulders another function which bids fair to become
more important than that outlined above. The in-
creasing use of the corporate form of industrial organi-
zation has in recent years brought upon us such a
flood of securities, both stocks and bonds, and so many
of these securities have been improperly issued, that
the investment of money, a complicated problem in
any case, has become more and more involved. It is
becoming necessary, therefore, for those who make a
practice of dealing in securities to assume the care of
the capital funds of their clients and customers. It
will be said that this is done now. Unfortunately,
it must be said that, although every banker and broker
in the country makes a practice of maintaining that
his primary interest is that of the investor, the present
organization of the investment business makes it ex-
ceedingly difficult for this to be as true as it should be,
and the fact that investors generally do not give their
bankers the same co-operation which they give to their
lawyers and doctors points to the truth of the state-
ment. The care of capital funds is a trusteeship, not
only for the benefit of the owner, but also for the good
of the community. Capital wasted is lost to every one
and provides nothing for production or the employ-
ment of labor, nor adds in the slightest to the well-
being of the world. Capital is the result of hard work
and sacrifice, and its accumulation is dependent upon
the savings of the community. It is a pity, therefore,
that it should be handled recklessly or carelessly and
not given a full chance to obtain the income due, which
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means a fair “pure interest” return and income in addi-
tion corresponding to the risk involved. And further,
there is sound reason for believing that some attempt
should be made to maintain the purchasing power of
the investor’s income. All this will be covered in more
detail later, but, in the meantime, it should be stressed
that the present organization of the investment busi-
ness prevents the banker from invariably giving first
consideration to the investor, and that he has not
equipped himself to accomplish this purpose, except
in rare cases.

No one questions the importance of the commercial
banks. When it is realized that these deal on the
whole with liquid funds over short periods, the impor-
tance of investment firms which deal in funds to be
permanently placed in some industry or corporation
becomes more evident. To the latter, the element of
foresight and care is even more important than to
the ordinary bank, yet they are not generally so well
organized as the commercial banks and are less able
to minimize the chances of error.

It is essential to the proper performance of the
services of an investment banker that he be endowed
with extreme honesty and dependability, that he have
a wide knowledge of general business and economic
conditions, keen foresight, sound judgment, a high
degree of financial skill, and the willingness to assume
great responsibility. To attract into this business men
fulfilling these requirements makes necessary the
promise of an excellent return, either in profits and
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commissions—or fees. This is most important to bear
in mind if we would have the capital necessary for
productive enterprise mobilized with the least loss to
the nation, placed where it will do the most good, and
properly conserved. Certainly, when the decision as
to the raising of millions of dollars means the question
of their possible employment productively or their
waste, it becomes apparent that it is worth much to
the country to have such decisions left to those who
can be depended upon to make the fewest mistakes,
and to encourage such men to enter the business means
the holding before them the hope of great reward.

The problem before us is, therefore, the study of
investment banking and security brokerage with a
view to seeing whether it can be organized along such
lines that both the economic functions of the invest-
ment banker can be fulfilled, to assure ourselves that
the return to be expected will entice into that business
the highest type of man, and finally to encourage the
co-operation of the investor, on whose shoulders rests
some of the responsibility for the failure of investment
banking properly to function.



MOBILIZING THE FUNDS FOR INDUSTRY

It becomes necessary now to investigate the manner
in which the economic duties of investment banking
are fulfilled. In brief, it may be said that it mobilizes
the funds for industry rather too well, and at the
expense of looking after the full needs of the investor.
The financing of industry is to-day largely a merchan-
dising proposition. The banker buys an issue of securi-
ties at the best price he can and resells it at a profit.
In many respects it is like any other merchandising
business and involves the risks of changing market
conditions, and may entail a loss rather than a profit.
All this is pure statement of fact, somewhat obvious,
and apparently perfectly harmless.

But competition has grown noticeably in recent
years, especially because of the formation of many
firms composed of men who are brilliant salesmen but
who lack financial responsibility. Since in many cases
they have not the capital with which to carry securities
they are forced to resort to their selling ability so as
not to be forced to sacrifice in the open market the
bonds or shares they cannot place with their clients.
This situation has tended to increase competition and
to put it on the plane of salesmanship rather than of
service and judgment. It has been a gradual growth
which has carried along many older houses which have

8
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tried to resist. It is not suitable to present-day con-
ditions under which investing has become so compli-
cated as to call for a professional service rather than
salesmanship.

This competition in the business and the necessity
of supporting large sales forces has reached a point
where the demand for new issues on the part of under
writing houses has become so great that, except during
unusual depressions when securities are obtainable for
almost any price offered, bankers are bidding against
each other for the opportunity to buy and resell bond
and stock issues. Tkis carries the prices paid for these
new securities to a point where they must be offered
to the public at prices which are very often relatively
high compared to the general market level, and espe-
cially high for issues which are obviously unsecasoned.

In fact, it has often happened in the case of issucs
of which there are already some outstanding, that the
bid made to the issuing organization for the new securi-
ties has been so high that it has been necessary arti-
ficially to raise the price of those already outstanding
to a point where it will be possible to sell the new
ones and make a profit over expenses. In the Summer
of 1922, just before the bull bond market then in
progress came to an end, a certain prominent corpora-
tion requested bids on an issue of bonds it wished to
sell. The banking house which secured the business
made a bid (possibly as the result of an error) which
was not far from the price at which previously issued
bonds of the same mortgage were then selling on the
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New York Stock Exchange. Naturally, it would not
have becn possible to retail the new bonds at that price
and make enough money to cover advertising and
selling expenses, not to mention ordinary overhead.
So the bankers put in sufficient buying orders on the
“Exchange” to put the price of the old bonds up some
two points and then held the price there while they
tried to sell both new and old bonds. Unfortunately
for the firm involved, not only did the general bond
market go against it, but the bonds were of the savings
bank variety and, therefore, had to be sold to good
judges of general market conditions and of bond
values. Although the underwriting was unsuccessful,
and perhaps for that reason as much as for any other
stands out, the incident illustrates a method forced
upon houses by the extreme competition and shows
how the interests of the investor are inevitably side-
tracked. Actually, the open market had probably
fully appraised the value of the bond, and should the
scheme have succeeded, as it so often does, the bonds
would later have returned to their proper level, and
the nct result would have been that the investor had
paid the cost of the distribution and the underwriters’
profits instead of the issuing corporation doing so.
The same result obtains with new securities which
have no previous issues on the market by which the
general public, without more information than they
usually get, can make a comparative judgment of
values. Competition here is perhaps even freer be-
cause no price has been previously established and the
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banker finds it easier to let his judgment as to value
be swayed by his knowledge of his ability to sell.
There is naturally a limit to what can be done along
this line, but the point is again that the ability to
sell is often of greater force in the determination of the
price of new securities than is an actual measure of
value in the light of comparative market conditions,
and it is the investor who pays. Such methods are
very pretty from the point of view of the companies
issuing the securities, but hardly fair to the buyer.
Following further into present methods, we find
that, having purchased an issue of bonds or stocks,
especially if the issue be a large one, the banking house
enlists with it some partners who share the risks and
profits of the undertaking. A price is set upon the
security—above the price to be paid, of course, and
as much above as it is believed can be obtained—and
a force of salesmen are set to work to sell it. In line
with current custom, these salesmen arc usually given
commissions for their work. The goods are pushed
and sold to those investors and banks which have
money available for investment and which the sales-
men can persuade to buy. The outstanding feature
of the situation seems to be this: The interest of the
banking firm is so absolutely and entirely to sell this
particular security, and the interest of the salesman is
so governed by his commission, that the actual nceds
and welfare of the investor, no matter how much they
may be honestly held at heart, and no matter how good
the intentions, are unavoidably overlooked except in
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the rarest instances. This is perhaps a broad state-
ment, but, nevertheless, it is a fact that the investors’
side of the question is given but passing thought in
far too many cases. In fact, the question as to whether
an issue will be underwritten and the price to be asked
very often depend more upon a forecast of the ability
to sell securities than upon a mature judgment of its
actual value and a forecast of its future prospects.

This matter of selling ability has become so impor-
tant a factor in the investment banker’s business that
many houses are having classes in salesmanship. Men
are taught the art of approach, the manner in which
they should create interest and confidence, and finally
how “to close.” After going through some of the
courses being given, a man should be able to make a
living selling anything from automobiles to washtubs.
As part of the selling course, they are taught that it
is quite necessary to have a complete knowledge of
their “product.” Consequently, some of these men
learn almost by heart the circulars issued describing
the securities for sale, and the more intelligent finally
get a pretty fair idea of comparative security values.
There are others, however, whose savoir faire and poise
are such that they sell securities on their personalities
and make no pretense whatever of knowing what they
are worth. While this may be a somewhat exaggerated
picture, it is a regrettable fact that more stress is laid
by some houses upon the art of selling than upon the
knowledge and study necessary to a sound judgment
of securities.
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Now this competitive bidding and consequent re-
quirement of selling facilities leads to certain faults
other than that of excessive prices. One of the most
apparent of these is that the salesmen too often at-
tempt to persuade the investor to take securities which
are not suitable to his needs and circumstances and
which he ought not to have. Anyone who will dispute
this statement need only glance over the investment
lists of a few ordinary country banks. Here are organ-
izations responsible for the money of their depositors
and stockholders and supposedly prepared to supply
the needs of their communities for liquid capital. Yet
rather more often than is necessary a good portion of
the funds are tied up in securities of very doubtful
marketability and often, too, having a wide spread
between the bid and asked prices. One would ordi-
narily assume that the country banker would know
what he ought to hold, yet the fact that he so often
holds what cannot be considered as a proper bank
investment must prove not only that the average in-
vestor’s knowledge of securities is very small, but that
the selling methods of bondmen are successful. But if
investment bankers can and will sell to banks bonds
which are unsuitable bank investments, what chance
has the ordinary investor?

Perhaps the greatest and most serious -fault of this
dependence upon selling ability is that it fosters the
improper issue of securities. Among other things, the
search for profits with which to support large selling
organizations leads to much financing which should
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never be done. Sometimes in the press of competi-
tion essential facts about the issuing concern are be-
littled or overlooked, not intentionally but irresistibly,
because of the prospect of a profitable turnover made
possible by a well-organized sales force. Again, be-
cause some one wants to keep voting control or for
other reasons, bond issues or preferred stocks are put
out by companies which, because of the inherent risk
of the business, should be financed only by common
stocks. By this investors are persuaded to buy bonds
or preferred stock and to take the position of lenders
of money to concerns whose business is so uncertain
that the fixed interest-bearing security holder cannot
have the prospect of profits proportioned to the risk
taken. Investment houses usually know these facts,
but are too often forced to overlook them and to stress
the element of security unduly. If the competition
were not so keen, because of the necessity of feeding
sales forces, the banker rather than the company would
be able to dictate the means by which the financing
should be done.

It is sometimes the case that financing is arranged
for companies in need of money, which concerns would
better serve the community if they were sold to and
became a part of larger units. By this is meant that,
although there is nothing inherently wrong in financing
any worthy enterprise, there are undoubtedly instances
where funds are furnished small plants, public utili-
ties or industrials, whose very size makes them uneco-
nomical to run and risky background for securities.
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Such plants could often better and more cheaply serve
as parts of larger organizations and the investors’
funds could certainly be placed elsewhere with greater
security and larger profit.

Still other faults arise from the present organization
of the investment business. One of these is the ability
of a house to sell the securities of companies in which
it is itself vitally interested. It is in such cases, when
the companies are perhaps in difficulties, that the
dependence upon selling ability becomes most evi-
dently a breach of faith, and sometimes worse than
that.

Two examples of the faults that lie in the present
situation may throw a clearer light upon the subject.
They are not in any way comparable to each other,
but each illustrates in its way the dependence upon
selling forces. In one case the stock of a new indus-
trial was offered. One of the underwriters, by way of
selling argument, related that the president of the new
concern had raised his original capital by bootlegging.
It is a far cry from bootlegging to handling the funds
of honest investors, and it is easy to see to what school
this banker belonged.

The other case is more common and more to the
point. A certain entity desires to borrow on an ex-
tensive scale and offers an issue of bonds for public
bidding. One prominent banking house, evidently de-
siring to identify itself permanently with the financial
affairs of this borrower, makes certain of obtaining that
particular bond issue by bidding not just higher than
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anyone else, but very much higher. Now some of
these banking firms do not make a practice of dealing
directly with the investor, but often have very desir-
able bond issues and it is nothing less than disastrous
to the ordinary dealer in the present system to fail to
be invited to participate in the offerings of such houses.
The bankers proceed in their regular way to offer
participations to dealers, every one of whom knows
that the price is too high, but few of whom, if any, care
to refuse to participate for fear of being denied future
opportunities. This is perfectly all right so far as
the originating house is concerned, for it is not dealing
with the final consumer but with those experienced in
securities who go into the business with open eyes.
But many of the dealers are without the financial
strength necessary to carry their share and are forced
to pass their load on to their clients. Many houses
do thoroughly appreciate that they are simply paying
for future opportunities and place their share of the
offering in their strong boxes and do not attempt to
offer the bonds to investors until market conditions
justify such action. But so many of those as do resell
any of their proportion of the issue merely make their
customers pay for their future business. After the
syndicate has been kept open for a very long time, a
proceeding which does not seem called for and will be
discussed later, the bonds finally have a free market
and seek a lower and proper level.

One other feature seems worthy of consideration.
Sometimes underwritings are more successful than was
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at first anticipated. As orders come in and this seems
to be the case, the books are suddenly declared closed,
the issue announced as sold, and allotments cut down.
The success of the offering has led to a belief that its
price may go up, so the underwriters in this way try
to save for themselves a large block which they hope
to sell at a better price. The result is that quite often
the issue, instead of being widely distributed, will be
closely held by a small number, and the future market
for that particular security is unfavorably affected.
Not only the original purchasers, but those who buy
in the belief that the issue was popular, ultimately
suffer.

Altogether there are many evils in the present meth-
ods of financing industry, and it would be possible
to extend the list of unsuitable types of financing to
greater length. Investment banking does succeed in
mobilizing capital, but there can be no doubt that it
more often than seems necessary gathers together
money for very questionable enterprises and uses types
of securities not fitting to the particular situation.
The point is that the investor must always be on his
guard when, as a matter of fact, he should be able
to put the same confidence in his investment adviser
as he does in his doctor or lawyer.

While the above adopts a critical attitude of the
present system of distributing securities, it is desirable
to explain that while it makes possible the resort to
questionable practices, it is not intended to deny the
fact that there are many very high-grade men in “Wall
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Street,” men who never stoop to these practices and
who criticize them severely. Like any large com-
munity, “Wall Street” contains men of all types, and
on the whole honesty and fair dealing distinctly pre-
dominate. But there are many who could not exist in
the “Street” if the system which now prevails did not
foster and encourage the selling of securities rather
than the competition of service.

The fault lies in the system by which securities are
distributed and in the competition which has grown
up under it, and partly in the attitude of the investor
himself. Where there is so large an element of the
personal equation (and character will always be the
determining factor), it is quite impossible to eliminate
all the evils, but there are some suggestions made in
the following pages which it is believed might lessen
the evils or render them less severe. It is to be hoped
that the issue and distribution of securities can be put
on a firmer foundation of judgment and value and that
dependence on selling ability will become less neces-
sary if not entirely avoidable.

Before proceeding to a possible solution of the prob-
lem, it is worth while to review in some detail the
type of professional service which can be given to
the investor, not only for the purpose of demonstrating
its feasibility, but in order that the solution may take
cognizance of the desirability of giving a professional
service to the buyers of securities.



THE CARE OF INVESTED FUNDS

Mention has been made of the fact that the tre-
mendous flood of securities which has come with the
development of the corporate form of doing business
is gradually tending to place an additional duty upon
the investment banker and broker. This is the care
of the investor’s funds, not only at the time when the
original investment is made, but thereafter. “Wall
Street” is noted for giving advice as to what to buy,
but rarely as to when and what to sell. And yet the
care of securities after purchase is perhaps more diffi-
cult and more important than their original acquisi-
tion, for the reason that conditions change so rapidly
and unexpectedly and the effects are sometimes so
disastrous that the values of securities are materially
changed because the risk has been greatly increased.
It cannot be stated too strongly that the saved-up
capital of the nation is most precious, it must be
directed into channels where it will do the most good
and it must be made to yield a fair return; afterward,
it must be protected and preserved, it must be made
to grow; and, if possible, its purchasing power should
be maintained. The care of capital funds is a trustee-
ship, fundamental and underlying their mobilization
into large amounts for industry.

The proper supervising of money available for in-
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vestment calls for hard work, much study, excellent
judgment and keen foresight. The work involved is
much greater than any person engaged in other pur-
suits can possibly give to it and obtain proper results,
and much greater than is usually undertaken by those
whose dependence rests heavily upon selling ability.
It requires a broad vision of general conditions, some-
thing ordinarily denied the ordinary investor who is
so close to his own business that his judgment as to
general conditions is apt to be warped. This is well
illustrated by the fact, not thoroughly appreciated,
that the worst judges of a company’s securities are
usually the so-called “insiders”; they are more apt
to be sellers at the bottom and buyers at the top than
any one else. And the reason is plain enough. When
they themselves are enjoying good business, and profits
are large, they see through a bright glass, but when
business is bad, to them everything is blue. The
banker, however, has a bird’s-eye view of general busi-
ness and can see the different industries in relation
to each other—he sees the future more than the pres-
ent. The banker can also look at comparative values
and better determine the position a security deserves
in its relation to others. The insider can give infor-
mation, but even he needs the facts interpreted in the
light of general business and security market condi-
tions. Every man needs the matured judgment of a
specialist in securities just as he needs a lawyer for
law or an engineer to solve an engineering problem.
Hie hnaineas mav be booming, and to him there is no
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reason why the stock of his company should not
double in value, but if underlying conditions are such
that the trend of security values is down, his stock
will go with the rest. More than a few fortunes
have been lost because this fact has not been recog-
nized.

The plane which the proper investing of money has
reached was well expressed by Prof. Arthur Stone
Dewing' when he said:

“The general theory of business profits is applicable
to investment; and further the investment of funds
is a real business, subject to the rewards of true busi-
ness foresight and the losses incident to attempts on
the part of the poor business manager to invest funds.
This is not self-evident. The school teacher, clergy-
man, lawyer, dry goods merchant, and shoe manu-
facturer know enough about their own respective
businesses to feel assured that the ordinary uninitiated
could not succeed without long and specialized train-
ing. Yet these same men stand ready to embark on
one of the most intricate of businesses—that of in-
vestment—requiring perhaps the most extensive and
far-reaching specialized knowledge of any profession
or business. To compare intelligently, and with a
degree of insight which makes the comparison some-
thing more than a guess, the credit obligations of Sao
Paulo and the mortgage bonds of the Chicago and
Northwestern Railroad, the debentures of the Detroit

14The Role of Economic Profits in the Return on Investments,”
Harvard Business Review, July, 1923, Vol. 1, No. 4, p. 451,
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Edison Company and the common stock of the Gen-
eral Electric Company requires acumen and a breadth
of knowledge compared with which the ordinary pro-
fessional and business judgments are child’s play.
And yet it is just such specialized knowledge and
acumen which constitutes the business of investment,
a business which many, without training or aptitude,
feel qualified to embark upon with their own savings
and those of their relatives and friends.”

As he brings out so plainly, the selection of a me-
dium for investment, and the watching of it after pur-
chase, can be made only after the consideration of a
large number of factors, all of which should be care-
fully investigated and fully weighed before an issue
is underwritten or any other definite recommenda-
tions are made for the purchase and sale of stocks and
bonds. The work required is primarily the digging
into fundamentals in order to ascertain present and
probable future values (especially the latter), and to
gauge as accurately as possible whether the risk in-
volved is greater or less than the return to be expected.
From the economic point of view, funds should be
placed in the spot where they will do the most good,
and on the whole it will be found that this is the place
where the return is greatest in proportion to the risk.
Naturally, where forecasts of the future must be made,
there is large room for error, and one overlooked fact
is often important enough to change the whole fore-
cast. It is impossible to be invariably right, and any
one person is sure to be wrong very often. This is
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perhaps one of the reasons why there is so much care-
lessness in appraising securities; that is, that one can
be wrong so often it is hardly worth while to make
every effort to be right. But this does not excuse
the failure of those who deal in securities to leave no
stone unturned in order to be as right as often as pos-
sible, and wrong as rarely as possible.

It has been said that investing is a mere matter of
common sense, and so it is. But it is common sense
based upon a knowledge of what constitutes security
values, and such knowledge can only be acquired by
one who is constantly studying securities and condi-
tions bearing upon their future. Investing has been
called an art, and perhaps that is as good a name as
any other. Mr. Morrell W. Gaines in his book, “The
Art of Investment,” brings out very clearly the many
factors which the investor should watch in order to
acquire the art of making his funds grow. It is main-
tained, however, that it is only the very exceptional
investor who can possibly have the training, knowl-
edge, or time required to reduce the hazards of in-
vesting to a minimum and to put it on a businesslike
basis.

Perhaps it is not realized yet how intricate a process
is the selection of a proper investment. It will be
well, therefore, to outline, as briefly as possible, some
of the questions involved, and later, in more detail, the
methods which will probably have to be pursued in
finding the answers. Investing is gradually getting

" '1Ronald Press, New York, 1922.



24 INVESTMENT: A NEW PROFESSION

upon a new plane and drawing away from the hap-
hazard. It is becoming recognized that methods may
be employed which tend to reduce the risk and to put
the handling of capital funds upon a more scientific
and businesslike foundation. These methods make pos-
sible what has been termed a strictly business profit,
that is, a return over and above that which consists
of “pure interest” (interest without risk) plus a
further amount proportioned to the risk. The growth
of the more up-to-date manner of handling invested
funds has given rise to such services as Moody, Poor,
Babson, Brookmire, and others. These rest their
strength partly upon the fact that they have no securi-
ties for sale. The purpose of these pages is (on the
other hand) to attempt to show how the banker and
broker can, by urging a change in our system of dis-
tributing stocks and bonds and by urging the forced
publicity of full information, succeed in putting him-
self in a position to give even sounder professional
advice and service. Even should these aims be not
attained, the success which has marked those who
are adopting up-to-date methods and a definite pro-
cedure in managing security holdings will, through the
influence of competition, force all others to follow sub-
stantially in their footsteps. The following outlines
roughly the ideas which are developing.

The first problem is quite naturally to see that the
investment is secure. To some this means merely a
matter of property value and earning power, but the
new practice calls for much more. It requires a thor-
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ough study of general conditions, of the conditions
within the particular industry in question, and of the
situation within the company itself, to be sure that
there is nothing which would lead to the belief that,
the unexpected excepted, the principal will remain
intact and an income be regularly received or reason-
ably anticipated. This is, of course, done in a vague
way at the present time, but in the future it is prob-
able that much more detailed work will be done upon
these investigations. But this is only the beginning.
Constant study along the same lines must be con-
tinued so that everyv effort will be made to forestall
the unexpected and to meet changed conditions.
Under the heading of general conditions alone we
have to-day a number of questions of extreme im-
portance. For instance, the United States holds
nearly fifty per cent of the world’s gold. What will be
its influence on commodity prices? How will it affect
foreign trade and those dependent on exports for their
prosperity? What may be its influence on future
tariff laws? Here is a fundamental condition which
will probably affect in some manner all our securities,
some favorably and others unfavorably, and some
answer to these questions must be sought. In the first
place, the gold we have is well beyond our needs as
a reserve for our currency; this is indicated by the
large amount of yellowback bills now in circulation.
There has never been a time when this country has
not made use of its available credit resources when
business was favorable. Just now (October, 1923)
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there is great caution due to the memories of 1920
and 1921, but will not our credit facilities be ulti-
mately utilized as they have been in the past? Since
they are more than is needed by the productive capac-
ity of the country, if our credit resources are so com-
pletely utilized, is anything going to prevent another
period of inflation? Is there any method by which
inflation can be prevented? Is not inflation the eco-
nomic method by which the surplus gold supply will
be redistributed to the rest of the world and a better
equilibrium obtained? In other words, will our gold
go out of the country in any other way than in pay-
ment for goods attracted by high prices in this country
or in payment for securities attracted by low money
rates? This is one of the really fundamental ques-
tions of the day so far as securities are concerned, for
if there is to be inflation it is quite inevitable that
fixed income bearing securities should go down, and
stocks of companies which will profit by rising prices
should go up.

Also, if high prices will attract goods to this coun-
try, it would be well to try to anticipate the industries
which will most likely be unfavorably affected, and to
sell the securities of companies in such industries.

Fundamental as this problem is, it is possible to
hazard the guess that not one investor in a hundred
and few investment houses have made a definite at-
tempt to get an answer, and to govern their advice to
the investor accordingly.

There are other problems of the same general
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nature. It is generally believed that sooner or later
a general decline of commodity prices will set in. It
is probably true that in time this will be the case.
Under such circumstances it always takes more care-
ful management to earn money and it grows harder
to pay debts, for it requires more units of a product
to produce a dollar of profit. How many people,
recognizing this, have laid their plans to eliminate
from their lists the bonds of small industrials due ten
or fifteen years hence? There is the problem of labor
and its apparently increasing cost. Must we have a
pitched battle with labor to get wages down, or will
labor-saving devices and increased efficiency bring the
lower cost per unit of output? Under general condi-
tions we have also a survey of the banking situation,
the productivity of industry, the supply of com-
modities and of labor, the transportation situation,
prices, etc.

A study of these factors is part of the study of the
business cycle. Since there is growing a tendency
toward investing money in accordance with the cyclical
movement of business, it will be pertinent to discuss
this subject in greater detail in another chapter.

With a clear picture of general conditions it is then
necessary to study separate industries. For instance,
those who, shortly after the depression of 1921, delved
deep, easily foretold the prosperity of the sugar pro-
ducers in 1923. It was plain at that time that, due
to the low prices then prevailing, cane plantings in
Cuba were small and the beet sugar producers in this
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country were curtailing. It was then very evident
that a short crop was going to come and that those
companies which were strong enough to survive the
depression would ultimately make large profits. At
the same time it was clearly evident that the fertilizer
companies were in for a long struggle; the burden put
upon this industry by the necessity of carrying the
farmer was one which would unquestionably prevent
the resumption of dividends for a long period. Just
now, before buying copper stocks, it seems important
to determine the influence of the low cost South
American mines on the domestic producers. In other
words, even though general conditions point to a
favorable investment period, not all industries will
necessarily be attractive channels for investment
funds.

Coming now to the question of the specific corpora-
tion whose securities are to be considered, after having
come to a conclusion as to whether general conditions
and those within an industry support the belief that
money can well be invested, it is, in the case of a new
issue, necessary to discover whether that particular
corporation is sound enough to assure the safety of
the principal and of the income of funds placed
therein. This is axiomatic. But again, this is not
enough. There should be made as careful a study as
possible of the available data about other companies
in the same industry so that there may be a founda-
tion for a judgment as to comparative values. When
it is a question of investing in seasoned issues such a
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comparative study is required before there can be
selected that issue which seems to give the best pros-
pects in proportion to the risk to be taken, and such
a study is even more essential in order to minimize the
risks of stock investments and speculation.

To assist in making an investigation of the relative
standing of various companies within an industry,
there is available a mass of statistical information
from which those who have the training and knowl-
edge can obtain a great deal of value, but this should
be supplemented by something more. Any one who
goes thoroughly into all the figures offered will find
much that he does not understand, and many ques-
tions will naturally arise. These ought to be answered,
and they can only be answered by those thoroughly
familiar with the corporation’s affairs. In brief, some
one in the company should be asked to answer the
questions and to amplify the information. Unex-
plained figures can sometimes lecad one far down the
wrong path. A case comes to mind which illustrates
this point. A prominent investment service compared
two companies in the same industry. It will be con-
venient to designate these as “A” and “B.” After re-
viewing the balance sheets of the two concerns, this
service pointed out how little working capital was
possessed by A compared to B and suggested that
the stock of this company should, therefore, be sold
and replaced by that of B, which, as evidenced by the
figures, was in far better position to continue divi-
dends than was A. Another person, however, in an
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independent study noticed that A carried in its bal-
ance sheet, but not as part of its working capital, an
item of some ten million “investments” without dis-
closing what these were. He proceeded to ask an offi-
cial of the company what made up the item and was
informed that it consisted of United States Govern-
ment bonds. The company’s liquid capital was, therc-
fore, not only ample, but far exceeded that of B. He
made a recommendation the reverse of that of the
service and was rewarded by seeing A gradually draw
far above B. It is evident that a careful study cannot
stop with a single scanning of published figures, but it
must be known what they mean. Usually company
officials are willing to give the called-for help, but
occasionally they are not. In the case of the latter,
their securities should no longer be considered but
placed upon the list of those about which insufficient
information is obtainable on which to form a sound
opinion as to their worth. There are too many other
fish in the sea, and besides, under present-day condi-
tions, it seems wise to know a few securities very well
rather than to have a little knowledge of many.

So much for determining the choice of the securities
themselves. The next problem is to select from a
list so set up those which are suitable for the par-
ticular person whose money is involved. This calls
for a consideration of many personal factors such as
the size of his or her income so that full allowance
may be made for taxes to be paid. The source of the
income should be known for the same purpose and
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for the purpose of determining whether a rising cost
of living is likely to be compensated for by increased
income from business, or should be allowed for in ar-
ranging the security list. The age of the investor is
generally a determining factor in the choice of bonds
and stocks. It is naturally important also to know
what securities are already held so that proper diversi-
fication as to type, industry and geographical location
can be obtained. On the whole, the financial adviser
who intends to do his job up brown, and to leave no
stone unturned in giving a truly professional service,
will need the full co-operation of the investor and
should have all the information necessary to the form-
ing of a judgment as to what securities it is proper
for the buyer to have.

There are many who will object to giving such per-
sonal information to their bankers or brokers. This is
because the atmosphere of professional relationship is
lacking. The investor should realize that such data
is in many cases far less personal than that which he
gives to his doctor or lawyer, and that it is just as safe
in the banker’s hands, if the banker or broker has been
carefully chosen, as it is in the hands of any profcs-
sional man.

Earlier in this discussion it was indicated that the
selection of a medium for investment was only a be-
ginning and that, over a period of time, the banker
should use every effort to watch over the investments
in order to maintain the capital intact, to try to make
it, grow, and, finally, to attempt to maintain its pur-
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chasing power. This latter subject must be treated
in the discussion of the relation between investment
and the business cycle. Merely to maintain a princi-
pal fund, however, requires something more than a
careful primary selection. There are those who have
never bought anything but the most gilt edge bonds
and have put them away and forgotten them. They
have felt that they were most conservative and far
from speculating, but recent years have proven the
reverse; they were worse than speculating, for that
means the use of foresight; they were gambling that
conditions would not change.

One such man retired from business, put all his
fortune in the highest-grade securities, turned these
over to his bank for safe-keeping and the collection
of his income, and devoted his time to philanthropy.
Conditions changed; costs and prices began to rise;
certain companies in splendid shape when he bought
the securities were in the hands of receivers ten years
later; the principal was severely reduced, and the
purchasing power of the income left to him was cut
in half. Had he watched his securities, or employed
another to do so, he could have counted his savings in
the hundreds of thousands, and it is probable that he
could have, by judicious shifting of investments,
largely compensated for the rising cost of living.

The question of selling securities in order to pre-
vent a loss brings up a psychological problem. It is
only too often that, in order to improve an investment
list by shifting from one security to another, it is
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found necessary to sell at a loss. A large percentage
of investors hesitate to sell at a price lower than that
paid even though they are trying to prevent a larger
loss which is clearly indicated. It cannot be ex-
pressed too strongly that the price paid for a security
has not the slightest bearing on whether it should be
sold or not. That depends entirely upon the future
outlook, and if by selling and reinvesting the money it
can be made more secure, that is the thing to do re-
gardless of the price to be obtained for the securities
disposed of. It is unfortunately true also that bank-
ers and brokers hesitate to advise taking losses in
securities which they have previously recommended,
for it is tantamount to the admission of an error.
Investors should realize, however, that where there is
so large an element of forecasting as there is inevitably
in investing, it is impossible to be infallible. They
should consequently be broad enough to encourage
the best advice, and blame those only who quite evi-
dently gave their original advice without sufficient
care and study. In general, it may be said that the
failure to take losses while they are still small is
probably the greatest cause of the losses made in
stocks and bonds.

It has been said that the only purpose of invest-
ment is to “buy an income.” In turn, it may be asked,
an income of what, dollars or what dollars will buy?
The true art of investment includes something more
than the mere buying of bonds and stocks and then
forgetting them, and it includes something more than
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security of principal and income. Stocks and bonds
do not stay long on a level. Therefore, if not bought
with a reasonable expectation of appreciation, there
is probably more than an even chance of depreciation.
The soundest recommendation to an investor will, as
a consequence, be found to have taken this into con-
sideration. There will, of course, always be a solid
background of bonds which will be under constant
supervision and shifted from one issue to another as
conditions warrant. A well-balanced list will also in-
clude a percentage of sound dividend paying common
stocks, carefully selected and bought only at the right
time. Many will look upon the purchase of common
stocks at any time as rank lack of conservatism, but
with proper investigation, constant watching, and their
purchase at a definite point in the industrial cycle,
common stock investments are far less unconservative
than buying bonds and then forgetting them. In fact,
handled in such a manner the risk is not only small,
but they can be made a great source of profit. Inci-
dentally, it is equally imperative that at another and
equally right time such stocks must be sold.

The varying trend of money rates makes it possible
also, by shifting on appropriate occasions from long-
time to short-time bonds, and vice versa, to main-
tain that part of the principal invested in bonds and
to assist in its growth. The ability to use short-time
bonds in preserving the principal arises from the fact
that as a bond nears its maturity date, changes in
money rates cause less fluctuation in its price. In a
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5 per cent bond market, a 5 per cent bond due fifty
years hence will sell at par, as will also a 5 per cent
bond due in two years. Should a 6 per cent bond
range succeed, the bond with a fifty years maturity
would sell at about 84.20 and the two year bond at
98.14, a loss of 153 points in one case against only
1% points in the other. In a 7 per cent money market
the respective prices would be 72.34 and 96.33, show-
ing even more clearly the saving in principal which
can be made through judicious shifting from long-time
to short-time bonds when rising money rates are
clearly evident. The reverse trend of money rates
quite naturally gives an equal opportunity for profit.

All of these things require much time, effort, study,
training, and patience on the part of both the banker
or broker and the investor, and it is certainly not the
role of the lazy person. It seems evident that al-
though forecasting, with all its chances of error, is
necessary, any deviation from the course outlined, or
any attempt to short-cut, make investing by that
amount haphazard.

It will be said that this type of service is given by
the so-called investment “service,” and much better
than the banker can do it. Such an argument is based
largely upon the fact that the “services” have no
securities for sale and are consequently unprejudiced.
But as bankers and brokers equip themselves to give
this service, it will be found that they can be as rea-
sonably unprejudiced as any “service” and have great
advantages the latter do not possess. In the first
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place, these organizations do not have the intimate,
personal, rather professional, relations which the
banker or broker can have with his client. Secondly,
these bodies do not investigate the individual com-
panies as thoroughly as a banker can and should do,
and in his underwritings he can get much information
not available to the “services.” Further, the banker
can give an additional service based upon the knowl-
edge of market conditions surrounding particular
securities. His aim should be to know a moderately
diversified list of securities very well, rather than to
have a smattering of knowledge about many. Finally,
the “services” are available to the banker and he can
add his own to theirs.

It should be clearly evident that only those with
a high degree of knowledge and training can do justice
to the savings of the nation and that the care of in-
vested funds is an intricate matter requiring the same
deep study of general conditions, of industries, and
of companies that is necessary before an underwriting
can properly be undertaken. And this study must
be continuous so that untoward and unexpected
events may as far as possible be provided against and
the principal of a fund maintained and enlarged.
There is, in addition, reason to believe that a thorough
supervision of capital funds will be able to give the
income a more stable purchasing power.

The foregoing will indicate that perhaps there is,
after all, something new in the methods of choosing in-
vestments and watching over them. There is gradu-
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ally arising a new science, that of the interpretation of
business statistics in the light of economic knowledge.
Or rather, it might be put, there is emerging from the
use of business statistics a more scientific political
economy. And with it is coming its application to
the field of securities.



THE ANALYSIS OF GENERAL CONDITIONS

The background of all investing is a thorough
knowledge of the basic underlying conditions, those
which are so powerful in their effects that they will
influence the whole trend of the business cycle, that
is, they may either retard the development of the
cycle or hasten it. To get at the root of these ques-
tions requires a firm grounding in economics, and a
thorough understanding of the cyclical movement of
business.

It seems little short of extraordinary how little
economic knowledge the general run of business and
professional men have. Everything that is bought
or sold and nearly everything that an individual
does is governed in some manner by economic laws,
and yet very few have any idea that this is the case
or know how current conditions will affect them.
Most men have some hazy idea of the “law of supply
and demand,” of “over-production,” and many have
heard that there is a “business cycle” but just what
these things are, and what relation they bear to busi-
ness or securities, is only beginning to be appreciated.
In general, the economist is looked upon as academic
and, on the whole, impractical, and his work is spoken
of more or less slightingly. Fortunately, there is on
the way a greater appreciation of his worth and prac-

88
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tical value to the business world, and in many places
there is appearing an increasing desire for economic
knowledge. It is noticeable that many banks now
have on their staffs, and in some cases in the position
of high executive responsibility, a man trained in the
study of economics. It is noticeable, too, that many
business executives are giving time to its study and in
some cases are making good use of the economist.
And it is an excellent thing, for as economic knowl-
edge spreads, there will come a better realization of
exactly where each stands in relation to the other
parts of the industrial machine, and there will come
a better understanding of the problems of others. It
is not too much to say that as economic knowledge
becomes more universal it will bring greater stabiliza-
tion to industry and a leveling off of the peaks and
valleys of booms and depressions.

Perhaps the outstanding difficulty arising from
ignorance of economics is the passing of legislation
which interferes with the free action of economic law
or sets into action results which only the economist
can foresee. As a general proposition it can be said
to be almost axiomatic, that whenever there is put
upon the statute books a law which is contrary to
sound economics, the result is worse than the situation
which our high-minded legislators were trying to
mend. Not only do the people as a whole suffer as
a consequence, but the very ones whom the law was
designed to help suffer with the rest. It is probable
that many volumes could be written giving in detail
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the laws which have had such results. There is one
of the kind proposed now, the soldiers’ bonus. Should
it pass there will probably follow a considerable up-
turn in business, depending, of course, upon the man-
ner of payment, but the probabilities are that the
man who receives the bonus will pay for it hand-
somely in higher prices, higher taxes, and ultimately
in loss of work. If our legislators were endowed with
some knowledge of economics, and were prepared to
use it, the country might be spared what may turn
our to be a very dangerous thing. They might well
study Emerson, whose advice was that,

“Wealth brings its own checks and balances. The
basis of political economy is non-interference. The
only safe rule is found in the self-adjusting meter of
demand and supply. Do not legislate. Meddle, and
you snap the sinews with your sumptuary laws. Give
no bounties; make equal laws; secure life and prop-
erty, and you need not give alms. Open the doors
of opportunity to talent and virtue, and they will do
themselves justice, and property will not be in bad
hands.”

Illustrative of the influence of a vague knowledge
of economics upon business and security judgments,
there can be listed a number of opinions which are
widely held and which have been based upon a mis-
conception of the true significance of certain factors
in the industrial situation. During the summer of
1923 the United States saw, for the first time in years,
an excess of imports over exports. This was at once
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interpreted as a very unfavorable turn of affairs.
Little notice was given to the fact that the excess of
imports was due to a growth in the volume of incom-
ing goods rather than to a substantial falling off of
exports. Nor was there general realization of the fact
that the large importations were in themselves a good
measure of our very prosperity. Exports may tend to
help our prosperity, but they are a better measure
of the buying power of others than of our own, and in
like manner imports are a measure of our ability to
buy and of our prosperity. It is worth noting, too,
that the larger imports came mainly from Asia and
South America and consisted of commodities which
we do not produce or produce only in insufficient
quantities and which, therefore, do not compete with
our goods. The higher standard of living in the
United States and its enormous buying power was
reflected in enormous imports of silks, tea, coffee,
sugar, etc. The purchase of these goods has enriched
other countries and has enabled them to buy either
here or in Europe, thus assisting that continent back
on its feet. The United States will be more prosper-
ous with a large volume of trade—both exports and
imports—than without it, and since she has the larg-
est buying power at the present time she holds the
means to restart the world economic machine. That
she should be importing large quantities of things she
does not produce does not, therefore, seem to have any
very unfavorable significance, but rather the reverse.

Another fallacy of the day is the widely held atti-
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tude toward labor. It is said that wages are so high
that it is impossible to do business profitably until
wages come down. Some go so far as to predict a
pitched battle with labor. The truth of the matter is
that we have limited the growth of our supply of
labor by severe restrictions on immigration. Labor
may not be a commodity, but the price of labor is
nevertheless largely governed by the supply and de-
mand for its services. Having limited the supply, it
is natural that its price should go up. In combating
the effects of the situation thus brought about, the
ordinary man thinks only in terms of price rather than
cost. The way to meet the situation, and the way in
which it will undoubtedly be met, is to reduce the
labor cost. This will be done by improved machinery
and greater efficicncy, and as labor produces more it
will, as it has always in the past, get a larger share of
the production. What is possible along these lines
can be illustrated by two examples. There is a fac-
tory near New York which in 1920 was turning out
12,000 units of its product in a given length of time
with, roughly, 750 workers. The factory is now mak-
ing 17,000 units with 525 men. The present labor is
receiving practically the same wages as those paid in
1920, but it is hardly possible to say that the labor
cost is as high. The New York, New Haven and
Hartford Railroad has published some figures of the
same character.® In 1916, the road required 107,000,
000 man-hours to handle its traffic and, in 1917, 120,

! Commercial & Financial Chronicle, Vol. 117, p. 1885 (Oct. 27, 1923).
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000,000 man-hours. In 1922, the road carried more
passengers than in either of the two earlier years,
carried more freight measured in revenue ton-miles
than in 1916 and almost as much as in 1917 with
89,000,000 man-hours. There seems little likelihood
that there must be a pitched battle with labor in order
to get labor costs down. The cost will be reduced but
not the price, that is, wages.

The farmer’s situation is somewhat similarly judged.
Recently a New York newspaper had two columns
side by side. The heading of one read in substance,
“Farmers’ Purchasing Power Hurts Business”; the
other, “Sales of Mail-Order Houses the Greatest in
History.” As the farmer is the main customer of the
mail-order houses, both could hardly be accurate; and
yet it is generally accepted that the farmer is too poor
to buy. Let it be granted that the prices for farm
products have been low and that this large part of our
purchasing power is impaired. Is that any reason why
he shall call for a reduction in the prices he must pay
for the services he receives, for instance in the price of
transportation for carrying his products to market? Is
not the answer to the farmers’ problem the same as
that of the manufacturer: reduce the costs by im-
proved methods and increased efficiency of production
and marketing rather than by forcing others to give of
their time and capital for an unfair return?

Europe is another subject about which there is much
discussion and unsound opinion. It is said, for ex-
ample, that since the mark has gone to virtually noth-
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ing, Germany has no buying power and that it will be
years before she can recuperate economically; Ger-
many is obviously going the way of Russia, is the cur-
rent thought. Such a belief rests upon the failure to
differentiate between the economic situation and the
fiscal. Money is a medium of exchange which, to be
an effective instrument for this purpose, must have a
stable value. The constant adding to the volume of
currency and the inability to exchange it for gold has
reduced the value of the mark as a medium of ex-
change. This has, of course, greatly complicated the
interchange of goods within the country and between
the citizens of Germany and those of other nations.
Consequently, it has had some effect upon its present
economic situation. But the purchasing power of a
country lies in its ability to produce, and this is where
Germany differs from Russia. In the latter country,
by the introduction of unsound economic doctrines
which curbed initiative, the productive capacity has
been severely damaged, but in Germany, the produc-
tive capacity has in the last two years, if anything,
been largely increased. When the smoke clears away
it will probably be found that that country, regardless
of the currency situation, is economically strong. It
is not unlikely that Europe as a whole can be compared
economically to the United States in the early part
of 1922. The productive power is there, liquidation
is complete, and there has been a long period of under-
production. The men who direct business affairs, how-
ever, are not prepared to assume the risk of com-
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mencing operations while the political uncertainty
continues. When confidence is restored, the economic
progress of Europe will probably be amazing.

Over-production is a word which is currently much
misused and gives rise to false economic notions. It
can be stated that there can be no such thing as gen-
eral over-production, for the desires and needs of the
people as a whole can never be filled. There can, how-
ever, be ill-balanced production; that is, the produc-
tion of one type of goods can be larger than can be
absorbed by the people who are not producing enough
of other things to pay for it. Over-production is, there-
fore, a situation which can arise in particular industries
but not for industry as a whole, and can quite properly
be called under-production of other things rather than
over-production of the article in question.

These are some of the problems which are more or
less widely discussed. There are others, however, of
fundamental importance which at this time are heard
of less, but which will have a large bearing upon the
future of business and of security values. It has been
pointed out how important is the fact that the United
States holds nearly fifty per cent of the world’s gold.
This amount is largely in excess of that needed to give
us a reserve to support the credit resources necessary
for our productive capacity. Any use of it beyond that
limit will almost surely lead to speculation and rising
prices, ordinarily called “inflation.” So far, the situa-
tion has been handled admirably, not only by the
Federal Reserve Banks, but by business men as a
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whole. As we draw further away from 1921, will busi-
ness caution become less? Will politics interfere with
the orderly working of the Federal Reserve system?
These are questions which only the future can answer,
but anyone who holds securities should keep on con-
stant watch to see what the trend of events will be.
It is known that, so far, this country has never failed
to use its credit resources in full when the time was
favorable. It is fairly sure, too, that the only way the
gold can be reduced to a more normal amount will
be by the purchase of goods attracted to this country
by an inflated price level. The exception would be
through the purchase of foreign securities which the
American investor has not yet been educated to buy.
It is possible that careful handling will keep the gold
from use until such an education is completed. In the
meantime, the sharpwitted investor will be prepared
to rearrange his holdings to fit the event.

Another underlying factor of importance is that the
United States is to-day a creditor nation. This means
that we are owed large sums of money for the payment
of which we must be prepared to accept gold, securi-
ties, goods, or services. Some look upon it as a sure
sign that the country will be flooded with goods in
competition with our own. The tariff, which is elastic,
will probably be an effective barrier to such com-
petitive importations. But we probably will receive
large payments, via the tropics and Asia, in goods
which we do not produce. It may have some effect
upon our exports, but this is a growing nation of
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110,000,000 people who are requiring always a larger
share of our own production. In fact, our imports of
food stuffs, sugar, bananas, tea, coffee, etc., have for
some time been increasing and are probably now in
excess of our exports of wheat, corn, meat, etc. Our
export trade is probably not more than seven or eight
per cent of the country’s business turnover in any case.
So, except for a certain few industries especially depen-
dent upon exports and which, like copper, may have
serious competitors, the fact that this is a creditor
nation should not spell ruin to our prosperity.

Of wide importance, too, is the efficiency of the
transportation system. Our productive capacity may
be great and our purchasing power large, but if goods
cannot be exchanged, business will suffer. It is conse-
quently of importance to one who would keep close
tabs on general conditions to constantly watch the
efficiency of the railroad plant and anything which will
affect it. Suppose railroad rates were to be reduced to
a point where the operation of the carriers would prove
unprofitable—and rates are not far from that point
now—it would be quite natural to sell railroad securi-
ties. But if the roads are not going to build and are
not going to have the inducement necessary to initia-
tive and efficiency, the whole industrial system will
suffer and industrial securities, too, might as well be
sold.

So much for the general economic background.
These questions are of more or less continuing impor-
tance—until settled one way or the other. There is
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yet to consider the business cycle about which there is
some general knowledge, but not enough to assist in its
use in forming a judgment as to general conditions, the
times to buy and sell, and the types of securities to
hold during particular phases of the cycle. It may be
said that the average man thinks of the business cycle
as the alternation of booms and depressions in a rather
regular period of time. To form a clearer idea of the
phenomenon of the cycle, it is better to say that it con-
sists of a fairly regular sequence of economic events
which cause a depression to emerge into prosperity
and a period of prosperity to develop into a depression,
but the time between the two points is irregular and
affected by many things.

There are many theories as to the cause of the cycle.
Beveridge ascribes the rise and fall in the volume of
business to competition, to the attempt of many to
fill at one time a limited demand, bringing over-pro-
duction;* May, to increasing productivity without a
corresponding rise in wages to maintain a sufficient
purchasing power to use the output;® Hobson, to over-
saving which brings about over-expansion of industry
and glutted markets;* Aftalion, to the effect of general

! The summaries of business cycles referred to were taken from Mr.
Wesley Claire Mitchell’s “Business Cyecles, ” (University of California
Press, 1913), pages 5-18, in which will be found brief descriptions of
these theories, except that of Mr. Henry L. Moore.
*W. H. Beveridge, “Unemployment,” ed. 3 (London, 1912), Chap.
IV.
!R. E. May, “Das Grundgesetz des Wirtschaftskrisen” (Berlin,
1902).

¢ “The Industrial System” (London, 1909).
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over-production in reducing the social use-values of
the whole mass of commodities offered for sale;® Bou-
nitian, to over-capitalization in times of prosperity;®
Spiethoff, to the ill-balanced production of industrial
equipment and complementary goods;” Hull, an Amer-
ican, to high construction costs;® Lescures, to the
variations in anticipated profits;® Veblen, to the dis-
crepancy between prospective profits and current capi-
talization;** Sombart, to the uneven expansion in the
production of organic goods, dependent on harvests,
etc., and inorganic goods;** Fisher, to the tendency of
money rates to lag behind changes in the price level ;**
Carver, to dissimilar fluctuations in the price of pro-
ducers and consumers goods;** and, more recently,
Moore has attempted to demonstrate an eight-year
cycle caused by non-economic causes, probably astro-
nomical, and possibly traceable to the influence of
Venus.**

§ A. Aftalion, “Essai d’une théorie des crises générales et périodiques”
(Paris, 1909).

¢ M. Bouniatian, “Studien zur Theorie und Geschichte der Wirt-
schaftskrisen” (Munich, 1908).

7 Published in Schmoller’s “Jahrbuch fur Gesetzgebung.”

8 George H. Hull, “Industral Depressions” (New York, 1911).

¥ Jean Lescure, ““ Des crises générales et périodiques de surproduction”
(Paris, 1907).

10 T. B. Veblen, “Theory of Business Enterprise” (New York, 1904).

11'W. Sombart, “Schriften des vereins fiir socialpolitik.”

12 Irving Fisher, “The Purchasing Power of Money” (New York,
1911).

BT, N. Carver, “A Suggestion for a Theory of Industrial Depres-
sions,” Quarterly Journal of Economics (May, 1903).

14 Henry Ludwell Moore, “ Generating Economic Cycles” (New York,
1923).
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Probably the most painstaking and most scientific
investigations of these theories have been made by
Prof. Wesley Claire Mitchell, now with the National
Bureau of Economic Research, and by Prof. Warren
Persons of the Harvard Economic Service. Professor
Mitchell investigated the trend of many business fac-
tors in the United States, England, France and Ger-
many from 1890 to 1913, and it is quite remarkable,
and some proof of the soundness of his theories, that
even during such an abnormal period as we have had
since the war, the trend of economic events remained
practically unchanged. To describe the business cycle
in the clearest manner will be best accomplished by
tracing the course of a typical swing from depression
to depression.

During a period of bad business, consumption con-
tinues at a pace which, while less than during pros-
perity, is not so far reduced as is production. The
cutting down of production has thrown many men out
of work, the efficient only are retained and, jobs being
scarce, they work harder. Shorter hours have added to
labor’s efficiency. The inefficient plants have been
shut down. The prices of raw materials have fallen
further than have the selling prices of finished goods.
Spare time has given an opportunity to repair plants
and put them in good shape. As consumption took
the excess stocks of goods left after the boom, loans
have been paid off and money has accumulated. Lower
prices make it possible to do such business as is being
done with a smaller use of credit, and money rates tend
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downward. On the whole, it is found that costs have
gone down much more than selling prices, and the
range between the two is wide; the profit per unit of
output is large. But the volume of production is not
large enough to make total profits carry the overhead.

This condition may last for a long or a short period.
In time, something happens to bring greater confi-
dence. Perhaps builders have found money rates low
enough to be attractive for long-time borrowing for
building purposes. Possibly, as in 1921, this 1s accom-
panied by another event such as a short cotton crop,
bringing a sudden turn up in the price of that staple,
thereby restoring the purchasing power and confidence
of the South. Somewhere some one begins to do a little
more business and in turn begins to buy from others.
Gradually this seeps through the economic structure
until confidence is completely restored and business
increases in activity. The volume of manufacture
rises, but the costs still remain low. Overhead is being
covered, however, and a profit is being made. More
men are taken on, but these remain relatively efficient.
Slowly and gradually the activity increases. Prices of
raw materials rise, wages rise, and selling prices rise—
more slowly. The higher prices as well as the greater
activity adds to the needs for credit and interest rates
rise. Later more men are taken on and these are the
inefficient ; men become less afraid of losing their jobs
and the output per man becomes less. The inefficient
plants are opened and men are worked overtime. Costs
have risen greatly and much less than selling prices.
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Although the profit per unit has now become small,
the very heavy volume of production yields large total
profits and everyone is cheerful. Money has come into
increased use, especially to carry goods made for stock
in the anticipation of selling on a rising market. Pro-
duction becomes ill balanced. The bank reserves have
been depleted and money has become not only costly
but hard to get. Some loans are not renewed and goods
are forced upon a satiated market in order to supply
the funds for payment. Selling prices begin to decline
and it is difficult to sell on a falling market. Business
is found to be operating on a very low profit per unit
and the moment the volume goes down profits begin
to vanish. Then comes the period of liquidation
where the buyer makes the market and the sellers
compete for his patronage. Each industry reacts upon
the others, employment decreases, purchasing power
declines, each in turn impelling the other downward.
This situation continues until consumption has taken
up the slack where it exists and confidence has
returned.

Such is the general outline. On the average the
length of a cycle in the United States has been from
three to four years, with major cycles approximately
ten years apart. But it is the sequence of events
which is important rather than the time, for wars,
politics, good or bad crops, and other happenings of
a fundamental nature may halt or hasten the develop-
ment of the cycle. It is also possible that the now
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strong centralized banking system in the United States
may tend in normal times to lengthen our cycle.

The investor is, of course, interested in profits, for
therein lies his surety of income, whether interest or
dividends. But he is also decidedly interested in
money rates, for these largely govern the selling price
of invested capital. The interest rate is a reflection
of the demand and supply of credit and influences
the selling price of securities in two ways: First, the
selling price of securities moves in the opposite direc-
tion to interest rates. This is more or less obvious and
thoroughly appreciated, for in a five per cent money
market a security paying five per cent will sell at par,
but the same security paying the same dollar income
in a six per cent money market must sell at a lower
price to yield six per cent, and at a higher price should
interest rates go, say, to four per cent. Secondly, there
is the indirect manner by which interest rates affect
the selling price of securities. When interest rates are
low, it denotes a lack of demand for credit, and a
plethora of funds with which to buy securities; and
when interest rates are high, it indicates a heavy
demand for credit and the lack of it for use in the
security markets. It is of especial importance to follow
the cyclical action of money rates and their influence
on security prices.

It was pointed out that during a depression money
accumulated and became a drug on the market. The
banks cannot lend it to business for industry is busy
paying off loans rather than borrowing, and the banks
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are rather nervous about lending to industry in any
case. The rates for money for short-time borrowing
are low. To keep their available funds fully employed,
the banks have only one recourse and that is to buy
bonds. It is generally the case also that bond yields
are higher than the rates for short-time loans, and
this is quite naturally an added inducement for placing
money in the bond market. Bonds consequently begin
to rise. Incidentally, the prevailing pessimism causes
the flow of the largest part of such money as is avail-
able for investment into the bond market and gives an
added impetus to the rise. Even after confidence has
returned, interest rates continue to fall, for the increas-
ing activity of business has allowed the more com-
pletely tied up loans to be liquidated, and those that
have no loans have cash in sufficient amounts to carry
the added business being done. Interest rates continue
to fall until the activity of industry and trade reaches
the point where new borrowings exceed in amount the
loans being paid. When this turn comes, not only
does the tendency for money rates to harden appear,
but the banks, having other outlets for their available
funds, are no longer dependent upon the bond market.
While there may be a continuing large demand for
bonds from insurance companies and the general
public, and quite likely some speculation tending to
give momentum to the rise in bond market, the turn
in interest rates, which is coincident with the end of
bank buying, marks the top of the rise in bond prices.
From this point on, this market is under the pressure



THE ANALYSIS OF GENERAL CONDITIONS 45

of rising interest rates caused by heavier credit de-
mands due both to more active industry and higher
prices. The banks have begun to sell bonds to provide
the funds for commerce. Later the rising cost of
money leads to the additional pressure of sales by
corporations and individuals who would rather realize
on securities than pay the going ratc for money at
their banks. In time such a movement may be cul-
minated with the forced sale of securities in order to
pay off bank indebtedness or to protect high cost
inventories from forced sale.

So much for interest rates and bond prices. The
rates for money have a more or less similar influence
on the prices of stocks. At the bottom of a depression
stock prices are low. After a period of some months
of rising bond prices, and in the case of certain very
high grade stocks almost coincident with the rise in
bonds, there usually begins an upward movement of
stocks. This movement is led by those stocks on which
the dividends appear to be safe, in spite of a period
of low or vanished profits. Money rates being low
and money easy to borrow, it has become a profitable
operation to buy stocks which are yielding anywhere
from 6 to 10 per cent and to carry them on borrowed
money with an outlay of interest of 4 per cert or less.
The gradually returning confidence leads also to a
reappraisal of the risk involved in such purchases
and the premium over pure interest declines, adding
further impetus to the rise in stock prices. The move-
ment of stocks is given momentum at this point by
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the purchases of those who have sold short and have
overstayed their market. The primary rise in stocks
seems, therefore, to be due first to low money rates
reacting favorably on stocks with reasonably assured
dividends, to gradually increasing confidence in the
business outlook, and to the purchases of those who
sold in the expectation of a further decline in stock
values. With more thorough restoration of confidence
the movement broadens and purchases are made in
the belief that increasing profits will bring greater
value to the equities in companies which seem to be
headed for an era of prosperity, and much money is
borrowed for the buying of the stocks of such concerns.
When money rates have begun to turn up, this is taken
as indicating the increased use of money in business
and as an added reason to be hopeful regarding the
outlook for profits. Higher money does not, therefore,
have the immediate effect upon stocks that it does
upon bonds. In fact, the hoped-for return from stocks
is well above the rates which even now must be paid
for carrying stocks on borrowed funds. Later, how-
ever, the demand for money for use in commerce and
industry reaches the point where the banks no longer
desire to sell bonds in order to fill the needs for credit.
They then begin to discriminate against loans made
against stocks as collateral. The interest rates charged
for such loans rise and it becomes a less profitable
business to buy stocks on borrowed money. At the
same period, there is probably some selling of stocks
by those who earlier sold bonds in order to get money
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to be used in business without going to the banks. On
the whole, the stock market begins to disgorge the
funds it has been using so that industry may have the
money. A liquidating stock market is then commenced.

The new business publication, “The Harvard Busi-
ness Review,” has on its cover the motto, “In industry
and commerce all things are become new.” Undoubt-
edly, this refers to the fact that there is slowly emerg-
ing a more scientific method of running industrial
concerns based upon the use of business statistics and
economic training. It would be difficult to impress
an old-timer with the soundness of the use of such
academic means of controlling a business organization,
but the fact remains that it is being done with marked
success and with impressive results upon the income
account, which, after all, is the final test.

It has been stated that the industrial cycle is more
than anything a matter of the sequence of economic
events. The study of business statistics is to-day
concerned with the discovery of the details of these
sequences and the relations between the individual
parts of the economic machine. It is broadly known,
of course, and this is the general basis of the Harvard
LEconomic Service, that speculation forecasts the ac-
tivity of business, that the activity of business forecasts
the rates for money, and that the latter are a reason-
able forecast of speculative activity. Various indi-
vidual indices reflecting these broad movements have
been set up. For instance, the index of speculation is
a weighted index made up of bank clearings in New
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York City and individual stock prices. The index of
business activity contains figures for bank clearings
outside of New York City and an index of commodity
prices. Finally, the demand for money is measured
by the rate for 60-90 day commercial paper and the
rate for four to six months paper. These series have
been investigated over a long period of time, their
seasonal movements studied as well as the long-time,
or secular, trend, so that allowance may be made
for such movements in the interpretation of current
changes. Not only are these indices studied in their
broad aspects, but individual series are being studied
in relation to each other.

The application of such studies is being made to
specific business concerns. Many are studying their
position in the general business cycle to discover
whether they precede or lag behind industry as a whole
in its rise and decline. They are getting a clearer idea
of how their raw materials run in relation to general
prices, how their sales move cyclically, and how their
selling prices move in the cycle of wholesale or retail
price movements. They are making the same investi-
gation of their costs, wages, etc. Many have also
found it useful to compile their figures and to have
them studied in connection with the figures of other
concerns in the same business, the results being pub-
lished for the mutual benefit of all. The American
Telephone and Telegraph Company employs a large
staff of statisticians who are engaged in studying every
aspect of the telephone company’s business. They
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have even charted the activity of business in separate
sections of the United States in order to discover
whether there is any order in which the various parts
of the country recover from a depression or culminate
a period of prosperity. The head of one large manu-
facturing company has stated that until a few years
ago it was more or less inevitable that they should
have inventories when they were not wanted and none
when they were wanted. Now, however, by the use
of business statistics, by the study of the various
phases of the company’s activities in relation to the
cyclical movements of general business, they have
been able largely to rectify this situation. In fact,
he went so far as to say that in 1922 they were able
to forecast their probable sales within one-half of one
per cent of the actual sales made. It is inevitable
that under such circumstances the income account
should be favorably affected.

The stage which the study of economic and business
statistics has reached was well expressed by President
Lowell of Harvard University.* He first distinguished
between the exact sciences and the quantitative
sciences. The use of physics, for instance, has reached
the point where an engineer can calculate with minute
exactness the amount of strain which a given piece
of steel will stand. The biological sciences, on the
other hand, cannot tell with exactness what any given
individual will do under a given set of circumstances,
but through the study of a large number of cases it

1Speech made at a dinner in Harvard Club of Boston, October, 1923,
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has become possible to tell what the average individual
will probably do, and this is the basis of the very
accurately figured risks of the insurance companies.
So it is with the study of business statistics; this
is becoming a science comparable to the biological
sciences by which it is possible to foretell from a given
set of economic factors what the probable ensuing
situation will be. There is yet to be done a vast
amount of research work, but rapid progress is being
made.

All of this is introductory to a discussion of the
probable future use of this new science in the profes-
sion of investment. There has already been noted
the broad relationship between security prices and the
money market. The Harvard Economic Service has
gone further. They have discovered that, with one
exception, the year 1919, over a period of years, when-
ever the rate for 6090 day commercial paper, after
adjusting for seasonal variations, rose a given amount,
it marked the end of the rise in bonds; and whenever
such rate, similarly adjusted, rose a further given
amount, the end of the rise in stocks was indicated.
This does not mean that declines immediately set in,
for, in the case of stocks, an interval of twelve months
has elapsed before the decline commenced, but it does
seem effectively to mark the top. Col. Leonard P.
Ayres, Vice-President of the Cleveland Trust Co., and
an eminent statistician and economist, has made a study
of the relationship between the volume of pig iron
production and bond prices. To the layman, it would
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be difficult to understand why there should be any
connection between two such apparently widely sepa-
rated factors. He found, extraordinarily enough, that
in every major cycle since 1883 the top of the bond
market was reached exactly fourteen months after the
low point of pig iron production. On the basis of his
discovery he forecast the end of the 1922 bond market
in September of that year. The end came ecxactly at
that time and coincided with the Harvard Committec’s
estimate of a rise in money rates, after adjustment
for seasonal variation, large enough to mark the top
of the rise in bonds.

It seems, therefore, that the field of business statis-
tics opens wide a source of information which will be
useful in the profession of investment banking. There
is still much to be done and many relationships yet
to be discovered. It is known that those industries
which manufacture producers’ goods recover from a
depression before those which make consumers’ goods;
it is possible that the securities of companies which
manufacture equipment and machinery may begin
their recovery or decline before those that produce
clothes, food, etc. It is known that the prices of raw
materials fluctuate more violently than those of manu-
factured goods; it is not unlikely that it will be pos-
sible to measure the extent to which this is reflected
in the prices of the securities of companies which
produce or deal largely in raw materials. It is evident
that the banking situation has a direct bearing on
security prices, but it may yet be possible to discover
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whether the condition in the New York banks, the
country banks, or the Federal Reserve banks has the
more direct and immediate influence. Then there is
the possibility of a relationship between the volume
of manufacture and security prices; between the ratio
of loans to deposits and to the markets; and many
others which continued study will bring out.

The advance which has been made in the analysis
of general business conditions, and the application of
the discoveries to the field of securities, has given a
firmer foundation on which to base a professional
service in investment matters.



WHICH INDUSTRY?

Suppose now that a study of the general economic
situation has led one to believe that the bottom of a
depression is near at hand and that a more favorable
trend of events is in prospect. It is possible to adopt
the general assumption that all industrials will do
better, and that securities as a whole can safely be
purchased. This is the broad basis on which Mr. Roger
Babson rests his advice, believing that if an investor
will widely diversify his purchases over many indus-
tries and companies he will get a “cross-section” of
the market and profit by the average rise of the mar-
kets as a whole. But this does not seem to go far
enough. Not all industries nor all companies will
surely have a prosperous period even should business
as a whole be active and profitable. It should be
possible to make sufficiently careful studies of separate
industries and of individual corporations in order to
come to some conclusion as to which ones are most
likely to profit by improving conditions, and to weed
out those which received such severe blows during the
depression that the recovery of their earning power
is likely to be slow. It should even be possible to
choose not only from the good, but from the best. In
other words, there seems reason to believe that an
attempt should be made, with reasonable prospect of

63
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success, to locate a cross-section of the best part of
the bond and stock markets.

The analysis of the conditions within individual
industries includes the investigation of those economic
factors with which the average investor is more fa-
miliar. The question of supply and demand assumes
more importance, and the supply part of it is, during
a depression, the more important of the two; for
demand one knows is low, and from the conclusion
that more favorable times are in prospect demand can
be assumed to be in the ascendency. It is well to
ascertain not so much present demand and supply
but the future demand in relation to the supply. Then
there is the question of labor conditions, the capacity
of the industry in relation to normal consumption
and the prospective competition. Dependence upon
foreign trade or the lack of it is particularly interesting
now that this is a creditor nation. The financial con-
dition within the various units is of course an essential
factor, for if, as in the fertilizer companies and others,
the financial strength has been impaired, normal im-
provement only cannot be expected to furnish the
wherewithal for dividends. A very excellent rule of
thumb has been to select those companies which have
done well in spite of the unprosperous period through
which they have been passing, for they have success-
fully met a severe test. Then apply to these concerns
the light thrown upon their future by the study of
general conditions. Another rule of thumb is to dis-
cover those concerns rich in liquid resources, for these
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have the strength to withstand unfavorable events
and have at the same time the power to take advan-
tage of opportunities and to forge ahead when the
situation brightens; there is nothing quite so valuable
during a period of slack business as a goodly supply
of cash and credit.

By way of illustration of the procedure to be fol-
lowed in locating a cross-section of the best of the
market, it may be profitable to review the method
which was adopted during the Summer of 1921. It
will be said that this is after the fact and that it is
easy enough to say now what might have been done
at that time. The truth of the matter is, however,
that the plan about to be outlined was followed during
the Fall of 1921 and the months which followed. The
segregation of the industries naturally comes first, to
be later followed by the choice of the corporations.

It will be remembered that the stock market con-
tinued to keep the public in a nervous state of mind
all during the Summer of 1921, mainly because, in
addition to very poor business, there was some evidence
that the situation among the New York banks might
become crucial. The foreign situation also led many
to believe that until it was settled there was no hope
of a recovery in the United States. In fact, many felt
that economically Europe was about to collapse and
would drag this country into the maelstrom. Under-
lying this was the fact that money rates had been
declining during all of the year, bond prices had been
rising since June, and in August pig iron production
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had increased for the first time since October, 1920.
These underlying conditions were those which usually
forecast better times. During August, 1921, too, there
was announced a government report which indicated
a short cotton crop, and the price of cotton received a
very considerable upward impetus. The rise in this
staple was of noteworthy influence upon sentiment
in the South, and also on the North, for the improved
buying power below the Mason and Dixon Line was
sure to be reflected in more free purchasing not only
in the South but in the North. It was evident, there-
fore, that confidence was returning and that buying
from one section of the country was reasonably sure
to be reflected in better buying power elsewhere; the
influence of the rise in cotton thereby seeping through
the whole economic structure of the nation. Increased
building operations were also very much in evidence.

General improvement could be expected, but where
was it most likely to be best reflected? On the whole,
it was well known that, due to the war, there had been
a dearth of new building. Since money was in plen-
tiful supply at fair rates for building purposes, it was
not a far guess that there would be a great deal of
building done, and that those engaged in that industry,
or contributing to building, should prosper.

It was also known that for some years the hardships
of the railroads had tended severely to restrict their
purchases of new cars and locomotives. There was
without doubt a very real shortage of railroad equip-
ment. It was only a question, therefore, as to whether
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the railroads could pay for their purchases. The
Transportation Act had tended to restore to some
extent the badly hurt railroad credit; the monthly
returns of railway earnings during 1921 had demon-
strated that the roads were making great strides toward
the control of their expense accounts; it seemed proba-
ble that the expected improvement in business would
add to their revenues and their net returns; there
was plenty of money available, and the record of car
trust notes had been so good that these had become
a favorite medium of investment. Nothing, therefore,
seemed to be in the way of heavy purchases of equip-
ment, and prosperity for the manufacturers of locomo-
tives and cars seemed clearly in prospect.

The railroads, as just indicated, were in a position
where their rates were higher than they had been, but
their volume of traffic was too low to bring substantial
net returns. Costs of material, on the other hand,
and wages were tending downward. Costs were being
further cut through more skillful operation, the elimi-
nation of the unfit employees, and the added efficiency
of the remaining workers. It was reasonably certain
that a large increase of tonnage could be carried with
far from a proportionate increase in operating expenses,
and that the increased gross revenues would in large
part be saved for net. There remained, however, the
very unfavorable aspect of the continued cry for lower
rates, and political demagogues still found the railroads
a large and easy target for attack in the hope of getting
votes. While it is unfortunate that the country as



68 INVESTMENT: A NEW PROFESSION

a whole cannot recognize that it is essential for the
transportation plant to earn enough money to assure
its growth ahead of the needs of commerce, the security
buyer must, nevertheless, consider the influence of
political activities on railroad security values. One
could, in 1921, anticipate a very much improved rail-
road earning power, but at the same time was forced
to recognize the cloud of uncertainty overhanging the
general railroad situation.

Public utilities of all kinds were in much the same
category as the carriers. Their costs were being sub-
stantially cut while their rates had been increased.
Their margin of profit was growing. At the same time,
many state public utility commissions were, at least
partially, seeing the light and adopting the view that
a fair return was essential to attract the capital neces-
sary to expansion. In the public utility field, the
hydro-electric companies, particularly if their plants
were built in normal times, had been doing well in
spite of the difficulties of rising costs, for in their case
the outlay for plant is the largest item, and after the
plant is built the costs of operation are low, labor and
coal being required in negligible quantities. The elec-
tric light and power companies dependent upon steam,
and concerns making gas, were enjoying a better mar-
gin of profit and improving business could be expected
to enlarge their output. Such companies seemed to
have brighter days ahead. The street railways could
also be included among those which had lower costs,
but they were experiencing far more difficulty in rais-



WHICH INDUSTRY? 69

ing rates, and, as the larger proportion of expenses
went to pay wages, the costs remained relatively high,
preventing a sufficiently increased margin of profit to
warrant the anticipation of a materially improved
earning power.

The fertilizer industry was looked upon as basic and
essential to the farmer who, in his then desperate
plight, would have need of every recourse to lower
costs of production. The leading companies in this
industry had, however, been forced to carry the notes
of the farmer and to borrow for this purpose in a
money market so unfavorable that money probably
cost them at least 9 per cent, a heavy charge for long-
time loans. The burden which had been put upon
these concerns was so great that it was not possible
to anticipate earnings large enough to support the
heavily increased bonded debt and at the same time
pay dividends. A momentary comparison of what
were, before the war, normal earnings for these com-
panies, and the income which was then necessary to
cover interest and dividends, demonstrated the impos-
sibility of expecting an income from the sharcs of
fertilizer companies until the new borrowings had been
substantially reduced. Later it came to light that the
entire industry was in a most disorganized condition,
and even now it is only possible to assume that its
basic character will ultimately be a strong enough
force to put it on its feet again.

The sugar industry provides one of the most inter-
esting of economic studies, as it illustrates concretely
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the influence of the law of supply and demand, the
foolhardiness of governmental interference with eco-
nomic laws, and the ability of an industry to readjust
itself economically if left to its own devices. During
the Great War the world production of sugar was
materially cut down because of the interference with
the growing of sugar beets on the Continent. This
naturally restricted the supply of sugar and was an
influence tending toward higher prices. The enlarged
profits brought by better prices encouraged an in-
creased production of sugar in Cuba, which, for a
while, made up a part of the shortage. It was not
enough, however, and when the United States entered
the War the possibility of much higher prices for sugar
was imminent. This government, therefore, arranged to
buy the entire Cuban crop at a fixed figure which was
not high enough, with the then costs, to encourage any
additions to productive capacity. With the ending of
the War the fixed price was taken off, the actual short-
age of sugar became increasingly evident, and the price
soared to record heights. High prices and very large
profits again attracted capital into sugar production,
which was much increased. The high price restricted
its consumption and encouraged the use of substitutes.
Sugar which had been sold to Eurape was returned
here for resale at large profits and sugar from all over
the world flowed to this market like a tidal wave.
Whereas the low fixed price had failed to limit demand
and had restricted output, the high price cut down
consumption and brought a supply little short of a
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flood. Speculation in sugar had become rampant, much
of the product having been hoarded for higher prices.
The price began to fall; all the hoarded tons of sugar
competed for a market with sugars from Java, Brazil,
Peru and elsewhere. The price of Cuban raws fell
from around twenty-three cents to less than two cents,
a figure below the cost of production. During the Fall
and Winter of 1921 the outlook for the sugar industry
was black indeed; there was an unsold carry-over of
over one million and a quarter tons in Cuba alone.
Few, indeed, had the courage to buy sugar securities
at this time. After the turn of the year it became evi-
dent that the very low price of the product had vastly
increased consumption, and that the plantings of cane
and of beets were being severely curtailed. The enor-
mous carry-over was being depleted with unexpected
rapidity. Clearly, under these circumstances, an im-
proved price for sugar could be expected and profits
for sugar producers were less distant than seemed to
be the case a few months before. The securities of
sugar companies must, therefore, be looked upon as
having possibilities.

The automobile industry was exceedingly difficult to
gauge. It is a comparatively newcomer to the indus-
trial world, so that there is not available any series of
figures on which can be based an appraisal of the prob-
able consumption. In general, some improvement in
the business could be looked for on the assumption
that industry as a whole was going to improve. It
seemed evident, however, that the reaction from the
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fierce spending of 1919 and 1920 would tend toward
very careful discrimination in the purchase of auto-
mobiles and that only the low-cost manufacturers,
those with large-quantity production, would be able
to make any profits. The inability to judge the future
of this industry led one to be very wary of the securi-
ties of motor companies and of those dependent upon
the industry. It was not until considerably later, in
1922, that the actual business being done by the motor
companies demonstrated the fact that, measured by
the demand for automobiles and the evident ability to
pay for them, there was in reality a shortage. The
unwillingness to assume the risk of buying the securi-
ties of companies in an industry whose future could
not be measured with reasonable accuracy deprived the
careful investor of a chance for the large profits which
have accrued to those who took the greater risks.

The oil industry was, late in 1921, one which seemed
to hold promise of better times. It had been one of
the last to feel the effects of the depression, and this
indicated that quite possibly it would not be so seri-
ously affected as others and would be quick to recover.
This belief had further foundation in the fact that
there had been a large increase in the use of petroleum
products in automobiles and tractors, and in loco-
motives and oil-burning ships. There was a large
supply of oil on hand, but improving business would
probably increase consumption sufficiently to work off
the excess stocks and bring good profits to companies
which produced, refined and distributed oil products.
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The event proved that the expectation of better profits
for such companies was well founded, but although
consumption increased enormously, the sudden flow of
crude which came from the new fields in California late
in 1922 and early in 1923 cut short the prosperous
career of the«oil industry. It is possible now (October,
1923) to assume that the prevailing low prices will dis-
courage new drilling; that the very intensively drilled
new fields in California, where wells are in many cases
only a few feet apart, will cause these sources to be
quickly depleted; and that the continuing heavy con-
sumption will, all combined, bring a fairly quick re-
covery in the business, provided no other new and
prolific fields are in the meantime discovered.

If, in the period when the depression seemed about
over, it was believed that there would be good business
for builders and for the makers of railway equipment,
it naturally followed that the steel industry should be
counted upon to be prosperous. The capacity of the
country to produce steel had, on the other hand, been
much increased by the demands for war material and
competition for business was sure to be keen. Care in
the selection of the best company in the steel industry
was clearly required.

The fall in the price of leather had been drastic and
the industry had suffered severely. Improving busi-
ness with the enhanced buying power of the nation
would probably improve the demand for leather. But
recent years had brought quite a change in this indus-
try. Heavy Kkilling of beef, of which hides are a
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by-product, had added considerably to the stock of
hides on hand. In order to prevent their deterioration
the packers had found it necessary to tan these hides
into leather. On the other side, the two largest con-
sumers of leather, Endicott-Johnson and the Inter-
national Shoe Co., in order to make themselves as self-
contained as possible in the manufacture of shoes, had
also begun to tan their own hides. This left the tanners
faced with a large stock of leather and deprived of
two main sources for business. It was consequently
very questionable whether the leather industry could
be looked upon as a favorable medium for investment.

The companies making electrical machinery were
evidently in a favorable situation. The high cost of
labor during 1920 led many manufacturers to fortify
themselves as far as possible against a repetition of
high wages by a more thorough use of labor saving
devices. This gave greater force to the saying that
we are in an Electrical Age, for electricity is the great
saver of labor. The later and unexpected activity of
business demonstrated that the restrictions on im-
migration have made our labor supply short, adding
strength to the conviction that the electrical com-
panies had a rosy future.

A large industry which in the past had had a suc-
cessful record was that engaged in the production of
copper. As a raw material the price of this product
has had rather wide fluctuations. In 1921 it was
unusually depressed, so much so in fact that most of
the domestic producers had been forced to close their
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mines. The supply of copper was very large and the
heavy dependence of the industry upon export trade
gave reason to believe that the recovery would be
rather slow. The closing of the mines in the United
States indicated that the supply of new copper would
be sharply curtailed and better business in general
would increase the consumption somewhat. The work
of the Copper and Brass Research Association was
discovering new uses for the red metal which later
helped to increase the domestic consumption. It was
probable therefore, that the industry could look for
some improvement, but the extent of the betterment
would have to be later determined by the trend of
exports. Another factor entered into the situation,
this being the vastly increased production of low cost
copper in South America and also in the Belgian
Congo. The copper industry could, in 1921, be looked
upon as having possibilities, but there were elements
of uncertainty which required watching.

Other industries could have been reasonably care-
fully analyzed at that time. The textiles would prob-
ably improve with general business, but those in New
England, which might have labor difficulties, were
not in the same position as those in the South which
are near their source of supply of raw material, cheap
labor, and cheap water power. The chemical com-
panies (not the fertilizers) were engaged in a busi-
ness of broad basic importance with good prospects.
Smoking seemed rather to have increased than to have
decreased during the depression; the tobacco com-
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panies had not received the severe blows felt else-
where; these companies had nothing to handicap their
taking advantage of a better situation. Shipping, on
the other hand, was much depressed by the paralysis
of world trade and the over-production of shipping
during the war, and would take a long time to recover.
The rubber companies had on the whole over-ex-
panded, had suffered heavy losses through the drastic
decline in the price of crude rubber and of cotton
fabric, and were faced with the prospect of continued
low prices because of the difficulty of controlling the
production of rubber, for once a rubber plantation is
planted the trees continue to yield, making it more dif-
ficult to curtail supply to match demand. Chain store
companies, on the other hand, had demonstrated dur-
ing the depression the economic soundness of their
foundation. Being able to buy cheaply in large quan-
tities and to operate at a low cost per unit of sales,
they have reduced the cost of distribution and in
passing a part of their saving on to the consumer they
have attracted a large following. Their enormous and
rapid turnover has to some extent eliminated in-
ventory problems and has made possible good earn-
ings even in the worst of times. If these stores could
do well during a period of very bad business, they had
passed an acid test.

A summary of the general situation should be fol-
lowed then by a careful study of the separate in-
dustries in order to determine which are most favor-
ably situated. Of course, some of the conclusions
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were more or less evident on the face of things, but
detailed work was nevertheless valuable in discover-
ing many factors, not quite so evident, but which not-
withstanding were of large importance. The study
made during the Fall of 1921 disclosed the probable
bright future of those who manufactured building
materials, railway equipment, chemicals, and elec-
trical machinery. Chain store concerns seemed in
particularly good shape, as were also the tobacco com-
panies. Later developments warranted the addition
to the list of the sugar producers, and makers of auto-
mobiles and their accessories. It was evident that the
electric light and power companies would do well, but
that the street railways were still to be faced with
difficulties. Very fair prospects were seen for the
railroads as a whole, for copper, oil refiners and dis-
tributors, textiles and for steel. But the fertilizers
were eliminated as were the leather, shipping, and
rubber companies. Leaving the industries and glanc-
ing over a list of prominent companies also brought
to light many so-called “specialties” which were in a
good position, and others which were not.

The question then arose as to which companies
would best serve as mediums through which the pros-
pective prosperity of the various favorably situated
industries could be shared.



ANALYSIS OF COMPANY REPORTS

The final choice of the company whose securities
shall be the vehicle by which one would assure him-
self of an income, and so far as possible reasonable
appreciation in value, involves the analysis of com-
pany reports. Every individual has perhaps his own
way of making such analyses, and each will put a
different weight upon the various items disclosed in
these reports. In the main, however, all follow pretty
much the same procedure. The degree of skill with
which such analyses are made and the results obtained
depend very directly upon the detailed manner in
which the work is done and the thoroughness with
which each item is scanned and weighed in its rela-
tion to the others in order to get at its true sig-
nificance. It has been remarked earlier, and can be
stressed at this point, that there are many reports
which contain items whose true meaning is not suffi-
ciently clear. Each one of these casts a shadow over
the opinion formed wunless clarification has been
obtained from some one in close touch with the affairs
of the concern under investigation. It is not always
possible to get the desired information, and unless
there is some confirmation of the conclusions arrived
at in a knowledge of the management’s conservative
policies or in its past record, the securities of such
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companies must be passed by in favor of those con-
cerning which guesswork is largely eliminated.

Occasionally company officials who do not wish to
talk about its affairs take refuge behind the state-
ment that they “are running a business and are not
interested in what the securities are doing.” This
sounds very well, but in the long run the securities
are a pretty fair measure of the success with which
business is managed. It is not necessary for the offi-
cials to be interested in temporary movements of the
bonds or stocks or in their manipulation, yet they
cannot be otherwise than concerned with their re-
flection of the company’s business. It is said that
the officials of the Corn Products Refining Company
are directing all their efforts to making its common
stock as valuable as possible, which is to say that they
are handling the business and financial affairs of the
company in such a way as to make the property as
valuable as possible to its owners. This is a frank
recognition of facts. It is not necessary to disclose
trade secrets and quite in order to refuse to answer
any leading questions on this ground, but experi-
ence has shown that more often than not the offi-
cials who profess to have no interest in a company’s
securities, and refuse to help the security analyst as
far as they can, fear the asking of questions which
would disclose some definite weakness in the con-
cern’s position.

Analyzing a company report is really nothing more
than a study of the earning statement and the bal-
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ance sheet in connection with each other. Such a
study must include a comparison with those of earlier
years in order to determine the progress, or lack of
progress, which is being made and to come to a con-
clusion as to the stability of earning power and the
character of the management. Naturally, too, such
a comparison discloses the normal and assists in a
judgment as to whether the current report covers an
abnormal, normal or subnormal year of earning
power. It should also be remembered that company
reports tell a story of the past and that their main
usefulness is the basis of a forecast of future earning
power, which is all one is interested in as an investor.

It is difficult to say which is the more important,
the earning statement or the balance sheet. It is
really necessary to use both and to analyze the
features of each in the light of the other. The funda-
mental of all security values lies in the earnings; for
it is from profits that one receives interest and divi-
dends, and it is profits which assures the credit that
forms so large a part of security values. From the
point of view of the economist it is earning power
which determines the property value. One hears
great stress laid upon “book value” and property
value in the judgment of securities, but really such
things mean little or nothing. There is the same
fallacy in this belief as there is in the farming coun-
try. Many farmers who paid high prices for their
properties complain that they cannot earn a fair re-
turn on the value of their land. They have put the
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cart before the horse. The value of the land de-
pends upon what one can make it earn, for this is the
basis on which a buyer will name the price he will
pay for it. So in buildings; the value is not the cost
of the land and the building; the value depends upon
the return which the land and building can be made
to bring; if conditions change and earning power
falls, the value goes down. So, too, with securities;
the earning power determines the value; the cost of
the properties has to do with value only in so far as
it discloses a past earning power which has been
expended in fixed assets, or the policies of the man-
agement.

There are extreme examples of this fact. The New
York, New Haven and Hartford Railroad owns rail-
road property which the Interstate Commerce Com-
mission has valued at a sum in excess of all the capital
liabilities of the company. But at present the earn-
ing power is not there and the stock has for a con-
siderable period been selling below 15 and has been
as low as 953. Against this there is the Woolworth
Company which has been holding tangible property
worth about $56,000,000, this amount being exceeded
by the issued securities, and which has until recently
carried in its balance sheet an item for good will as
high as $50,000,000. The book value of the stock on
December 31, 1922, was $70.25 in tangible assets but
this company earns handsomely and its stock at this
writing is selling at 275. In the railroad field again
there is the Harlem River Bridge which serves as the
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entrance to New York City proper for both the New
Haven and the New York Central. The earning
power of this short piece of track, if segregated from
the rest of the terminal and separately owned, would
in a year be a very large percentage of its original
cost. How would one go about giving it a value?
With the segregation from the Reading Company of
the Philadelphia and Reading Coal and Iron Com-
pany, one reads much of the value of the latter’s coal
properties. They are said to contain 1,000,000,000
tons of coal and to be worth $100,000,000 at a con-
servative estimate. This company mines approxi-
mately 10,000,000 tons of coal a year. In thirty years
it will have mined 300,000,000 tons, leaving 700,000,-
000 tons in the ground thirty years hence. It has been
asked, what will one pay to-day for that 700,000,000
tons? It is manifestly impossible and useless to figure
a price. Thirty years from now conditions may be so
changed that it will be worthless. The value of the
Philadelphia and Reading Coal and Iron Company’s
property is of no use in estimating the value of its
securities. It is only the company’s earning power
which will be the determining factor, except in so far
as the size (not value) of the coal reserves assures the
possibility of mining coal indefinitely.

The earning statement would seem, therefore, to
hold the preéminent place in an investigation of a
corporation’s securities, but what one is after is the
basis of a judgment as to future earning power, and
as to the ability to pay interest and dividends after
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they have been earned. The balance sheet is far
more important for this purpose than is the statement
of profit and loss. It should consequently receive the
closest attention and be carefully scanned in connec-
tion with the report of earnings. The two together
can give a fair picture of managerial ability and con-
servatism and a good ground, in connection with an-
ticipated industrial conditions, for a conclusion as to
the company’s future prosperity—or lack of it. Of
course, each report as a whole must take into con-
sideration the requirements of the particular business
in which the company is engaged.

Not all profit and loss statements contain more than
a report of net earnings, income from outside sources,
total income, and the ordinary deductions therefrom.
Such a report calls for an even closer study of the
balance sheet in order to discover what reserves have
been laid aside, what deductions have been made for
depreciation, ete., before the figure for net income was
arrived at. Where a full statement of gross income
and of expenses is given it is of great value. From
such a report can be obtained evidence of the growth
of the business or of the efficiency with which it is
managed. It is always interesting to know whether a
company is increasing its net income through a greater
output or by the reduction of costs, or both. From
such figures it is possible to discover the operating
ratio, that is, the proportion of gross income which is
consumed by expenses, and to compare this with other
companies similarly situated. A comparison of this
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kind often discloses the relative efficiency of the man-
agement or the relatively favorable situation of the
different companies in the same line of business. In
view of the fact that in times of declining business
activity sales usually fall off before expenses can be
controlled, the operating ratio is to some extent a
measure of safety; if the ratio is high a comparatively
small reduction in gross will be felt in a large percent-
age reduction in net and possibly cause its complete
disappearance, while if the operating ratio is low a
greater percentage reduction in gross can be sustained
before the net disappears.

Most reports of earnings include the amount de-
ducted for depreciation. If not, one must search it
out in the balance sheet. The item is important in
its bearing on the future. If ample provision has been
made for the wear and tear on plants the holder of the
company’s securities can feel assured that he is not
being paid sums which should be used to maintain
the property’s power to earn profits; but if the sums
deducted for depreciation are insufficient, the security
owner may suddenly discover that his source of income
has disappeared and he will meet a fate similar to that
suffered by the investors in the Gould railroads.
Opinions differ as to what is proper depreciation.
Unquestionably, any conclusions must first consider
whether there is constant maintenance of the property,
the cost being charged to operations, in which case
the depreciation may be negligible; or whether the
property includes much machinery which in a few
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years may be obsolete and of necessity replaced in
order to keep up with the procession. In the latter
case the sums laid aside for depreciation or obsoles-
cence should be relatively large and kept in a fairly
liquid form; it does not help the stockholder to make
heavy charges for obsolescence and when the necessity
for resorting to the reserves arrives, to find it in fixed
form and unavailable for the purpose. It is a different
matter, of course, if these sums are used from year to
year to keep the plant strictly up to date.

Reports of earnings commonly state that so much
has been earned and that this sum is equivalent to such
and such an amount on the common shares. One needs
to know whether this is strictly so; in other words,
whether the amount named is actually available for
dividends or for use in adding to the earning capacity
and value of the property. Have taxes been provided
for, have all deductions been made, such as those for
bad debts, inventory and other adjustments, sinking
funds, ete? It is essential to know these things, and
it may be found necessary to dig them out of the
balance sheet or to ask some officer of the corporation
to amplify the information.

The importance of the discovery and weighing of
these items is reflected by the fact that practically
every company whose securities are among those
known as high grade have been those which have in
the past been the most conservative in building up
their reserves against contingencies and in writing off
all losses and reductions in asset values. As a general
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rule, the greater the use of current profits for the pres-
ervation of and for additions to earning power, the
larger have been the ultimate dividends and the greater
the value of the securities. It is not too much to say
that, frem the point of view of the investor, the dedue-
tions made from earnings for conservative purposes
point very directly to the value of a security as an
investment.

And the searching out of these deductions for pos-
sible contingencies often leads to the discovery of an
earning power which was generally unappreciated.
There are a number of companies which charge into
their operating costs sums of substantial size for re-
serves of one kind or another. These are, therefore,
not apparent on the surface. To find them out often
results in giving an entirely different impression of
the whole situation. For instance, the Allied Chemical
and Dye Corporation in 1922 reported earnings but
very little in excess of its dividend payments. To the
casual observer, this was unfavorable. But those who
took the trouble to discover the large reserves to which
earnings had been devoted before arriving at the net
available for dividends quickly saw the true situation.

A good rule of thumb is, then, that the greater the
proportion of earnings used for reserves, the more
conservative and valuable the company’s securities.

As was remarked earlier, the balance sheet is the
main instrument used to arrive at an opinion as to
future earning power, although past earnings naturally
give some foundation for such an opinion. In judging
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a balance sheet, the first general question is, are the
assets worth the values stated, and do the liabilities
include all the obligations of the company?

The property account does not give any direct clue
to the value of the securities, but it gives material
from which it is possible to come to a conclusion as
to managerial ability and financial conservatism. Its
true economic value lies in the earning power itself,
but the item gives some clue to the policies of the
management and discloses whether in the past net
income has been devoted to building up the property.
It also gives ground on which to base a decision as to
the sufficiency of the reserves for depreciation, ete. It
is not alone a sound basis for the security of bonds,
for if the earnings disappear and the property falls
into the hands of the bondholders, they may or may
not be able to realize dollar for dollar from the plants,
even though their cost was well above the principal
amount of the bonds. The manner of handling the
property account is of more importance than the figure
at which the properties are carried.

The current assets call for more detailed treatment,
and need strict appraisal. The cash is, of course, worth
its full figure. The question is whether there seems
to be enough. This will depend upon the size and the
type of the business, and will often vary with the
seasonal trend of the business as well as with the due
dates of interest or dividend payments. The notes
and accounts receivable may or may not be worth the
figures stated. What reserves have been set against
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them for doubtful accounts? Inventories likewise;
how are they carried, at cost or market? These may
increase or decrease in value; what does a study of
the business cycle indicate as to the trend of prices
in general, and what does the study of the industry
disclose as to the probable course of the prices of its
particular commodities? Also, is the business one of
quick turnover of inventories such as in baking com-
panies and in chain stores, or is the process of manu-
facture a long one calling for materials to be held over
many months as in leather and heavy machinery.
Securities are often held; are these easily marketable
and, therefore, good current assets, or would they be
difficult to sell, in which case they must be set aside in
figuring the working capital? Are they carried at cost
or market? Some companies are known to carry their
own securities, purchased through sinking funds or
held in the treasury, as current assets; this is a ques-
tionable policy and must be taken into account in
figuring actual available quick assets. All these things
are required in order to discover the company’s true
working capital position.

The deferred assets in some balance sheets run into
large figures. Where they are payments made in
advance they assume the nature of receivables and
are almost current. But where, as is so often the case,
this item is made up largely of debt discount, they
become a sign of weakness. The amortization of the
discount at which securities have been issued can logi-
cally be spread over the years which the bonds have
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to run before maturity. But it is, nevertheless, a fact
that the discount at which bonds have been issued is
a deduction of surplus, for it is carrying as an asset
something which is far from being an asset, and to
the extent to which it thereby increases the surplus it
does so falsely. Many companies recognize this and
write off bond discounts from surplus at once; these
will usually be found to have high credit. Many others
do not and those which carry this item as an asset
not invariably, but often, indicate weakness. To find
this item in a balance sheet puts one on warning that
there may be weaknesses elsewhere and should increase
the detail with which the record is studied.

The liability side of a balance sheet can be assumed
to be at least as large as it is stated. It is difficult to
do so, but, if possible, all contingent liabilities should
be discovered. The importance of this was illustrated
in the case of the Columbia Graphophone Company
which has just gone into receivers’ hands. The man-
agement of this concern, in a burst of enthusiasm in
1919 and 1920, made large forward contracts for ma-
terials and parts. For a very long time after prices
began to decline and business to fall off this company
was forced to continue to buy and to borrow the
money with which to make payments. Gradually the
contingent liabilities became bank loans, the inven-
tories increased in quantity but decreased in value.
In like manner, what securities, not included in the
balance sheet, have been assumed or guaranteed? If
there are any such they must be looked into to see
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whether the contingent liability will become real and
a drain on the parent concern. Such a case is that of
the Interborough Rapid Transit and its guarantee of
the Manhatten Elevated Company stock; the latter
could not earn enough to make good the guaranty.

The statement of capital liabilities quite naturally
discloses the fixed charges with which a company is
burdened. It also should be used to determine the ratio
between bonds and stocks. If the stock issue is small
compared to other outstanding securities, as earnings
grow they will mount up fast on the common shares,
but in like manner in bad times the per share earnings
will fall as quickly. Such stocks are violent market
movers and lack stabilization, and the equity behind
the bonds is a variable factor of safety.

The liabilities also include a statement of the re-
serves unless these have been included as deductions
from assets. This subject has already been covered.

Probably the most essential element in a balance
sheet, and the one which throws the most light on the
future, is the statement of working capital. This
figure is the sum of the current assets (after pruning
as above described) less the current liabilities. The
ratio between the two items is of importance, for if
the former exceeds the latter by very little a small
percentage decrease in the asset values may wipe out
the working capital and bring an excess of current
liabilities, but if the assets are several times the pay-
ables the margin of safety is so much the greater.
Naturally the working capital must be judged in rela-
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tion to the requirements of the business, the size of
gross sales, the rapidity of turnover, and the probable
need of cash for property account. The quick assets
constitute the funds from which must be paid interest
and dividends, they are the buffer to hard times, and
in periods of depression they are the means by which
opportunities to acquire bargains are availed of. The
details of the working capital position are, therefore,
fundamental to a judgment as to the probability of
dividends, and as to the financial conservatism of the
management.

The conservative handling of the reserves and the
relative sufficiency of the working capital are probably
the two most significant features of companies whose
securities have reached the plane of high grade invest-
ments.

Many investors who are accustomed to thinking of
stocks in terms of a designated par value have been
confused by the growing use of shares without nominal
or par value. The difference between the two is mainly
one of bookkeeping. Whether shares have a nominal
value or not, each one represents a proportionate
interest in the assets and earning power of the com-
pany. When par value stock is issued below the stated
value it has usually required the padding of the asset
side of a balance sheet with good-will or other intan-
gible values. The necessity of this is obviated by the
issue of no par value stock, but in the case of this type
of security it becomes necessary to assure oneself that
the price is not well in excess of the value which each
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share represents. By way of illustration, reference
can be made to a company which issued one no par
value share of each dollar of cash in the company, but
the stock was offered the public at above $15 a share.
The point is that whereas in nominal value stock the
intangibles are put in the balance sheet or other assets
are overvalued, in the case of no par value stock the
market price may represent much intangible value not
otherwise disclosed.

There are many other details which could be in-
cluded in a discussion of the analysis of company
reports, but the foregoing should indicate how great
is the necessity of calling upon one trained in the work
for a judgment of security values.

In the previous chapter, the conclusion was reached
that the railroads could be counted upon to do better.
Even though there would be nervousness over possible
legislative action, the investor should include some
rails in his list for a number of reasons. In the first
place, he was pretty well guarded against further
depreciation by the very lowness of prices at the time.
Secondly, proper diversification seems to call for some
inclusion of the securities of this enormous division.
Thirdly, through the monthly reports made to the
Interstate Commerce Commission, both of earnings
and operating statistics, one is enabled to keep closely
up to date in regard to the situation in any railroad
property in which he is interested.

Government regulation has put the railroads in a
very different class from other securities. Combined
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with the fact that railroad stocks and bonds constitute
so very large a part of the invested capital of the coun-
try, it seems pertinent to give briefly an outline of the
manner by which railroad securities can be judged.
There have been published many treatises on the
analysis of railroads, but, although these will be valu-
able to one who wishes to become well posted, the fol-
lowing, it is hoped, will give a rough picture of the
problems involved.

Before undertaking to outline the study of a rail-
road, it must be made clear that no one factor in a
road’s situation will alone mark its earning power or
the efficiency of its management. Each factor must
be weighed in relation to the others with particular
reference to the situation surrounding the carrier being
studied.

The primary consideration is the question of traffic.
Where is the road situated and does the territory it
serves warrant the belief that it can find a good ton-
nage to move, and is the community sufficiently pros-
perous to buy elsewhere and provide an incoming traf-
fic? A railroad sells transportation; an analysis of the
traffic possibilities is like figuring the probable gross
sales of an industrial corporation. But the study of
the traffic has also several other features. Does the
road move its tonnage predominantly in one direction
or is the movement of traffic well balanced in both the
directions in which it runs? If the former, it means
the bringing home of empties with no return for this
work; if the latter, it means a better utilization of its
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plant and equipment with consequent earning power
higher than for a road not so fortunately situated. The
character of the tonnage is of interest. Is it of the
low grade variety which can be moved in quantity in
full carloads, or is it of the higher grade such as mer-
chandise which often moves in less than carload lots.
The former will bring lower rates than the latter, but
i8 less expensive to handle. The diversity of the ton-
nage must be studied so that one may know whether
the road is heavily dependent upon one industry, such
as the anthracite carriers, or whether it will have other
industries to fall back upon in case one or more is
temporarily depressed. Finally, the density of traffic,
which is technically the tons moved one mile per mile
of road in a year’s time, is an important measure of the
probable earning power of a railroad. The density
indicates the use which is being made of the plant and
18 roughly parallel to the inventory turnover of the
merchant. Other things being equal, the greater the
density the larger the earnings of the property will be.

The next problem is the ability of the road to carry
the traffic offered and to carry it cheaply.* The facili-
ties for moving tonnage depends upon the roadbed and
rails and upon the sufficiency of cars and motive power.
The tendency of the day is toward heavy trainloads,
for thereby the greatest amount can be moved at the
least expense per ton per mile. Heavy trains call for

1 When one speaks of cheap operation of a railroad it is in the com-
parative sense, for, of course, government control of rates and wages
to-day largely controls both the income and expenses of the transpor-
tation machine as a whole.
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cars of large capacity, locomotives with great power,
and massive rails laid upon good ballast. Of course,
the combination of these factors must be suited to the
character of the tonnage ordinarily moved; each road
is differently situated, but a knowledge of car capacity,
locomotive tractive power, and weight of rail, used in
connection with the type of freight carried, is a neces-
sary background to a judgment of a road’s ability to
carry its tonnage and to make money. For the same
reason it is well to know how much equipment is
owned; whether it is enough or not is usually dis-
closed in its outlay for hire of equipment. Finally,
the condition of the equipment not only has a bear-
ing upon the ability to carry freight, that is, to sell
transportation, but it also indicates whether future
earnings are going to be devoted to rehabilitation of
equipment or will be carried into net and become avail-
able for the securities. Equipment in bad condition
militates against receiving traffic or adds to hire of
squipment outlays, and enlarges maintenance expense.
Since all of these reduce the net return, a knowledge
>f the condition of equipment is a prime essential in
‘orecasting a particular railroad’s earning power; it is
orobably the most important single item to be looked
‘or in judging the future earning power of a railroad.

The physical features of a railroad have a large bear-
ng on its ability to operate cheaply. For instance, the
iteepness of grades and the degrees of curvature in its
ine will influence the expenses. Both of these will
imit the loading of trains and may make necessary the
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use of helping locomotives. Either will increase the
operating ratio. The average length of haul and the
frequency of terminals influence greatly the earning
power of a railroad’s plant. Any given piece of ton-
nage must be handled at the receiving end and at the
delivering end of a trip, and the transportation is paid
for roughly on the basis of the length of haul.? The
costs of loading or unloading are equally great whether
the haul is long or short, so that the long haul is
naturally more profitable than its mere length indi-
cates. A road which is so situated as to have a long
average haul per ton carried, other things being equal,
will be the better earner. Conversely, the road which
has frequent terminals at which trains must be broken
up and remade is handicapped through the consequent
additions to costs. Such is probably the answer to the
New Haven situation; the densely populated New
England district with attendant short hauls and fre-
quent terminals, has made railroad operation far more
costly than elsewhere. Contrariwise, the Union Pacific
with its long bridge line and practically no congested
terminals can operate at a comparatively low cost.
Although no one set of figures in itself gives proof of
managerial ability, no one does more so than those
which disclose the length of time that cars are delayed
at terminals and classification yards.

The proportion of branch mileage is a matter of

? This is a very general statement, for, as is well known, there are many
hauls of great length on which the rate is lower than one of shorter
distance, but this cannot be discussed here, and for the present purpose
the remark is sufficently accurate to make the point.
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interest which must be considered in weighing railroad
statistics. Such mileage often adds to plant account
without proportionate additions to gross or net earn-
ings. And the branch mileage often warps the statis-
tics of a road’s operation. For example, the density of
traffic is figured on the number of miles operated; if
one road has a large number of branch lines its density
may be well below that of another road with no branch
lines, but its actual earning power nevertheless as great
or greater.

Part of the general background, which is of conse-
quence in studying a railroad report, is the question of
how much of the total traffic is originated, how much
terminated, how much received from connections, and
how much is through traffic. Originated tonnage in-
volves certain costs of collection, ete., but gives also in
many cases the right of routing and of obtaining a
long haul. Terminated traffic involves the costs of
delivery. Both bring delays in the movement of cars
and tend to tie up equipment, thereby lessening the
full use of cars and bringing additional charges for
switching, etc. Because a road is not responsible for
the loading of tonnage received from connections, the
proportion of this character of traffic to the whole must
be taken into account when analyzing operating sta-
tistics, particularly the average car load. The amount
of through traffic is rarely published, but, if known, it
is also of value in the use of statistics of operation, for
the cost of handling through cars is probably least in
proportion to the income from such tonnage.
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Operating statistics, taken in conjunction with the
operating and traffic conditions of a road, throw much
light on the probable earning power and the efficiency
of the management. But it can be stressed again that
no one series of figures alone measures either item, but
must be considered with the others. The average car-
load roughly measures the extent to which the equip-
ment is fully utilized; a full car is very little more
costly to handle than an empty one. The average
trainload is another figure of like significance; a com-
paratively heavy train will take but little more fuel
and no larger a crew than one which is light, and the
gross is thereby increased much greater than are ex-
penses. The average number of miles per car per day
is a partial measure of the efficiency of railroad opera-
tion and indicates how well the plant and equipment
is being utilized, as well as the probable speed of
terminal handling. But the figure must be used with
caution; an average movement of sixteen miles per
car per day on an originating and terminating road
like the Pere Marquette cannot be compared to the
sixty to eighty miles obtained by a bridge line like the
Union Pacific. Locomotive miles and train miles are
significant when taken in connection with the tonnage
moved; if locomotive miles decrease or increase faster
than train miles there is had some proof of improving
or lowering efficiency, for, if locomotive miles increase
less than do train miles, it indicates a better use of
motive power, and vice versa. The increase or decrease
in switching locomotive miles may be due to the
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amount of traffic handled or it may be due to the effi-
ciency with which cars are passed through terminals,
the use of through trains, ete.

The number of operating statistics which indicate
this or that feature of railway operation could be
largely increased, but the above are those which best
give the desired results. With a background of phys-
ical characteristics, operating and traffic conditions,
and statistics of operation, one is prepared to arrive at
a judgment of earning power and the efficiency of a
railway’s management, and to proceed to study the
reflection of these factors in the statement of earnings.

The usual monthly earnings reports made to the
Interstate Commerce Commission include first a state-
ment of the receipts from freight and from passenger
traffic; it is interesting to notice the proportion each
bears to the total. Then follows the amounts spent
for maintenance of way and for maintenance of equip-
ment. It is difficult to measure the adequacy of the
first of these two items without a knowledge of how
many miles of new rails have been laid, how many ties
placed, and how much ballast laid or renewed. And
even with these figures the layman can only guess at
the thoroughness of the maintenance of way by com-
paring these figures with former years, or on a per mile
basis with other roads similarly situated. The suffi-
ciency of maintenance of equipment expenditures can
be fairly well judged by reference to the figures re-
ported for the percentage of locomotives and cars held
for repairs. Some use a figure which is the percentage
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of gross revenues consumed by maintenance. Com-
paring it with previous years, this is a good general
measure of the maintenance done, for, of course, in-
creased revenues mean larger use of the railroad plant
and greater wear and tear on the property; but the
figure must be used carefully as it can be mislead-
ing. The proportion of gross used for upkeep may be
reduced by a greater volume of traffic, by increased
efficiency in the maintenance department, or by inade-
quate expenditures. In any case, from the point of
view of future earnings, a determination of the ade-
quacy of maintenance is probably the most important
single problem.

The usual report also includes a statement of traffic
expenditures, a comparatively unimportant item, and
of the cost of conducting transportation. In the latter
is included fuel and the labor costs of train crews,
station agents, loss and damage, etc. It naturally
rises and falls with the volume of traffic so that the
figure which shows the percentage of gross revenues
used in carrying the traffic is particularly interesting,
especially when compared to former years. Occasion-
ally such a comparison brings out facts of real sig-
nificance. An example of this is the case of the Wabash
during 1923; for the first nine months of this year the
Wabash had, like all other roads, a very marked in-
crease in traffic, but its costs of carrying the tonnage
increased only a few hundred thousand dollars. Cer-
tainly this shows a striking improvement in efficiency
and a great ability to control expenses.
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The total of expenses and the proportion these bear
to gross revenues (the operating ratio) can only be
considered in the light of the conclusions drawn from
the separate items which go to make up the total. The
operating ratio may be low, due to efficiency, a favor-
able location, good operating conditions, a large volume
of traffic, or to skinning the property. The point is to
find out not only what the ratio is, but also what makes
it what it is.

Like any other corporation, the payment of interest
and dividends depends not alone upon present earn-
ings, but as well upon financial strength. A railroad’s
balance sheet is a complicated thing, but it must be
studied with as much care as any other, and the items
given proper weight. Railroad accounting methods
differ somewhat from the usual and this must be borne
in mind.

Under the Transportation Act of 1920 the property
accounts, or rather property value, were given an im-
portance which is not so true of industrials. The policy
was adopted of granting rates which would yield a
so-called “fair return” on the value of the property
devoted to transportation purposes, the value to be
determined by appraisal. Even though one may not
be able to support the economic soundness of this
method of rate making and would prefer to have rates
determined on the basis of the demand for transpor-
tation facilities and the costs of rendering railway
service, the fact remains that the present or prospec-
tive railroad security owner must consider property
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value in order to determine how much his road may
(not can) earn before being forced to share the profits
with the government.

The working capital of a railroad is not so vital a
matter as it is with an industrial corporation for the
reason that the current assets are in the main cash
items and reasonably good accounts, and do not in-
clude inventories in which large losses may be received.
Because railroads do a business based almost entirely
on cash payments, the working capital required is but
a small percentage of the total revenues. But it is
nevertheless true that the carriers with the highest
credit are those which have the largest working capi-
tal. These are the ones which can weather a severe
period of poor earnings and maintain dividends; and
these can take advantage of a period of low prices in
which to stock up with materials at bargain prices,
thereby reducing their average costs. Certainly the
financial strength consequent upon a sound relation
between current assets and current liabilities is one of
the reasons why Atchison, paying only 6 per cent, sells
near par, less than fifteen points under Delaware and
Hudson, which pays 9 per cent; the former has large
cash reserves while the latter’s current liabilities, on
December 31, 1922 (the date of the most recent annual
report) exceeded its quick assets.

Many railroads own a comparatively large amount
of securities which can be carried in the balance sheet
in three ways. Because the published reports do not
always differentiate clearly between them, it is well to
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be sure that the item “investments” is properly inter-
preted. Nearly every road owns some securities of
affiliated companies; these are largely the interest held
in terminals and other essential parts of the system,
either jointly with others or wholly by itself. No great
importance need be attached to these; they are really
part of the property account. Many roads hold large
blocks of securities of other roads, acquired during the
reign of the “community of interest” idea. These are
strictly investments and must be valued as are those
of any other company. In like manner, the holdings
of tractions and other concerns, the ownership of which
was originally designed to bring traffic to the road,
need to be carefully appraised. Finally, some very
strong roads include under “investments” large blocks
of Liberty bonds and other United States Government
securities. These can really be considered as current
assets and included in the figures which are used to
determine the working capital.

On the liability side of the balance there is nothing
which differs essentially from that of an industrial
except that the tax liability is usually carried under
the deferred items. Since nothing is surer than death
and taxes, this liability would properly be considered
as current and deducted from the working capital.

The balance sheet of a railway company, outside of
the property account, can on the whole be studied like
any other balance sheet, and more or less the same
results be obtained. It is equally valuable in disclosing
how conservative is its management.
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In the matter of management, many have the idea
that its character is more important to an industrial
than to a railroad. Perhaps this is because in an indus-
trial corporation the management can make or lose
money more quickly than in a railroad whose income
depends largely on general conditions and the pleasure
of the Interstate Commerce Commission. It is, never-
theless, true that management can make or break a
railroad. Competition for business is keen; the road
which can move its cars the fastest and can give the
best service in the placing of cars for loading will get
the business. And the building of a railroad organi-
zation is a matter of years of work requiring the high-
est possible executive ability. So, too, in its relations
with the public, the management which has been able
to build up good-will among those dependent upon its
service will have the fairest treatment. Management
in railway companies is of just as great importance as
in any business, and probably greater, for the industry
is so vast and complicated.

The analysis of company reports, both railroad and
industrial, is a complicated process which brings the
best results when done with patience and care as to
details. It is strictly the job of a professional, one
trained in the work and who, through the study of
many such reports, can mentally compare each with
others he has previously analyzed. Such comparisons
lead to valuable conclusions and give the soundest basis
for the appraisal of securities in the present and prob-
able future. Combining the conclusions reached in
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regard to management and financial strength with the
anticipation of future business conditions, generally
and in the particular industry, one has a fairly solid
ground on which to base a forecast of the future pros-
perity of a company.



WHICH COMPANY?

Having outlined the methods by which company
reports are analyzed and how it is possible to go about
ascertaining the probable future of any particular
concern, it is useful to go back again to the example
furnished late in 1921 and early in 1922. It will be
recalled that there was a background of expected
general economic improvement which would be felt
particularly in those industries connected with build-
ing, the manufacture of railway equipment, in public
utilities (especially the hydro-electrics), the makers
of electrical machinery, chemical manufacturers, and
others making or dealing in merchandise or more or
less general consumption. To a slightly lesser extent,
it was reasonable to suppose that the railroads would
have better net earnings and that the copper and oil
producers would likewise recover fairly well. In addi-
tion it was quite likely that a number of so-called
“specialties,” those dealing in special products, would
be facing greater prosperity.

In reviewing this period, and the position of certain
companies at that time, some unfavorable features are
commented upon. It is desirable to bear in mind that
the intervening period may have corrected many of
these, and that no criticism of present-day conditions
is intended,

106
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Because it is so large and important a division of
general industry, the railways merited first attention.
Which of the railroads seemed the most likely to
furnish sound security in present or probable future
earning power? As has been pointed out, there must
be a favorable background of prospective traffic, and
operating conditions which will not bring unreasonable
costs. The New England roads would undoubtedly
have the traffic, but the development of the territory
has been so great that it is much like one large terminal
with consequent costs. This district is also marked by
heavy competition from trucks and water lines. So
the roads in that district must be eliminated.

The trunk lines serve a territory which has been
well developed industrially, which would probably be
prosperous and would not have the operating difficul-
ties of New England. There should be good tonnage
offered the roads and excellent prospects of much
coming in return to the communities along their lines.
New York Central, Baltimore & Ohio, Pennsylvania,
New York, Chicago & St. Louis, Wabash and the Erie
should anticipate better use of their plants. So too
with the coalers, for active industry means the use of
fuel. This gave hope to Reading; Central of New
Jersey; Delaware, Lackawanna and Western; Lehigh
Valley; Delaware and Hudson; Chesapeake and Ohio;
and Norfolk and Western; in fact, coal is so large a
part of the tonnage of all roads that the increased use
of fuel would help the railroads generally.

In the Northwest there were certain unfavorable
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features, particularly the competition with the Pan-
ama Canal and the refusal of the Interstate Commerce
Commission to restore the rates which formerly ena-
bled these roads to meet this competition; and the
prevailing unrest and disorganized industry associated
with the Non-Partisan League was then having bad
effects all through that territory.

The more southerly roads like Union Pacific, Atchi-
son and Southern Pacific were being bothered by the
same unfair competition, but their favorable operating
conditions with long hauls and the availability of much
traffic, like vegetables and fruits, which require quicker
transportation than that furnished by the Canal, made
their situation less serious than that of the North-
western roads.

In the Southwest, the carriers were being assisted
by the great oil development, but on the whole there
was, and is, too much railway development for the
available traffic in that territory. The St. Louis and
San Francisco had done comparatively well during the
war period and was making a good showing at the
time, but its real money making ability is due to its
ownership of a line from Birmingham, Alabama, to
Kansas City rather than to its position in the South-
west.

In the Southern District there had been noticeable
for some time great industrial development. The
availability of labor and cheap water power was bring-
ing many mills nearer their source of raw materials.
The rate structure was sending much tonnage to Gulf
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ports for export, and the rise in cotton prices then
current was bringing very much improved economic
conditions to the south. Operating conditions were
fairly good as to grades, terminals, ete. All this should
favor the Illinois Central, the Southern Railway,
Atlantic Coast Line, and the Louisville and Nashville.
The Seaboard Air Line was too weak financially to be
considered at that time.

It was evident that a choice of railroads could be
made from the trunk lines, the western roads, the
southern roads, and the coalers. In addition, it was
worth while to look into Pere Marquette, in the Mich-
igan peninsula, which had made the unique record of
earning a profit for the government in both 1918 and
1919; and into the New Orleans, Texas and Mexico,
which had begun dividends in 1920 and continued
them through 1921, when most roads were contem-
plating the reverse.

Among the trunk lines, New York Central seemed
in the best position. The Pennsylvania and the Balti-
more & Ohio were doing well compared to the previous
year, but the Pennsylvania was giving signs of over-
development comparable in a way to that of the New
Haven, and had made enormous terminal expenditures
in New York which were perhaps not paying their
way. The Central had been able to maintain its divi-
dend and there was every evidence that the dividend
would be fully earned in 1921 in spite of the unfavor-
able conditions. The financial condition of the Erie
at that time put its securities out of the question.
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The Wabash had some favorable aspects, particularly
its ability to move tonnage from the primary markets
like Omaha and Kansas City to the east without the
delays caused by the congested terminals at Chicago
and Toledo.

But the New York, Chicago and St. Louis gave real
evidence of good possibilities. For years this line,
which parallels the New York Central from Buffalo
to Chicago, had been owned by the latter but had not
shown much earning ability. In 1916 it had been sold
to certain Cleveland interests who were then demon-
strating that the line had an earning power never
before appreciated. It, of course, had excellent sources
of traffic, served a territory rich in resources, had a
line with few grades or curves, and had no unprofitable
branches. It was moving its cars unusually fast for
a trunk line, in that respect being surpassed by only
one road in the country, the Union Pacific. It was
not surprising, therefore, to find that its earnings were
much greater than when the Central owned it; in fact,
the earnings, by the Fall of 1921, gave evidence that
even though it was a year of depression, the road
would have one of its best years. Financially it was
in pretty fair shape—not rich, nor yet poor—and it
had a well balanced capitalization. Among the trunk
lines one was able to choose New York Central as
being the strongest and New York, Chicago and St.
Louis as having very distinet possibilities.

The roads dependent upon the coal fields for a very
large part of their traffic naturally had one definite
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hazard, but the probability of better earnings was
good. Most of these owned at that time large interests
nther than in railroads alone, and about these it was
always difficult to get accurate and complete informa-
tion. All were doing much better than in 1920. The
Lehigh Valley’s earnings seemed less promising than
the others, but it was spending very large sums for
maintenance of equipment, while most roads were
reducing such expenditures. The Delaware and Hud-
son was doing moderately well as to earnings, but its
working capital was not as strong as it might be, and
its large investment in street railways in New York
State was a questionable asset. The Lackawanna and
the Reading were both strong financially and showing
fair earnings under the circumstances, and both had
what were known to be valuable coal properties which,
it was believed, would be distributed to the share-
holders at some future date not distant.

Among the bituminous carriers, both Norfolk and
Western and Chesapeake and Ohio were making the
same progress so general among the railroads, and the
latter had been showing marked progress for some
years. The former was far stronger financially, but
the latter had unusually favorable operating condi-
tions with an outlet (down grade) both to the east at
tidewater and to the west at Lake Erie (through the
Hocking Valley) and over its own lines into Chicago.
Norfolk and Western was the more stable, but the
comparatively small common stock issue of the Chesa-
peake meant that as earnings became larger they
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would mount up fast on the common shares. Any one
of these coalers, except Delaware and Hudson, could,
with logic, be chosen, depending upon the situation
of the person making the choice.

If one felt inclined toward an investment in the
Northwest in spite of the apparent difficulties; there
was the Chicago, Milwaukee and St. Paul, the Great
Northern, the Northern Pacific, and the Chicago and
North Western. The last named had some time before
cut its dividends as a conservative measure. It has
the advantage of three lines entering Chicago and is
not so burdened with Panama Canal competition as are
the transcontinentals. Its earnings in 1921 looked
especially bad due to the almost total loss of lumber
and ore traffic, but better industrial conditions would
probably restore this tonnage to some extent. But
this road is heavily burdened with an unprofitable and
heavy commutation traffic. The Great Northern also
lost heavily in 1921 from lack of ore tonnage on which
it is very dependent and which it is particularly fitted
to carry at very low cost. It has, besides, a large
branch mileage requiring much local service at very
small profit, if any. The ore traffic would probably
return and with it much better earnings. The Northern
Pacific had good diversity of tonnage, good density
and probably the strongest financial condition of any
of these roads, having an excellent back log against
the continuation of bad times in its ownership of the
Northwestern Improvement Company. It also still
retains its ownership in several million acres of land
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grants. In these it had an advantage over the Great
Northern which some time before had distributed its
ore properties. The St. Paul was immediately elimi-
nated; through August, 1921, it had earned less than
$200,000 net operating income, it was short of equip-
ment, it had not the facilities to gather traffic on the
Coast in competition with Northern Pacific and Great
Northern, and the traffic on its extension to Puget
Sound had not come up to expectations. Further, it
had bond maturities of about $130,000,000 to be met
by 1930—a feature which was far from appealing. A
choice in the Northwest seemed to be between North-
ern Pacific with its financial strength and Chicago
and North Western with its lower Panama Canal com-
petition, although for some purposes certain bonds of
the Great Northern would fill the requirements to be
later outlined.

Of the transcontinentals, Southern Pacific, Union
Pacific, and Atchison, the last named was the strongest
not only financially but in earnings. It was, and still
is, probably the strongest railroad in the country. It
is ably managed and at the time under consideration
(as well as now) was rich in cash resources; its capi-
talization is beautifully balanced and nearly 40 per
cent of its securities are limited to 4 per cent return,
which adds considerably to the value of the junior
shares; and it was earning at a rate in excess of all
its interest and dividend requirements.

The Union Pacific was a close second to Atchison.
It is blessed with extremely favorable operating con-
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ditions which bring low costs, is well built, efficiently
managed, and possesses a fund of over $200,000,000
in cash assets or securities of reasonable marketability
from which it receives a large income. Like Atchison,
it was probable that it would earn its dividends in spite
of 1921 difficulties.

The Southern Pacific is also a good road, thoroughly
well entrenched on the Pacific Coast where it has much
local business as well as long haul traffic on its two
arms to the East; it is also well managed and favorably
situated as to working capital. But in 1921 its heavy
investment in Mexico and in public utilities in Cali-
fornia prevermted it from showing the strength of Atchi-
son or Union Pacific, either or both of which could be
chosen as sound companies in which to invest.

The Southwestern roads were eliminated, with the
exception noted of New Orleans, Texas and Mexico,
which had demonstrated by its earnings and dividend
payments that it was individually worthy of detailed
study. The road skirts the Gulf of Mexico from New
Orleans to the Mexican border at Brownsville. It had
formerly been a part of the St. Louis and San Fran-
cisco System, but was given over to the bondholders
in the reorganization of that line. Its property had
been in very bad shape in 1916 and it was considered
a hopeless case. Its reorganization, however, was
drastic, and provided funds with which the property
could be rehabilitated. So successfully had this been
done that under its new and good management the
road developed a real earning power. The dividend,
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therefore, was fairly conservative and likely to be
earned almost in full in 1921. Since its securities were
little known and unappreciated, they yielded returns
far greater than was justified by its earning power and
future prospects.

Finally there were the Southern carriers. Of these,
the Illinois Central, with its low grade line from Chi-
cago to New Orleans, is favored with good traffic and
excellent operating conditions. It was (and is) man-
aged with great ability and in 1921 was getting its
expenses well in hand; its earnings were making a
favorable showing. Furthermore, its terminal situa-
tion in Chicago is an element of great strength, and
its line to Omaha a valuable piece of road.

The Atlantic Coast Line and the Louisville and
Nashville are really one system, the latter being under
control of the former with connections between them
in Florida and at Montgomery and Atlanta. In many
ways the two are much alike; both are good earners
and both serve territory not fully developed. But
each has a different character of traffic and dissimilar
operating conditions; the Atlantic Coast Line is a low
cost road carrying a light density of high revenue
freight under the easy conditions of low grades and
few curves, while the Louisville and Nashville is an
expensive road which, because of its great coal devel-
opment, carries a heavy tonnage of low revenue freight
to be hauled over rather severe grades and frequent
curves. Neither was making a particularly good
showing in 1921, especially the Louisville and Nash-
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ville, which was spending comparatively large sums
on its equipment. An interest in the Atlantic Coast
Line really includes an interest in the Louisville and
Nashville so that the former has an advantage over
the latter, but both were strong roads which should
profit by the improved conditions in the South.

So too in the case of the Southern Railway which
spreads like a net over the whole territory. Except
for a large short-dated debt, it had for some time given
every indication of being a coming road. Industries
had been growing along its lines and the development
of the South generally had been faster than for the
country as a whole. And the road itself was a much
better railroad than for some time; the line from
Washington to Atlanta had been double-tracked, un-
profitable branches eliminated as far as possible, curves
straightened, and grades reduced. Its lines from Cin-
cinnati to New Orleans (the Queen and Crescent
Route) had become one of the heaviest traffic lines in
the country. There was work still to be done, but
the Southern Railway had the earmarks of a road
with a distinetly bright future.

Pere Marquette was mentioned because it had made
the unusual record of earning a profit under both years
of government operations. Very like the New Orleans,
Texas and Mexico, it had comparatively recently
emerged from a drastic reorganization. The country
it served had become unusually prosperous through
the development of the automobile and the enormous
growth of that industry. In other words, there were
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definite reasons why this road’s earning statement
should make a pretty picture compared to its recent
past, and good reason to believe the progress made
was of a permanent character. Like the “Gulf Coast
Lines,” its securities were selling to yield returns
which, under the circumstances, were greater than was
warranted by the risks involved.

So much for the railroads. The public utilities, too,
provided a large field for investments which could be
spread all over the country. For the purposes of this
discussion it is desirable to treat only those companies
whose names are generally known either because of
their size or because they are listed on the New York
Stock Exchange. Among hydro-electrics, the out-
standing ones are probably the Niagara Falls Power,
Shawinigan Water & Power Co. (in Canada), Montana
Power, Southern California Edison, and Pacific Gas
and Electric. While some of these are dependent in
part upon steam, the large proportion of their output
derived from water power had shielded them from
the rise in costs during 1920 and earlier years, thereby
sustaining their earnings, and such fall in costs as was
in progress in 1921 would nevertheless be beneficial to
them.

Prominent companies wholly reliant on coal for fuel
were the Brooklyn Union Gas, the Consolidated Gas,
the Brooklyn Edison, all in the New York district;
the Public Service Corporation of New Jersey, the
Edison Electric Illuminating Co., of Boston; the Peo-
ples Gas, Light and Coke and the Commonwealth
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Edison, of Chicago; the Detroit Edison; and the Cleve-
land Electric Illuminating Company. All of these
could expect greater gross revenues and probably a cut
in expenses which would be substantial. The New
York companies were unfavorably affected by politics,
but if the Supreme Court should uphold their conten-
tion as to the confiscatory nature of gas rates their
situation would then be immensely changed for the
better. Conservatism, however, pointed to the electric
companies of Boston, Chicago, Cleveland and Detroit,
the Detroit Edison Company being so well managed
that nearby towns were requesting the company to
take over municipal plants and run them.

There were two others, however, which, like the little
known railroads mentioned earlier, had interesting
possibilities, the American Water Works and Electric
Company and the Columbia Gas and Electric Com-
pany. The former had been formed some years before
purely to liquidate certain properties held by Pitts-
burgh interests who had gotten into trouble. It is
the owner of a number of water companies serving a
large combined population and controls as well a
number of power companies through its ownership of
the West Penn Traction and Water Power Co. (now
the West Penn Co.). For the year ending June 30,
1921, after full allowance for depreciation, it had
earned its interest, first preferred dividends and some-
thing on the second preferred. If it could do this
during such a time and continue to pay the first pre-
ferred dividends as it had been doing for seven years,
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it was evident that better business for utilities gave its
securities unusual speculative possibilities.

The Columbia Gas and Electric Company had much
the same features. Being dependent upon natural
gas rather than coal was, of course, favorable. It had
also a large electrical business in the growing Cinecin-
nati territory. What was impressive, however, was
the fact that in spite of the rising costs of the period
from 1913 to 1920 the company had increased its sur-
plus after fixed charges from $219,446 to $4,839,377.
As the source of its natural gas, it owned or controlled
over 1,000,000 acres of land in West Virginia and Ken-
tucky, this land having good oil possibilities in addition
to its gas output. Both this company and American
Water Works and Electric seemed to be on a rising
tide, not only due to prospective general conditions,
but in and of themselves.

Classed with public utilities are the telephone and
telegraph companies. American Telephone and Tele-
graph was as sound as could be and would profit by
the reduction in costs, as would all those of its general
type. But it was well known that it would have a
steady stream of financing to do, a repressive factor
on its securities. Western Union owns cable as well
as telegraph lines; the former probably contribute a
greater percentage to the net earnings than do the
latter. The Mackay Companies control both land lines
and cables, but the proportion of the latter is greater
than that of Western Union. Unfortunately the earn-
ings statements of Mackay Companies did not give
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sufficient information on which to base a sound
opinion. (Some months later, in 1922, a bond circular
disclosed that its earnings had been extremely good,
that it had been paying conservative dividends, and
had added considerably to its assets from earnings.)
There was also the All-America Cable Co., formerly
known as the Central & South American Telegraph
Co. This company had had an excellent record of
earnings and conservative management; it had con-
stantly added to its assets and had laid away a very
substantial amount of marketable securities; and it
owned few land lines which sometimes are of ques-
tionable earning power. Altogether, the company’s
common stock, with no senior securities ahead of it,
provided the best prospects at that time among com-
panies of its type, although the senior securities of
the others would be suitable in their place.

The leading companies making equipment were
Baldwin Locomotive and American Locomotive, spe-
cializing in motive power; American Car and Foundry
and Pressed Steel Car engaged in car building; and
Railway Steel Spring and American Steel Foundries
covering a wide field of parts and repair work. Of the
two locomotive companies, one was impelled to choose
American Locomotive even though Baldwin had been
a speculative favorite. The former had on the whole
operated in the past at a lower ratio of costs to gross;
the capitalization of each was approximately the same,
but American Locomotive had no bonds; its working
capital was not only larger, but included fewer ques-
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tionable foreign securities and had a much smaller
amount of notes payable; in fact, the ratio of current
assets to liabilities in one was about 4 to 1 against
not much better than 2 to 1 in Baldwin.

Of the others, American Car and Foundry stood out
strikingly. It had conserved the great profits made
during the war, and had diversified its business so that
it would not be dependent on car building alone. It
had added greatly to its financial strength and had put
aside a reserve for common stock dividends sufficient
to provide 12 per cent for three years. Both American
Steel Foundries and Railway Steel Springs were pre-
pared to profit by the anticipated orders for equip-
ment, but Pressed Steel Car was not as strong as might
be in working capital. To include American Locomo-
tive and American Car and Foundry in a list would
cover the equipment field and include undoubtedly
the best two.

Increased building operations, already in evidence,
would bring business to the steel companies. Of these,
United States Steel Corporation so far surpassed all
the others, that, considering the over-expansion of
steel capacity, it was useless to go beyond this producer
which would probably control pieces through its posi-
tion as the low-cost manufacturer of steel. It would
make money while others might be losing.

Many would profit from an era of building, but two
companies very directly connected were the American
Radiator Company and the Otis Elevator Company.
Both were strong concerns, well fortified with working
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capital and having excellent earning possibilities under
favorable circumstances. The former had had an
unusually good record, and had escaped the severe
losses of the depression because its management had
been sufficiently foresighted to have anticipated bad
times and had prepared for a depression by turning
inventories into cash so far as possible. All three of
these corporations could well be included in g list from
which selections might be made.

General Electric stood out above all manufacturers
of electrical equipment. As a conservative well man-
aged industrial with a future, it would be difficult to
find its equal anywhere. Its cash assets were enor-
mous. It is known that it lays away very large
reserves, but no one seems to know just how large
they are. Their size was indicated by the fact that
it had spent yearly large sums for patents, but carried
them at only $1, and that over a period of years, it
had spent over $180,000,000 on plants, but carried
them at a value of around $67,000,000. Such conserv-
atism and indicated earning power was hard to match.

Both Westinghouse and Allis-Chalmers had possi-
bilities in view of the anticipated electrical business.
Westinghouse was the better company from the invest-
ment point of view, Allis-Chalmers from the specula-
tive point of view. The latter makes a large quantity
of heavy machinery which means that its profits do
not reach net earnings until some time after orders
are received. Its comparatively good earnings in 1921
reflected the orders received in 1920. But it had a
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very good working capital and had been able to con-
tinue dividends during the depression. The very low
price of the stock and the high yield seemed to over-
estimate the risks.

Companies engaged in the manufacture or sale of
articles of general consumption would on the whole
profit by the increased purchasing power to be brought
by better trade. That such concerns would do better
was a fair assumption unless there was something in
the particular industry or concern which would mili-
tate against it. The chain stores had, through the
depression, proved their stability and sound founda-
tion. Of these Woolworth was the leader.

The Allied Chemical and Dye Corporation manu-
factured a wide variety of products of a basic character
which would have a more general demand especially
from the building trade. This company was conserva-
tively managed, put away large reserves, and had good
cash resources. While it was a new concern, it was
made up of a number, except the National Analine
and Chemical Company, which had proved their value
over a long period of years, and their combination was
logically expected to reduce costs and enhance the
earning power of the whole.

The tobacco companies had done fairly well in spite
of bad times, due probably to the fact that people
smoke whether employed or not. The best known
were the American Tobacco Company, Liggett and
Myers, Lorillard, and, less well known, the R. J. Rey-
nolds Tobacco Company. In comparing these, one was
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forced to the conclusion that the last named had the
best record and greatest possibilities. This was very
striking from the reports covering the year 1921 in
which R. J. Reynolds showed substantially increased
earnings, and the payment of over $13,000,000 notes
without financing or reducing its working capital
unduly. Further, its valuable good will was carried
in the balance sheet at less than $1,500,000 while
the others carried amounts varying from more than
$21,000,000 for Lorillard to over $54,000,000 for Amer-
ican. This seemed to indicate not only greater con-
servatism, but the probability of greater earnings on
the capitalization.

Of the coppers, one was much impressed by the fact
that of the largest, only Kennecott, Cerro de Pasco,
and Chile had been able to produce at a cost low
enough to warrant the continued operation of the
mines during 1921, while almost all others were forced
to shut down. In view of the general uncertainty in
the industry and its dependence upon export trade,
there seemed little question that if copper securities
were to be included in a list, these three provided the
best security as to earning power. And of these, Cerro
de Pasco, with its large silver and gold values, was
probably the lowest cost copper producer. Of the
domestic companies, Utah could almost surely pro-
duce most cheaply, but after all, Kennecott owned a
large interest in Utah and its securities, therefore, indi-
rectly participated in any profits Utah might make.

At the time under review, an investor in oil company
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securities would undoubtedly have limited the risks
inherent in this industry by buying only securities of
concerns which pretty thoroughly covered the field;
that is to say, not only produced, but refined and dis-
tributed. The best were, of course, the leading Stand-
ard Oil companies. Worthy of consideration also was
Royal Dutch, which not only covered the field in the
United States, but had diversified its risks all over the
world. This concern is excellently managed, the diffi-
culty being, however, to know just what it is earning,
for it reports (like the Mackay Companies) only
enough dividends received from its subsidiary com-
panies to pay its own dividends.

From the speculative point of view purely, there
was at least one oil company, almost entirely a pro-
ducer of crude, which gave much promise. This was
California Petroleum. It had maintained its earning
power in spite of depressed business; it had for some
years steadily increased its gross and net income; it
had during the year received funds from the Govern-
ment, thereby increasing its cash resources; and had
steadily used its earnings to build up the property.
Improved conditions in the industry would undoubt-
edly be reflected in good earnings for California Petro-
leum.

A number of so-called “specialties” gave great
promise. Among these were United Fruit, Electric
Storage Battery and Owens Bottle.

The value of diversification was well illustrated in
the case of United Fruit. With two of its divisions,
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shipping and sugar, doing badly in 1921, it was making
enough from its fruit business to counteract these. It
had conserved the large profits made during the war,
had added substantially to its properties and to its
cash resources, had eliminated its bonded debt, and
had increased greatly its reserves. In some respects,
its stock took on the same conservative character as
that of General Electric, though in slightly lesser
degree.

Electric Storage Battery’s reason for prominence lay
in much the same general factors. As the largest man-
ufacturer of storage batteries, while dependent pri-
marily upon the prosperity of the automobile industry,
its interests were diversified into the fields of railroads,
telephones, radio, submarines, electric light stations,
and other industries. It, too, had conserved its earn-
ings and added greatly to plants and working capital.
And this company likewise, regardless of the low pro-
duction of automobiles, was making very good earnings
during the depression.

Of much the same general character was Owens
Bottle. Its ownership of an automatic machine for
bottle making had so reduced the cost of production
that it was obtaining a virtual monopoly. It was ably
managed, had laid away conservative reserves, and had
good cash resources.

Somewhat later than the Fall of 1921, but by the
Spring of 1922, it was evident that the outlook for the
companies producing sugar and for those manufactur-
ing automobiles was brighter than at first seemed the
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case. In analyzing the situation in these two indus-
tries it was necessary still to bear in mind that the
least risk and greatest possibility of profits lay with
the lost cost producers. Among the automobile com-
panies, the securities of the Ford Motor Company not
being available, the most promising seemed to be
Studebaker and General Motors. Both of these were
quantity producers who could sell their cars at prices
which gave very good value for the money.

There was another, a producer of trucks only, which
had perhaps an even firmer foundation for future
expectations. Here again the company made a car
which, although high priced, apparently gave the great-
est value for the money, and experiments seemed to
prove that it had the ability to move tonnage at less
cost per ton per mile than others. During the depres-
sion, its sales had held up relatively better than the
industry as a whole. In fact, in spite of inventory
depreciation, it had, in 1921, operated at a profit. Its
cash position was very strong, better by far than that
of most of the motor companies. Altogether, improve-
ment in the automobile industry should find Mack
Trucks well prepared to take advantage of the situa-
tion.

Besides finding the low cost sugar producer, there
was another problem. This was to find those which
had been least harmed by the disastrous effects of the
fall in the price of sugar from above 20 cents a pound
to below 2 cents. The pooling of the Cuban output
for sale by a commission had in effect allowed all others
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to sell freely while the Cubans held back and allowed
the market to fall away from them. The producers in
Porto Rico, and those in Cuba which had previously
contracted for the sale of their output were most
favorably situated. This gave promise to Central
Aguirre and Fajardo, both in Porto Rico, and to
United Fruit and Punta Allegre in Cuba, both of
which had their refinery outlets. South Porto Rico
Sugar Company, which has the tariff advantages of
Porto Rico and also a very low cost mill at Santo
Domingo (full duty, however), was worthy of con-
sideration as it has a sort of hedge on the matter of
the sugar tariff. But the Cuban American, in spite of
its disastrous year in 1921, was still the lowest cost
producer and had had the resources with which to
withstand its losses. So far as future earning power
was concerned, it was particularly favored and had, as
well, a very excellent management. On the whole, one
must be wary of concerns dependent for their pros-
perity upon tariff protection rather than a firm eco-
nomic foundation of low costs. For this reason one
would watch carefully an investment in Porto Rican
sugar producers, and would include at least one Cuban,
either Cuban American or Punta Allegre.

There were undoubtedly many other companies
which could have been considered during late 1921
and 1922, many perhaps more favorably situated than
those which have been reviewed. But there is a limit
to the work which can be done along this line and do
it well. It is hoped that the foregoing will illustrate
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sufficiently the manner and the possibilities of select-
ing the companies with investment possibilities from
the professional point of view—that is, from the view-
point of the investor.

There is left the selection of the securities.
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In selecting the list of securities which shall form
the background on which the investment adviser will
base his professional service, he will bear in mind that,
strictly speaking, a good investment is one which re-
turns more than pure interest plus sufficient in addi-
tion to more than compensate for the risk involved. In
this connection, it is now possible to be somewhat more
up-to-date than was the casc during the period which
has been under review. Professor Dewing, previously
quoted, has made some investigations of great value
along this line. It is surprising that more research in
securities has not been done by banking houses, and
there is a great field unopened which, if investigated,
would probably yield much information and data not
yet appreciated.

Take the case of bonds. The usual investor prob-
ably believes that he could not be more conservative
than to limit his holdings to securities declared legal
investments for savings banks in New York and Massa-
chusetts. The laws which outline the requirements for
such securities have been carefully drawn with a view
to limiting savings banks to investments of unques-
tioned security. Under the guidance of Professor
Dewing, a number of his students have made careful
calculations comparing the relative merits of different
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classes of bonds as the result of experience.! One man
invested three hypothetical funds of $100,000 as of
January 1, 1901, in 50 bonds of each class; legal, good,
and speculative. He closed these out as of January 1,
1923. He calculated his fund by crediting the interest
and deducting his losses. There was one default in
his list of “legals,” two in his list of good bonds, and
eleven in his speculative list. Nevertheless, the in-
come in each of the latter cases made up the capital
losses, so that his total accumulations from the orig-
inal $100,000 investments were respectively $195,000,
$214,000 and $246,000. Two other students took 100
bonds in each class as of October 1, 1900, handled them
in the same manner, and closed out October, 1922.
They found that, after deducting losses, the average
yields over the twenty-two year period in each case
were respectively 3.03 per cent for legals, 3.99 per cent
for medium grade, and 5.50 per cent for speculative
bonds. Another took the actual railroad investments
of certain Boston savings banks, bought between 1892
and 1902, and compared them as of January 1, 1902,
with 87 high to middle grade railroad bonds yielding
between 434 per cent and 514 per cent. Treating them
in the same manner as in the other two investigations,
he found that the legals had accumulated $182,275 at
an average annual return of 3.17 per cent, while the
others had accumulated $246,743 at a return of 4.62
per cent.

It is, therefore, clear that the artificial demand set

1See footnote page 459, Harvard Business Review, Vol. I, No. 4.
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up for bonds of the “legal” class has carried their prices
to the point where the return obtainable underrates
the risk involved. An individual in his investments
will, as a result, shy away from such bonds, and will
look for a return more commensurate with the chances
he takes.

Much the same thing is true of preferred stocks,
especially industrial preferred stocks. Referring again
to Professor Dewing’s investigations,? he compiled a
list of all the prominent industrial preferred stocks
issued between January 1, 1915, and January 1, 1923.
There were 607 of these which were issued at an aver-
age price of 99. After crediting the premiums on such
issues as were called, the average price for the group
as a whole was (on January 1, 1923) 701%; and of the
607 issues, 114 were quoted at less than 25, and of
these, 59 were practically worthless; and for 70 issues,
no quotations, even nominal, could be obtained. Obvi-
ously, industrial preferred stocks, unless exceptionally
strong, underrate the risk very substantially.

Preferred stocks have the great fault that their
priority claim on assets is not fixed. Bonds, deben-
tures, and bank loans can always be placed ahead of
these issues with consequent depletion of their claim
on the equity in the concern. Furthermore, where the
income return is fixed, the holder has not the advan-
tage of a possible increase in income to make up for
his possible loss of principal. These stocks are hybrids;
they are neither bonds nor common stocks; they have

38ee page 461, Harvard Business Reveiw, Vol. I, No. 4.
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all the possible losses of the latter without the advan-
tages of either.

Purchases of preferred stocks would, therefore, better
be definitely limited to those of companies whose earn-
ing power is so substantial and regular that they par-
take very much of the nature of bonds; to those that
participate with the common; or to those of companies
which are definitely on the upgrade and whose pre-
ferred shares are selling at prices which, under the
circumstances, seem to overestimate the risk. In the
first class the preferred shares of Union Pacific, Atchi-
son, and others like them, and some of the preferreds
of higher grade public utilities.* Among the industrials
few can qualify beyond those of United States Steel,
General Electric, and Standard Oil of New Jersey. In
the second class, there are a number of merit, and the
third class is made up of those which can be discovered
from time to time, depending upon the conditions then
prevailing. Of course, in a period like that of 1921,
there are usually many which, because of shaken con-
fidence, sell well below the price which would more
accurately measure the risks a purchaser would incur.
A good general policy is to buy bonds whose place in
the capitalization is fixed, common stocks carefully
investigated, or preferred stocks which have the advan-

3During the year 1923, there have been a number of Supreme
Court decisions which secm to assure to public utility companies the
ability to earn a definite and reasonable return on their properties.
In the future, they should have less trouble in raising rates to match
expenses. This establishes for them the expectation of a very stable
earning power and gives public utility preferred stocks a much higher
credit rating than they have enjoyed in the past.
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tage of either one or the other; that is, great stability
of earning power or speculative possibilities.

With these things in mind, and remembering that
the companies so far selected are those which seem
to have the least risk, it is possible to go back over the
list of corporations, to scan their securities, and to
make up a broad list from which choices may be made
in accordance with the requirements of the particular
investor’s situation. Incidentally, for the purpose of
being thoroughly clear, only the active securities will
be discussed.

New York Central—In the main its bonds are “legal.”
It is possible to find among its subsidiaries some which
are not. For example, Cleveland, Cincinnati, Chicago
& St. Louis 4s of 1993, a good long-time bond which
should fill the bill. The parent company’s debenture
6s, 1935, although not mortgage bonds, have not only
good security as to earning power, but some specula-
tive possibilities as well, due to the ability to convert
into New York Central common stock. And the latter
would provide very fair chances of appreciation with
reasonable security.

New York, Chicago & St. Louis—The first mortgage
4s of 1937, and the debenture 4s of 1931 were good,
and yielded a fairly high return. The preferreds, both
first and second, were participating stocks and had an
excellent combination of security and speculative pos-
sibilities. The common had less security, but, because
of its then current earnings, great possibilities.

Delaware and Lackawanna—Only the stock was
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available, but should have been purchased only by
those who could get the necessary information on the
coal properties.

Reading Company—The bonds in the main are
“legals,” which are eliminated. The stock was in the
same situation as that of Lackawanna.

Norfolk & Western—Under the circumstances, most
of the bonds being “legal,” the convertible 6s seemed
the most attractive. The preferred stock in this case
is strong enough to warrant consideration. The com-
mon stock should do better under favorable conditions.

Chesapeake & Ohio—There were again available
convertible bonds, 5s due 1946, which had a favorable
outlook, and the General 414s of 1992 were attractive
as a long-time security in a period of falling interest
rates. Again, the stock would be suitable for certain
investors.

Union Pacific, Atchison, Illinois Central, Louisville
and Nashville, and Atlantic Coast Line—Practically
all of the bonds of these roads were too high grade for
the ordinary investor, being “legal.” The preferred
stocks of the first named two, and the Leased Line
Stock of the Illinois Central were sufficiently protected
by stable earning power to be considered sound. The
common stocks of all had good possibilities.

Great Northern, Chicago and North Western and
Northern Pacific—If one wished to invest in a north-
western railroad, the general mortgage 7s of the former
best fitted the general scheme, but only the preferred
stock of the North Western (which participates with
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the common), or the common stock of the Northern
Pacific did so.

Southern Railway—Nearly any of its bonds were
ideal for the investor, not being “legal,” and yet dis-
tinctly on the upgrade. The two stocks were specu-
lative, yet attractively so.

Pere Marquette—The underlying bonds fitted in the
same manner as did those of the Southern Railway.
The two preferred stocks seemed to underestimate
rather than overestimate the risk, and the common
was distinetly speculative.

New Orleans, Texas and Mexico—The first 6s of
1925 were very high grade and far underestimated the
risk. So, too, the second mortgage income 53 which
had paid interest since the reorganization. The com-
mon yielded over 10 per cent, and could be said also
to return more than the risk called for.

St. Louis & San Francisco—Since its good earnings
came from the line, Birmingham to St. Louis, the
bonds on this line, not being “legal,” had distinct pos-
sibilities, especially because the strength of the issue
was not generally appreciated. For these reasons the
Kansas City, Fort Scott and Memphis Refunding 4s
of 1936 could be included in the list.

Public Utilities—Many bonds suitable to the pur-
poses of the individual investor could be found among
the public utilities. Some were in the “legal” class,
but others, not the most senior issues, yielded returns
which were attractive. It is not necessary to cover
the field in detail, so only a few examples will suffice.
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The refunding mortgages of the Niagara Falls Power
Company, Shawinigan Water & Power Co., Southern
California Edison, and perhaps less strongly, the Mon-
tana Power Co., stood out in the fields of hydro-electric
companies, and the returns obtainable were very good.
In like manner, the more junior mortgages of the
Detroit Edison, New York Gas, Electric Light, Heat
and Power Co., Brooklyn Edison, Cleveland Electric
Illuminating Co., and Commonwealth Edison filled the
bill. The Niagara Falls Power has such stability of
earning power that its preferred stock could be in-
cluded. The most attractive common stocks were those
of the Detroit Edison, the Pacific Gas and Electrie,
the Edison Electric Illuminating Co. of Boston, and,
from the speculative point of view, the preferred stocks
of the American Water Works and Electric Company
and the common shares of the Columbia Gas and Elec-
tric Company, both of which have already been dis-
cussed in some detail. The common stock of the North
American Company, which owns the equities in a num-
ber of prominent public utilities, was one with good
possibilities in fair weather, but it is one which should
be carefully watched, for in bad weather, equities in
earnings might disappear rather rapidly.

The American Telephone and Telegraph securities
were undoubtedly good, even though they would be
under the constant pressure of new financing, and
many of the bonds of the subsidiaries would suit the
purposes of the investor. Among the stocks of tele-
graph and cable companies, that of the All-American
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Cables seemed to have the greatest possibilities, al-
though later that of the Mackay Companies assumed
the leading position.

Of the industrials which have been selected, the se-
curities available were almost entirely common stocks,
namely, those of American Locomotive, American Car
and Foundry, American Radiator, Otis Elevator, Gen-
eral Electric, Woolworth, Allied Chemical and Dye,
R. J. Reynolds Tobacco, Standard Oils, Royal Dutch,
Electric Storage Battery, Owens Bottle, United Fruit
and United States Steel. In the same class could be
put the preferred stocks of Allied Chemical and Dye
and of Allis-Chalmers, both of which were selling at
prices which underestimated the risks in their pur-
chase. More speculative in nature were the common
stocks of California Petroleum, Cerro de Pasco, Kenne-
cott and Chile. Later were included the preferred and
common stocks of General Motors; the common and
preferred stocks of Mack Trucks (the preferreds both
sold very low considering the better conditions); the
common and preferred of Cuban American Sugar, and
the common stocks of Studebaker and Punta Allegre.

Industrial bonds which fitted into the scheme
through the proper combination of security and yield
were difficult to find, particularly because the com-
panies whose outlook seemed brightest were on the
whole so conservatively managed that few of them
had any bonded debt. United States Steel sinking
fund 5s and General Electric debenture 5s, 1952, would
do because of their unusual security. Cerro de Pasco
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convertible 8s, due 1931, seemed to have an unusual
combination of security, high yield, and possibilities of
profit. The Cuban American 8s of 1931 yielded enough
to more than compensate for the risk. The Western
Electric 7s, due in 1925, were satisfactory except for
the short maturity, but they could be converted into a
preferred stock which would have strength. There
were available any number of bonds of mining and oil
companies, but, as a general proposition, the risks in-
herent in these industries make it advisable to be in
a position to participate in the profits rather than to
lend them money. Of course, the earning possibilities
of Kennecott, Standard Oil of New York, and Stand-
ard Oil of California gave their bonds excellent secur-
ity, but the same applied to their stocks with far
greater chances of increased income and profits to make
up for such chances as might be taken. One trouble
with most of these high interest-bearing industrial
bonds was that most of them were callable. This put
a limit on the rise which they would make under favor-
able money conditions.

Finally, there were the foreign bonds. Of these,
those of France, and Great Britain seemed to give the
best combination of security and return. The French
Republic 714s had the merit of being non-callable
until maturity in 1941; there would unquestionably
be periods of nervousness in the meantime, but the
probability of payment in full with interest when due
was sufficiently great to make the then current yield
attractive. Even more attractive were the United
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Kingdom of Great Britain and Ireland 514s, due 1929,
which were (and are) convertible on such a basis into
English National War bonds that they had not only
security and good return, but also a speculative feature.

It is now possible to compile the list in full as
follows:

INvEsTMENT BoNDS

Railroad

New York Central Debenture 6s, 1935
Cleveland, Cincinnati, Chicago & St. Louis General 4s, 1993
New York, Chicago & St. Louis First 4s, 1934; Debenture 4s, 1931
Norfolk & Western Convertible 6s, 1929
Chesapeake & Ohio General 414s, 1992; Convertible 5, 1946
Great Northern 7s, 1936
Southern Railway First 5s, 1994; Development & General 4s, 1956
Pere Marquette First 5s, 1956
New Orleans, Texas & Mexico First 6s, 1925
Kansas City, Fort Scott & Memphis Refunding 4s, 1936
Public Utilities
Southern California Edison General & Refunding 6s, 1944
Shawinigan Water Power 1st Refunding 5148, 1950
Detroit Edison First & Refunding 6s, 1940; Convertible Debenture
8s, 1931
New York Gas & Electric Light, Heat & Power Refunding 4s, 1949
Brooklyn Edison 7s, 1950
Cleveland Electric Illuminating Co. 1st 5s, 1939
Commonwealth Edison 1st 5s, 1943
Montana Power Co. 1st & Ref. 5s, 1943

Industrial

General Electric Debenture 5s, 1952

Cerro de Pasco Convertible 8s, 1931

United States Steel Sinking Fund 5s, 1963
Cuban American Sugar 8s, 1931

Standard Oil of New York 7s, 1931

Standard Oil of California Debenture 7s, 1931
Western Electric 7s, 1925
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Republic of France 714s, 1941
Kingdom of Great Britain & Ireland 54s, 1929

INVESTMENT STOCKS

Razlroad

Norfolk & Western Preferred
Norfolk & Western Common
Union Pacific Preferred

Union Pacific Common

Atchison Preferred

Atchison Common

Illinois Central Leased Line Stock
Illinois Central Common Stock

Public Utilities

Niagara Falls Power Co. Preferred

Detroit Edison Common

Brooklyn Edison Common

Edison Electric Illuminating of Boston Common
All-America Cables Common

Industrial

General Electric Common

Allied Chemical & Dye Preferred
Woolworth Common

Standard Oil of New Jersey Common
Standard Oil of New York Common
Standard O1l of California Common
Standard Oil of Kentucky Common
Royal Dutch Common

Electric Storage Battery Common
Owens Bottle Common

American Locomotive Common
American Car & Foundry Common
American Radiator Common
United Fruit Common

United States Steel Common

Otis Elevator Common

General Motors Debentures

SEMI-INVESTMENT BoNDS
New Orleans, Texas & Mexico Income 5s, 1935
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SEMI-INVESTMENT STOCKS

Railroad

New York, Chicago & St. Louis First Preferred
New York Central Common

Louisville & Nashville Common

Atlantic Coast Line Common

Chicago & North Western Preferred

Pere Marquette Prior Preferred

Public Utilities

Pacific Gas & Electric Common

Consolidated Gas of New York (after the Supreme Court decision)
American Water Works 7% Preferred

Columbia Gas & Electric Common

Industrials

Allied Chemical & Dye Common

R. J. Reynolds Tobacco Common
Allis-Chalmers Preferred

Cuban American Sugar Preferred

California Petroleum Preferred (Participating)
Mack Truck First Preferred

SPECULATIVE STOCKS

Railroads

New York, Chicago & St. Louis Common
Chesapeake & Ohio Common

Northern Pacific Common

Southern Railway Preferred and Common
Pere Marquette Preferred and Common
New Orleans, Texas & Mexico Common

Public Utilities
American Water Works & Electric Participating Preferred and Com-
mon
Industrial

Allis-Chalmers Common
California Petroleum Common
Cerro de Pasco Common
Kennecott Copper Common
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Chile Copper Common

General Motors Common

Studebaker Common

Cuban American Sugar Common

Punta Allegre Common

Mack Trucks Preferred and Common

The list includes 30 investment bonds consisting of
13 railroads, 7 public utility, 7 industrial and 2 foreign
bonds; 29 investment stocks, 8 railroad, 5 public util-
ity, and 16 industrial; 17 semi-investment issues, 1
bond, 6 railroad stocks, 4 public utility stocks, and 5
industrial stocks; and 21 speculative stocks, 8 rail-
roads, 2 public utility and 11 industrial. It will be
found to represent every division of the country, except
New England, among the railroads, to cover every
division except the Southwest by some representative
public utility, and to cover nearly all parts of the
United States, as well as many foreign countries,
through the list of industrials. There is one public
utility in Canada; a copper company in Peru, two in
Chile (one through Kennecott, which owns Braden),
and one in Alaska; a bond of France and one of Eng-
land; two companies in Cuba; one concern covering a
large part of Mexico, Central America and South Amer-
ica (All-America Cables), and the whole world as the
field of the Standard Oils, Royal Dutch, and some of
the other industrials. Certainly, it seems possible to
obtain adequate diversification as to type and geo-
graphical location.

It is not meant to convey the impression that the
foregoing list is perfect or that it cannot be substan-
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tially improved upon. What it is designed to show is
how a list could have been scientifically made up in the
light of conditions which were definitely foreseen in
the Fall of 1921, combined with the knowledge since
obtained on relative security values as the result of
Professor Dewing’s investigations in “legal” bonds and
preferred stocks which are the only classes whyeh have
been changed to any extent. There are many ¥ther
securities which might better fit the purpose in mind,
but it is quite impossible to cover the whole security
field and do it adequately.

It will be said that the time chosen as an example
was an unusual one. This is true. But being unusual
it serves better to illustrate the principles which it is
firmly believed are applicable at any given time. It
serves as a starter from which one can proceed to add
to or take away from the list those securities which
changing conditions point out.

It may be of interest to follow the list through the
following two years.



THE PROCEDURE

A list has now been prepared from which can be
chosey those securities which fit the requirements of
any particular investor, except those who, because of
the fize of their incomes, will need tax-exempt bonds.
Since they can turn to specialists in this type of securi-
ties they have not here been discussed.

For others, there will be chosen a back log of bonds.
But it will be borne in mind that the underlying factor
in the situation is the excessive gold supply which may
cause inflation. Each investor will, therefore, be ad-
vised to hold some common stocks, or participating
preferred stocks, in order to provide against such a
contingency with securities which will (by larger in-
come return or by profits) make up in part for the
expected rise in the cost of living. Since rising prices
would favor the industrials more than other classes,
which would, in fact, be hurt if prices rose very far, a
larger proportion of the stocks of this type should be
held.

In 1921, falling interest rates were apparent some-
time before the Fall. As early as May, deposits had
begun to flow into the banks, loans to be paid off, and
interest rates to fall. The banks had no use for the
money in business, and at the time would probably not
have lent it if they had, so their only place for it was
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in the bond market. From this time on bonds could
be bought with every expectation of rising prices, and
the longer time the bond had to run the better.

By the end of August the underlying factors looked
better. Not only were money rates still falling, but
building was increasing, and the rise in the price of
cotton was having a very favorable influence on senti-
ment. By the end of September, stock prices had been
rising for over a month, and largely confirmed the view
that the turn in the stock market had come. The
investor could begin to add the better grade of stocks
to his list, particularly those whose dividends were so
secure that they would not only be favored by the
prospects of better business, but also by falling interest
rates.

Gradually the situation improved. By February
the consumption of sugar had so increased that securi-
ties of sugar producing companies could be added to
the list. Very shortly thereafter the large orders for
automobiles became known, together with the fact that
motor manufacturers were very rapidly turning their
excessive inventories into cash and paying off their
very large loans. So the best securities of these com-
panies, and of those which made automobile acces-
sories, were put on the list. From time to time others
could have been added.

By the middle of the summer the volume of busi-
ness had increased to the point where it could be
expected to have an influence on the available supply
of money. Interest rates must be watched. It was
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possible that the Fall demand for funds would bring
higher rates. In September it was evident that the
low point for money had been reached in August. In
an investigation made months before, Col. Ayres had
discovered that in every cycle since 1883 the peak of
the bond market had come exactly fourteen months
after the low point of pig iron production. This also
pointed to September as the top of the bond market.
By October, the Harvard Economic Service announced
that money rates, adjusted for seasonal variation, had
risen to the point which usually marked the end of a
rising bond market. It was evidently time to sell long
time bonds and to conserve the capital at use in this
type of security by buying instead short-time securi-
ties. Since one cannot anticipate when the money
will be needed again, it is proper to buy only those with
the most active market. U. S. Government Certificates
or Treasury Notes best serve the purpose.

The list of stocks by this time needed some revamp-
ing, for some were too high. This was strikingly true
of Allied Chemical and Dye, which had risen to a point
which discounted a $6 dividend. Since this was the
most that could be expected, and since it was far from
sure, it was evidently time to get out of this stock, at
least temporarily.

But money had not yet risen sufficiently to bring
fear about the stock market in general. Through the
Winter months and the opening months of 1923, how-
ever, the rapidly rising commodity prices and the up-
ward trend of wages did lead to the belief that money
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would come into sufficient demand to be taken away
from the stock market. And in March, the Harvard
Service announced that commercial paper rates had
reached the point which usually marked the end of the
rise of stock prices, but they pointed out that the be-
ginning of the fall in prices had, on one occasion in
the past, been delayed as long as twelve months. The
market might be at the peak, but not necessarily at
the beginning of a decline. In any case, it was time
to begin to consider getting out of stocks and espe-
cially of those which, the reverse of 1921, would be
unfavorably affected by rising interest rates. It was
also evident that the over-production of oil was taking
on serious proportions.

At this time began an unusual sequence of events.
The stock market, business activity, commodity prices,
and money rates all began to fall together. It is espe-
cially noteworthy that prices and money declined
simultaneously, for falling commodity prices usually
“freeze” loans and bring higher rates. It was known
that there had been many warnings against inflation,
both the personnel of the Federal Reserve Banks and
of leading New York banks were afraid of it. There
was shaken confidence due to the rapidly rising wages
and the strikes in the building trades. But while some
industries, like pig iron, had gone too far, there was
no serious over-production; in fact, inventories were
low and buying had been largely from hand-to-mouth.
The underlying factors of large gold supply and easy
credit still predominated, and to date this country has
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always made full use of its credit resources. It seemed
a logical conclusion, therefore, that the reversal in the
trend of events was psychological rather than eco-
nomic, and that the holder of stocks should patiently
await the resumption of the normal trend.

This view of the situation was confirmed in part by
a study made by Prof. Persons, who pointed out that
in only one previous year had this country seen a
similar combination of falling commodity prices and
falling money rates. This was in 1900, in which was
seen the same lack of confidence in the future as was
witnessed in 1923, and that year was followed by
nearly two of good business.

In describing the analysis of general conditions, it
was pointed out that the drawing of conclusions from
past economic experience cannot be infallible. It can
only show what has usually been the case and point to
the probabilities in the future. In this case, the prob-
ability seems to be that active business will continue,
just as the probability late in 1921 was that business
would be better. But only the future can prove
whether this is a correct conclusion.

The list is, therefore, left holding U. S. Government
short-time securities and common stocks. Should in-
flation make progress, one will have to watch its effects
on railroad and public utility costs, and it may become
necessary to switch from these to more industrials,
perhaps those producing raw materials. If, on the
other hand, the use of money in fixed capital, like
buildings, or in the purchase of foreign securities, de-
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pletes the credit resources before there is inflation, the
time may arrive to hold nothing whatever but Gov-
ernment notes.

Watch the trend of economic events!

Many people will find that the procedure outlined
above, namely, that of frequently switching from one
type of security to another, goes against the grain.
They buy securities to hold them. Others will say it
takes too much trouble. It does take trouble, but it
‘pays. To keep one’s securities in a state of flux does
two things of definite value. It conserves profits and
cuts short losses. The first is self-evident, the second
not so evident. The cutting of losses comes first from
the fact that the securities are sold at the apparent top
of the market as a whole regardless of the prices of
the individual securities. Secondly, when the business
trend is reversed no one knows exactly where the
lightning will strike, and the investor can from a dis-
tance watch them all with an unprejudiced, broad-
visioned eye. Finally, when he buys again, he buys
the best at that time; it may be what he held before,
and it may not be. In brief, he holds, so far as pos-
sible, the best at all times, while the man who buys
and holds forever has something which was probably
good when he bought it, but its value may change
rapidly with conditions and be a very poor buy a few
years later.

Of course, to keep a list of securities in a state of
flux takes trouble, but this is another reason to enlist
the services of the expert.
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It will be asked, how does such an investor contribute
funds to industry? He can do so directly by buying
bonds of new issues until he is convinced that the bond
market has turned downward. From then on he can
buy government notes or stocks. But in each case
he will carefully compare the new offerings with the
seasoned issues available to be sure that he has been
offered a fair bargain and that the return on the se-
curity is fully up to the risk he takes, bearing in mind
the added risk of unseasoned bonds and stocks. The
investor will contribute indirectly to financing industry
by buying seasoned securities when he has funds avail-
able, thereby releasing money for the use of those who
may be in a position to take more risk than he can.
For instance, the business of some companies is of such
a nature that their securities should be owned only by
those managing their affairs. If they need money, the
ordinary investor stands ready to buy such other securi-
ties as members of the management may have, thereby
releasing to them money for this business.

The procedure here outlined does not deprive indus-
try of the funds necessary to expansion, but it helps
to assure that the new securities will be offered on fair
terms and at fair prices to those who are expected to
provide the money.



SPECULATION

To include a chapter on speculation in a book de-
voted to investment as a profession may seem to tend
to the paradoxical. There are several reasons for doing
s0. Speculation, the word, is not fully understood and
in its common usage is rather generally considered as
synonymous with gambling. This is a mistake, for
speculation in its proper form is the stabilizer of our
markets and a powerful influence toward the stabiliza-
tion of business. Another reason for discussing the
subject is that the desire for quickly acquired riches
is so thoroughly imbued in the vast majority that the
general public has been the prey of the unscrupulous
who have played upon ignorance and catered to the
speculative instinct. To picture speculation as it
properly should be engaged in may lead partially to
some curtailment of speculative desires and in any
case, it is hoped, to their direction into the channel
where they will be used to the nation’s best advantage
—the stabilization of the markets. Finally, previous
chapters have spoken of “speculative possibilities.” It
is desired to point out more exactly the meaning in
which the word is used.

After all, investment itself, if properly accomplished,
is speculation in some degree, the degree varying
inversely with the study which has been made of the
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subject before the security is purchased (or sold),
and directly with the risks assumed. In a business
sense the word speculation means to discern, to per-
ceive, and to act upon what is foreseen. The essence
of speculation is the use of foresight, and the risks
inherent in speculating are the direct result of the
fact that foresight cannot be infallible. Sound invest-
ing requires foresight to the ultimate degree, and to
this extent is speculation. The latter crosses the line
into the sphere of gambling when there has been no
detailed study on which a forecast can be made or
when unexpected contingencies have not been reason-
ably provided for so far as possible. The man who
bought Liberty bonds at 93 late in 1919 on the snap
judgment that they could go no lower because they
were obligations of the financially strongest nation in
the world, and would give him a quick profit, failed to
study his subject deeply. He was gambling. But the
man who had considered every fact, including the
trend of money rates, and who sold his Liberty bonds
was speculating. Speculation differs from gambling
principally in that it is a transaction engaged in after
careful study and the consideration of all the relevant
facts, while the latter is distinctly a shot in the dark
regardless of the instrument which forms the basis
of the transaction.

The Governor’s Committee on Speculation in Securi-
ties and Commodities, a political body, supported these
views when, in 1909, after a complete investigation,
it reported to the then Governor, Charles E. Hughes,
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among other things that: “In law, speculation becomes
gambling when the trading which it involves does not
lead, and is not intended to lead, to the actual passing
from hand to hand of the property that is dealt in. . .
A real distinction exists between speculation which is
carried on by persons of means and experience, and
based on an intelligent forecast, and that which is
carried on by persons without these qualifications.
The former is closely connected with regular business.
While not unaccompanied by waste and loss, this spec-
ulation accomplishes an amount of good which offsets
much of its cost. The latter does but a small amount of
good and an almost incalculable amount of evil. . . .”
And also that: “Purchasing securities on margin is
as legitimate a transaction as a purchase of any other
property in which part payment is deferred.”

Some consider that the purchase of securities be-
comes gambling as soon as it is done on borrowed
money. It is true that the use of credit makes possible
an increase in the size of the commitment and thereby
enlarges both the chances of loss and the chances of
profit. If the equity above the sum borrowed is so
small that a slight and unexpected turn in the market,
even though temporary, can wipe it out, the purchaser
of the securities has certainly gambled against an
unfavorable turn of events. But the very fact that bor-
rowed money was used does not mark the transaction
as gambling. Compare, for instance, the man who
buys bonds when money rates are high and probably
at the peak, or buys even Atchison, Illinois Central,
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or General Electric common stocks and uses other
funds than his own to complete the transaction, with
another who buys some wild oil stock and pays for
it in full. Which of these is the gambler and which
the speculator? There is no more reason to criticise
the purchase and sale of securities on borrowed money
than to criticise the merchant or manufacturer who
uses credit for the purchase of his wares or raw mate-
rials. Like so many other things, the fault, if there
is any, lies not in the doing, but in the manner in
which it is done.

Selling “short” no more marks the gambler than does
buying on margin, provided the sale is made after the
same studious investigation as is a purchase. A profit-
able speculative operation consists of a purchase and
a sale at a higher price, but whether the sale precedes
or follows the purchase makes not the slightest differ-
ence. It is true that when the sale comes first there
is an added element of risk, for there is a limit on how
far down a security can go, while there is none on the
up side. It is true, also, that in the case of stocks the
supply is limited and might be cornered, and that
since stock must be borrowed for delivery against the
sale, the seller runs the danger of being unexpectedly
at the mercy of the lender and perhaps also at a par-
ticularly unfavorable moment. But although these
facts call for extra care on the part of one who sells
what he does not own, strictly speaking, there is little
difference between the man who, owning oil stocks in
March, 1923, after a careful study of the oil situation
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sold his stocks with a view to repurchasing at a lower
price, and he, who after the same study came to the
same conclusions, sold short, borrowed for delivery,
and bought later. The latter took more risk and made
more money in proportion to the capital he used, but
both tended to stabilize the market by keeping it from
going too high and by buying when oil stocks were
too low. Both were speculators.

The usefulness of short selling as a market stabilizer
is not everywhere appreciated and there have been
proposals to forbid the practice. In fact, the economic
value of the speculative markets, whether securities
or commodities, is so little known that they are in
constant danger of governmental interference. Within
the year 1923, our high-minded officials have at-
tempted to control speculation in grain because they
claimed that it tended to keep the price of wheat down,
and have sought to restrict the activities of the New
York Coffee and Sugar Exchanges because speculation
in sugar had put it up. These exchanges perform two
very important functions. First, through the specula-
tive anticipation of a shortage or excess supply of a
commodity, the purchases or sales tend to raise or
lower the price of futures and to encourage or dis-
courage the production of the commodity before the
event. If the price of future sugar tends upward,
there is reason to believe that more will be produced,
thereby counteracting the prospective shortage, and
vice versa. Secondly, these exchanges, through the
activity of the many speculative sales and purchases,
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provide a market for hedges so that the miller, the
sugar refiner, or the cotton manufacturer may hedge
and reduce his risks, as may also the producer of the
commodity. The risk is passed to the speculator who,
in return for prospective commensurate profits, as-
sumes it. Short selling in these markets is conse-
quently the expression of studied opinion as much as
is buying, and both are equally necessary.

The same is more or less true of the security mar-
kets. The selling, whether of short or long stock, acts
as a pressure on the market to restrain over-optimistic
enthusiasm, and the repurchasing acts as a cushion
for a market which, in a time of panie, would have
no bottom. Germany and Japan have both tried to
forbid short selling, but both discovered it was a mis-
take for the reason that during a panic in the market,
when many are in a position where they must realize
on securities, there are no buyers. Such a market is
the opportunity of the short seller, and by buying at
such a time he furnishes a real service. After all, the
contractor who engages to erect a building has sold
that building short; he knows pretty well from experi-
ence that he can “cover” his materials and labor and
usually makes his contracts as soon as possible to
obviate the risk of rising markets; but he may run
into a strike which would cause him to take a loss.
So short selling of stocks and bonds does not mark
the gambler and is usually the operation of one who
has thoroughly studied the situation. Such a man is
a speculator and a useful stabilizer to the market.
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As has been said, investment involves the application
of speculation—the study and investigation necessary
to as true a forecast as is possible. The assumption
of risk is inherent in any investment; the greater the
risk, the greater the tendency for investment to degen-
erate through speculation into gambling. Anything
which minimizes the risk increases the safety of the
investment. Whatever, therefore, is of value to reduce
the risk of speculation has some lesson for investing.
The following are some primary rules for one who
insists on speculating and would eliminate gambling;
the investor may derive some profit therefrom.

In previous chapters has been outlined the methods
which seem best suited to the analysis of conditions
so that purchases and sales of securities may be made
at the proper time and with some prospect of apprecia-
tion. Such methods are even more desirable to the
real speculator. These include the detailed economic
study of general conditions and of those in the various
industries. There is naturally, too, the careful study
of the corporations. It is further desirable, in order
to reduce the risk, to have good diversification. If
possible, and it is difficult to do so, it is valuable to
have some knowledge of the technical market condi-
tions, especially if it is planned to speculate in some
one particular security. On the whole, while at any
given time the market price of a security may not be
representative of its value, in the long run value will
be the final determination of price. Successful specu-
lation is consequently concerned with the determina-
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tion of future values and is particularly interested in
the time at which a security is bought. These factors,
it may be repeated, are of importance whether the
security is paid for in full, partly in borrowed money,
or sold short.

If borrowed money is to be used, or if the selling is
to precede the buying, there arises the question of
margin., It should be large enough so that short and
temporary reversals will not jeopardize the whole
transaction. It is unfortunately true that many men
have done all the work necessary to assure themselves
success in some speculative commitment, but by being
a little over-greedy and by an over-dependence on
other money than their own they have failed to cash
in. They skated too close to the thin ice of gambling.
There is another point about small margins. If a
broker will consent to a margin which is obviously
unconservative, he throws into danger the equities of
all his customers; for he may have dealing through
him some plunger who will get into trouble, eat into
the capital of the firm, and perhaps drive it into re-
ceivership. If a firm will accept a small margin from
one customer, they will do so from another, and each
such account endangers the money in the others. By
all means, be sure the firm dealt with is conservative
and even strict regarding margins. It may be unpleas-
ant to have a firm insist that a good-sized minimum
margin be maintained, but really it should be a source
of gratification to know that money at risk has not
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the added danger of being jeopardized by the fool-
hardiness of others.

The man who is speculating and not gambling should
beware of the broker who urges him to make small
turns by going constantly in and out of the market.
No one can do much more than guess the small turns
and speculating should eliminate as much as can be
all guesswork. If a studied opinion does not hold forth
the prospect of a substantial profit, the risk is too great
to be fully compensated for. It is well to bear in mind
that every purchase and sale of one hundred shares
of stock costs approximately three-eighths of a point
in commissions and taxes. This much must be made
before there can be a profit and this amount consti-
tutes the odds against the in-and-out trades. Not only
is such trading closely akin to gambling, but it will
probably be found that, like the Kelly-pool game,
where everybody lost, the only winner was the pool-
room which got its commission out of every pot.

In connection with small turns and the odds against
their success, there are many attempts to make the
market furnish the funds for some specific purpose.
The case comes to mind of a young man who was
about to make a trip to Cuba and asked a genial cus-
tomer’s man for a suggestion as to how he could entice
the market to give up the money to cover his expenses.
The proposal was made for the purchase of five hun-
dred shares of a stock in which two points profit should
be sure. The gentleman went to Cuba and on his
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return took a loss of several thousands in his stock.
There is also the classical story supposed to have been
told by Mr. Livermore of the office in which a number
of men in turn tried to inveigle the market into sur-
rendering the wherewithal for a fur coat which many
had admired. It is understood that the coat was never
bought—by the traders. One other extreme example
of the danger of guessing at small turns. A certain
gentleman owned five hundred shares of Middle States
Oil in which he had a very substantial loss. This was
at a time when losses could be registered in the market
and deducted from income tax reports without having
to wait thirty days before repurchasing. On the day
in question the owner of the stock decided to sell and
repurchase at once. It would have been possible for
the broker on the Stock Exchange to “get between”
another trade, to sell to one man and buy from another,
thereby assuring the completion of both sides of the
order at one price. But the customer thought he
might be able to save his commission and tax costs
by selling three-eighths of a point higher than he
bought. At the moment the market was strong. He,
therefore, gave an order to buy five hundred shares
of Middle States Oil and when bought to sell his other
five hundred three-eighths of a point higher. He
bought his five hundred, making his total holdings one
thousand—and before the price went up the required
amount it went down approximately ten points. In
an attempt to make the market pay his costs amount-
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ing to less than two hundred dollars he had lost nearly
five thousand in a few hours.

Playing for small profits does not pay, for it is gam-
bling against the odds. No commitment is worth the
risk unless a substantial profit is in prospect. The
broker who encourages in-and-out trading does very
well for himself—but not for his customer.

Another general rule of importance to the speculator,
and of real value to the investor, is “to cut the losses
short and to let the profits run.” As pointed out on
an earlier page, it is extremely difficult to come to a
decision to take a loss, particularly if it is a small one;
there is always the hope that the price will turn up
again. There are many, too, who believe that “taking
a profit (even small) never hurt anyone.” The result
is that many take small profits and let the losses run.
Such people usually resort to averaging as the method
of pulling themselves cut of the hole. This is equally
bad. So far as the speculator is concerned, if after a
careful study of a situation he has made a commit-
ment and the market has gone against him, it is prima
facie evidence that something has been overlooked and
that he is wrong. He should get out then and there;
averaging only doubles up a speculation which has
proved itself bad. In getting out he has saved his
resources for another attempt which perhaps will be
more of a success. If, on the other hand, the market
goes with him, this is good evidence that his conclu-
sions were correctly drawn; then is the time to double
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up.! The application of this rule to the investor will
take a slightly different form. His purchases of stocks
will naturally be of the high grade variety and he will
pay no attention to the minor market fluctuations.
He should, however, sell at once regardless of price if
something unexpected or overlooked shows the pur-
chase should not originally have been made, or the
situation has substantially changed. And there should
be no reason for him to average, for he is following a
definite plan which does not call for such action and
should avoid the necessity.

Another means of reducing the risks of speculation
which has not had the recognition to which it is en-
titled is the use of puts and calls. A put is an option
to deliver (sell) a specified amount of stock at a
stated price within a given time. A call is an option
to purchase a specified amount of stock at a stated
price within a given time. Although here are vari-
ations in price, these options are usually given for
thirty days for $137.50 a hundred shares plus $2 tax
additional, the puts at so many points below the rul-
ing market price, the calls above, the spread depend-
ing on the stock itself and market conditions at the
time. Puts and calls are generally regarded as very
inexpensive means of speculating. That is to say, that
if one believes that United States Steel is going to
rise in price, one buys an option on one hundred

! Some interesting rules for speculation can be found in the book by
Edwin Lefevre (“The Reminisceiuces of a Stock Operator”).
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shares at, say, four points above the prevailing price.
If, within thirty days, the stock goes up more than
four points plus the one and three-eighths points paid
for the call, it is possible to exercise the option, sell
the stock, and realize a profit. It is not commonly
known, however, that the sellers of options have
usually figured it out very ecarefully that on the
average United States Steel will not move five and
three-eighths points in thirty days. Each stock on
which options are obtainable, except in unusual cases,
are equally carefully figured. The odds are evidently
against puts and calls being profitable when used in
this manner.

Their proper use is as insurance against the unex-
pected and the reduction of risk. Suppose a specu-
lator is pretty well convinced that the market is ap-
proaching its top and that a downward turn is indi-
cated by fundamental conditions. This is the time
for him to buy calls, or options to purchase. When
he thinks it is time to sell he can go short, with the
assurance that if he is wrong or if some unlooked for
development arises, he can repurchase his stock, on
which he holds an option, at a definitely stated price
known beforehand. His loss is limited. In like man-
ner the buyer of stock, if he feels that he is perhaps
assuming an undue risk, can definitely limit his loss
by buying an option to sell at a stated price. There
are men who, being close to the market and desirous
of trying for short turns, have acquired options and
traded against them several times in a short period
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with no intention of exercising them unless caught in
a hole. In such cases the cost is strictly an insurance
premium.

There is still another manner in which the risks of
speculation and of investment can be reduced. The
New York Stock Exchange has, as the result of long
experience, built up a set of rules designed to protect
the broker and his customers. Some of these rules
are onerous and seem unnecessary to the layman, as
well as to the thoughtless broker. In the stress of
competition for business some brokers have failed to
keep to the spirit of the rules and have made excep-
tions in favor of privileged customers in order to get
their patronage. Those who do business with men of
this character and who think they are being rendered
a favor are adding two elements of risk to their trans-
actions. First, they are, with open eyes, subseribing
to the removal of restrictions set up for their own pro-
tection; and secondly, they are putting their financial
dealings into the hands of those who are, by their very
acts, proving themselves unworthy of the trust being
imposed in them. These added risks can be obviated
only by the choice of brokers who “lean backwards”’
in holding to the rules.

Speculation is the use of foresight and the capital-
ization of careful study and investigation. It can be
a very stabilizing influence on the markets and the
source of excellent profits. It has inherent elements
of risk which can be to some extent guarded against,
not the least of which is the employment of a con-
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servative, careful, strictly honest broker. A knowl-
edge of speculation is not without its value to the
investor, who is, after all, usually speculating in some
degree, or should be if he would maintain his princi-
pal.



THE INVESTMENT TRUST

It will be said that such a scientific method of in-
vesting as has been outlined in previous chapters is
impossible to the small investor who has not enough
funds to spread over many types of securities, nor the
time or information required to invest in such a man-
ner. This is a very real objection. But our English
cousins, who have much to teach us in finance and
securities and whose methods of financing will be
drawn upon later for suggestions for this country,
have found a way to meet the problems of the small
investor, or, as a matter of fact, any investor who
would like to have his money handled in the most
scientific manner by men trained in security analysis
and the investment of money. This is the use of the
Investment Trust.

Investment Trusts have existed in England and
Scotland for some fifty years, and have had an excel-
lent record. In brief, these organizations raise money
through the sale of their own securities to the general
public. The funds so raised are then invested under
the guidance of a staff of experts in the most careful
and scientific manner possible. These trusts are much

1Tt is realized that some of these trusts were originally formed to
take advantage of low money rates in England coincident with panic
conditions in the United States, but they have continued to prosper.
167



168 INVESTMENT: A NEW PROFESSION

like banks except that they deal entirely in securities
rather than in liquid capital. They buy stocks or
bonds in any part of the world after a most careful
investigation. Their purchases are predicated upon a
study which gives them reason to believe that the
return being paid, or confidently to be expected, will
be something more than enough to compensate for
the risk being taken. They expect to make a business
profit in their investments as well as to receive an in-
come. The income received comes from the interest
and dividends collected on the securities owned, and
from the profits made by buying either stocks or
bonds which their investigations show to be selling
below intrinsic value.

Perhaps a clearer idea of the investment trust
would be given if the organization and activities of a
hypothetical trust were described.

Suppose it were the aim of the organizers of the
trust to obtain $1,000,000. This might be done by
offering for subscription some bonds, preferred stock,
and common stock. From the point of view of the
common shareholders the issuance of bonds and pre-
ferred stock would be excellent, for then any return
over the outlay called for by the charges of the senior
securities would accrue to the common stock. But,
after all, the real reason to invest in the securities of
an investment trust is not only the security thereby
obtained, but the prospect of gradually increasing re-
turn. It seems proper, therefore, to limit the capital-
ization to common stock only. And there is no reason
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to have shares with any nominal or par value. Each
share would represent a proportionate interest in the
whole fund so that no par value common stock best
suits the situation.

The organization includes the gathering together of
a staff of experts. Such a staff will probably contain
one man thoroughly familiar with railroad securities,
another familiar with public utilities, still another who
knows industrial securities. The staff can be rounded
out with one bond expert and one stock expert and
perhaps one familiar with commercial paper. These
men would be the ones who would analyze and re-
port on the companies whose securities had been sug-
gested for purchase; they would originate the pro-
posals as to the stocks or bonds to be bought. The
final decision would be in the hands of a board of
trustees carefully chosen because of their records and
financial abilities, men whose names carried excep-
tional weight.

Having succeeded in raising the million dollars, this
organization would proceed to invest it. The by-laws
would probably forbid the use of more than a certain
percentage of the combined capital and surplus in the
securities of one company. Except for United States
Government securities, and perhaps those of Great
Britain, the limit might be as high as 10 per cent but
would more likely be 5 per cent. This would mean a
fairly wide diversification. But the field of such an
institution would be world-wide. Investments could,
proceeding slowly, of course, be made in Europe,
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Africa, South America, or other places, as well as in
the United States. It is rare indeed that all parts of
the world are at one time in a depression. The trust
would in this manner be fairly well assured that while
some of its interests might be doing badly in one place
they would likely be doing well elsewhere. The in-
vestment trust makes possible the most complete
diversification with all its advantages. The disad-
vantage to an individual of over diversification is
eliminated because there is a staff equipped and able
to keep posted on a large number of securities.

An institution organized along these lines should
to-day be able to obtain an average return of 6 per
cent upon the money at its command. With the care
that could be expected in the choice of securities and
the sources of information which would be available,
there should be every prospect also of business profits.
The dividends paid should be only from the interest
and dividends received by the trust, such profits as
are made should go into surplus and be used in adding
to the capital funds available for investment. The
profits would thereby continually add to the asset
value of the stock and make possible the growth of
the principal fund and gradually the increase of divi-
dends. This would mean the same appreciation in
value as is witnessed in the stocks of conservatively
managed banks.

The investor who owns the stock of an investment
trust holds only one security, but that one certificate
represents an interest in many securities purchased
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after careful investigation. It represents an interest
in a fund which is managed along the most approved
lines. The investment trust must, in England, be a
source of great relief to the small investor who cannot
under the circumstances do himself justice and who
otherwise would worry and fuss over his small hold-
ings as does the average American. It should also be
a Godsend to the person who is forced to spend much
time abroad and who is out of touch with current
conditions. He should find the investment trust the
best means by which to give his funds a combination
of good security with the prospect of gradual appreci-
ation in principal.

There is one great weakness in the investment trust,
or great strength as the case may be. Its success is
entirely and absolutely dependent upon the character
of its management. Almost the only question which
the prospective investor in such a trust need ask is,
who are the men who will handle the fund? But,
after all, this is the question which should be asked
by every man before he chooses his bank, his invest-
ment banker, or his broker.

These trusts can have the same value to the com-
munity as a whole as any large financial institution
such as banks and insurance companies. That is to
say that they will always stand ready to lend money
or to participate in any sound enterprise, providing
always that the securities offered to it are on a basis
which will give it a fair run for its money.

The record of the investment trusts in England and
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Scotland have been excellent. It has been particularly
noteworthy that during the last ten years, in spite
of the Great War and the disorganized condition of
Europe since, that a great many of them were, in
1922, paying higher dividends than in 1913. Some re-
duced their dividends slightly during the first years
of the war (a very few even raised the rate of divi-
dends) but since that time they have in most cases
not only resumed the former rates paid in peace times,
but have been able to pay more. The record over this
trying period is pretty fair proof of the solid founda-
tion on which they have been built.

There has been but little use of the investment
trust in America. Small reason seems to exist as to
why this should be the case. It is to be hoped that
the idea can be made use of here, for it has a real
field of usefulness not only to the average investor
and the man unable to keep himself posted, but to
the community—as a whole.



ENGLISH METHODS

The discussion so far has dealt with the type of
service which it seems the investor should receive and
which the investment banker and broker should give
as part of his job in the present economic machine.
It has also dealt with the difficulties of receiving or
giving such a service under the present system of
issuing and distributing securities. There remains the
problem of how the system can be changed so that
these things can be done with profit to the investor,
to industry, and to the banker and broker.

In tackling the problem of eliminating some of the
evils which are present in our method of issuing and
distributing securities, it is natural that we should
study the manner in which industry is financed else-
where, and quite natural that we should turn to the
English market because that is not only the one in
which the conditions are most similar to our own, but
it is still the preéminent money market of the world.

As early as 1844, the English found themselves
faced with many of the factors which are now pres-
ent in our situation. In that year the Joint Stock
Companies Act was passed. Since then there have
been others, culminating finally in the Companies Act
of 1908 with subsequent changes as to detail. Through
this long period of years there has gradually de-
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veloped a method of controlling the issue of securities
which, without putting upon any governmental body
the slightest tinge of responsibility for determining
the value of securities, assures the public of the neces-
sary information on which a judgment of value may
be reached. The fundamental features of what are
now known as the British Companies Acts are the
insistence upon full and complete information being
furnished to the general public, and the holding per-
sonally responsible for the correctness of this infor-
mation all those in charge of the company’s affairs,
including the directors. According to the English law,
before securities can be offered for sale, or publicly
traded in, there must be filed with the Registrar of
Companies at Somerset House a prospectus in a form
prescribed by the State containing certain basic data,
and the promotors, organizers, and officers are civilly
and criminally responsible for the truthfulness of the
information. The mere filing of the prospectus operates
as a permit of issue, the State thereby is burdened
only with the responsibility of seeing that the infor-
mation is in proper form and cannot be said to have
in any way passed judgment on the merits of the
securities. During the distribution of the issues, all
circulars, advertisements, or selling representations are,
by reference, required to incorporate in them the pros-
pectus filed at Somerset House.

Naturally, the effectiveness of the law lies in the
information which must be included in the prospectus.
This must be dated and signed by every person named
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as a director or by his agent. It contains the essence
of what, in this country, are known as the articles of
incorporation; the names, addresses and descriptions
of the signers and the number of shares subscribed
by them; the number of founders, management or
deferred shares and the interest of the holders in the
property and in profits of the company; directors’
shares and the particulars as to their remuneration,
their names, descriptions and addresses; details as
to the subscription price, payment, etc.; the amount
of money necessary to proceed to business so that
companies will not begin business after selling some
securities but not enough to assure their success, and
promptly fail for lack of capital; details as to the
securities under contract to be issued; the names and
addresses of the vendors of any property actually or
about to be purchased or acquired which is to be paid
for out of the proceeds of the issue, and details as to
how payment is to be made. This is intended, not
to prevent the issue of watered stock, but to disclose
the amount of water therein. There is also required
a statement of the amount paid within the preceding
two years, or payable as underwriting commissions,
the estimated preliminary expenses including the
amount paid or intended to be paid the promotor,
and the consideration for any such payment. Finally,
the dates of, and parties to, any material contract,
with the exception of those made in the ordinary course
of business or those made two years previous to the
date of the prospectus. There is required the names
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of the auditors and full particulars of the nature and
extent of the interest of every director in the promo-
tion of the company.

The British Companies Acts are aimed to prevent
the suppression of material facts, the most common
way by which investors are led astray; it is often said
that it is not what is in a circular that counts, but
what is left out. The law tries to disclose the amount
of the stock the directors have in the company and
makes unknown in England the “dummy” director.
It prevents newly formed concerns from getting a part
of their money, but not a sufficient amount, so that
they cannot proceed to do business on a shoestring
and inevitably dissipate the funds they have received.
Finally, the law aims to disclose, but not to regulate,
the use of the public’s money in paying inflated profits
to some syndicate who sold the property to the pro-
motors. On the whole, it will be evident that the in-
formation called for is only that which a banker
should have before identifying himself with the
securities of a company. Full and accurate informa-
tion is placed within the reach of all and no hardship
or undue restriction on legitimate business is involved.
As a matter of fact, it is probable that the forced dis-
closure of basic data which emphasizes the security
of sound bonds and stocks tends rather to direct the
flow of funds away from the unsound and toward the
better grade enterprises and thereby adds to the eco-
nomic strength of the country.

The British Companies Acts are not perfect; they
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cannot prevent the swindling of the gullible nor the
sale of non-existent securities by crooks. Experience
has also shown that the responsibility for inaccurate
information in extending only to the original sub-
scription does not go far enough; it should be a “con-
tinuing warranty,” as the legal phrase has it, and
should give the power of recovery of damages to any
purchaser of securities who can show that he de-
pended upon information which was false. It is
further true that the division of the United States
into many separate sovereign units presents a problem
in regard to the method of applying the principles
here. It is so evident, however, that even though
swindling and thievery cannot be eliminated, the
forced use of full publicity raises the issue of legiti-
mate securities to a higher plane, and some attempt
should be made to apply the principles of the British
Companies Acts in this country. Current experience
leads to the belief that legislation of one sort or an-
other will be introduced to regulate security issues
and it is, therefore, suggested that before improper
legislation becomes law, those responsible for the
legitimate investment business of the nation forestall
such laws by advocating the application of the princi-
ples of the British Companies Acts to the United
States, as has already been done in Canada.

It has been suggested that such legislation should
provide for a Registrar of Securities in New York and
in Washington to act solely as recording officers.
Every company whose securities can be said to be in
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the hands of the public or traded in by the public
should file a statement, or “prospectus,” containing
certain data, and all publicity or sales representations
should include, by reference, this prospectus. This
data should be brought up to date in all respects at
least once a year and immediately before each new
issue of securities. The information to be filed should
contain the essence of the articles of incorporation;
the names and addresses of each of the “management”
together with a summary of their business experience
and interest in the company; full details of capitaliza-
tion and an itemized statement of the consideration
for which the securities have been issued; detailed
balance sheets, including a statement of contingent
liabilities; specific purpose of present issue and details
as to the proposed application of proceeds; full details
of remuneration of promotor or underwriter; all per-
tinent facts concerning the property, rights and inter-
ests to be acquired; minimum amount of capital to
be subscribed before beginning business; details of
issues floated in two previous years and the amount
and application of proceeds; details of material con-
tracts, except those entered into in the ordinary course
of business or over two years old; detailed statement
of the interest of each of the management in the
promotion of the company or in the property to be
acquired; and, if an oil or mining company, a copy of
an expert’s report on the property. It might also be
required to file identical information in regard to any
subsidiary of which the parent company holds actual
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or even working control. It is difficult to see where
the filing of such information would prove restrictive
to legitimate enterprises, and although there are many
details to be worked out it is offered as a suggestion
which, if adopted, should tend to bring increased value
to good securities by giving the investor greater con-
fidence in those of companies about which he knows
he can get full information.

So much for the issue of securities. The English
methods of distribution are also at variance with ours
and are worth reviewing because they have eliminated
some of the evils inherent in the American system.
On the whole, there is a decidedly different atmosphere
surrounding their methods of distribution and it arises
from the very inception of an issue. In this country,
industry is usually guaranteed necessary funds by an
outright purchase of the company’s securities which
are resold to investors. In England, the guaranty
takes the form of an offering for subscription, the
underwriters, in return for a commission, agreeing to
take the unsold portion. It will, of course, be said
that to all intents and purposes this is identically the
same thing, and on the surface this seems to be the
case. But in the United States the transaction takes
immediately the form of merchandising with all its
consequent faults and lack of professional atmosphere,
while in London the transaction is one of a profes-
sional service which the banker renders the company.
He advises as to the type of offering which should
prove attractive to the investing public and then in-
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sures the company against the failure of the offering
for which services he is paid a commission. While,
therefore, it looks as though the two systems were
alike, in the one there is the necessity for a force of
salesmen and dependence thereon, in the other the
banker is in such a position that if the security is not
rightly priced and sufficiently attractive to sell itself,
he is, in the parlance, “hooked.”

And there is another difference. As soon as public
trading begins to take place in a new issue, it is known
just how much the underwriters had to take and there
is no artificial market, the members of syndicates be-
ing privileged to sell as they please. If the issue has
been priced too high, it promptly goes to a discount.
This constitutes another reason why the banker must
see that the issue is designed to be attractive and in
proper line with the market. This care makes it rare
for London issues to vary much from the offering price
even though the issue was unsuccessful. And it is
also the reason why London rarely experiences that
customary New York announcement, “The syndicate
has been terminated, and the bonds now have a free
market,” quickly followed by a downward plunge of
prices, leaving every one who purchased the security
with less confidence in the investment banker than
ever. The number of experiences of this kind which
the American market has experienced in recent years
makes one frankly wonder how a new issue can ever
be sold, and fills one with admiration for the sales-
manship of the bondman.
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Reviewing the London method of distributing
securities brings out clearly why it is that bond sales-
men are practically unknown there. It explains also
why it is that investment bankers in England have
been able to build up a real clientele of people who
constantly seek their advice and who, having full con-
fidence in them and knowing that their interests will
have first consideration; go to their bankers as they
do to their doctors or solicitors.

It will be said that, after all, some one must pay for
distributing securities and it might as well be the
investing public as industry. The point is, however,
that the English methods have made unnecessary the
immense overhead of a sales force and the cost of dis-
tribution is, therefore, low. The saving has been
passed on to industry through a much smaller under-
writing cost than prevails here. Both investors and
industry are better off, and the banker apparently
manages to get a good living.

It is, therefore, suggested that steps be taken to
adopt in the United States the London methods of
security distribution. It should in time come to be
considered unethical for an issuing house to solicit sub-
scriptions for new securities from its own clientele. If
a firm’s customers, of their own accord, and having
sufficient confidence in the banker to do so, wish to
subscribe, well and good, but the selling of securities
is out of place as a professional service. The investor
will get a fairer deal if securities are underwritten
rather than merchandised. It certainly seems reason-
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able that before securities reach the ultimate consumer
they should go through the acid test of judgment by
the financial community, in other words, those who
have the knowledge and training necessary to make
such a judgment, and the judgment should not be
warped by the knowledge that, if wrong, there is never-
theless a sales force to lift the load. Let security selling
be, therefore, limited to approaching banks, insurance
companies, and dealers. It should be unethical to have
a supported market for new issues. If, after a reason-
able length of time, the issue has not sold itself, publie
trading without artificial support should be allowed.
Such support and fixed selling price which is so cus-
tomary in the United States is only necessary in order
to give salesmen a chance to work, and is not only
probably contrary to the Sherman Anti-Trust Act and
in restraint of trade, but also directly contrary to the
spirit of the New York Stock Exchange, which prides
itself on maintaining a free market.

There has been much thought given to the problem
of eliminating the “investment guaranteed” market.
This is the name given to under-cover dealings which
take place in newly issued securities which cannot be
sold at the set price. It is virtually the sale of securi-
ties directly contrary to a syndicate agreement which
has provided for the maintenance of the offering price.
The name comes from the fact that a syndicate par-
ticipant will break his contract and sell at a lower price
if his purchaser will guarantee that the bonds will go
into investors’ hands and not come back to him via
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the supported market. The anxiety to sell arises from
the fact that when a selling campaign is a failure the
members of the syndicate usually compete with each
other in selling in the open market the moment the
agreement expires. “Investment guaranteed” selling
is an attempt to get out from under before this hap-
pens. It must be admitted that this type of dealing
belies Wall Street’s inherent honesty. Wall Street
itself has done much in the last two years to eliminate
this practice, and those who deal in this manner are
losing their standing. It is nevertheless suggested
that if securities were priced with a greater eye to
the investor and if syndicate members were allowed
to sell at will as soon as public trading starts, there
would not only be no need of such underhand selling,
but less desire on the part of dealers to throw out
securities. The markets for new issues would thereby
be far more stabilized than they now are.

It has been said that New York will soon replace
London as the financial center of the world, but it has
not done so yet. It can be laid down as a general rule
that those who can produce a product or render a
service most cheaply will get the business. London
can distribute securities with more certainty and at
a lower cost than we can, and when more normal times
bring a closer relationship between the two money
markets, unless we fit ourselves to distribute more
cheaply, England will continue to have first call on
most of the attractive new issues of world importance.

We can, therefore, learn much from across the water,
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both as to the issue of securities and as to their distri-
bution. In the first place, they assure their investors
of all the necessary information on which to base a
judgment of values. Secondly, the circumstances
under which distribution takes place makes as reason-
ably certain as may be that the offering of new issues
will be attractive to the buyer and will not have to
be “sold.”” These two factors alone tend to divert
money from worthless securities and make larger sums
available for legitimate enterprises, and tend to bring
the investor to the banker so that the latter’s costs
are low. This saving is passed on to industry in lower
charges for investment banking services. In two ways,
therefore, is the economic strength of the nation made
greater.



A CODE OF ETHICS!

In correcting the evils to be found in our system of
security distribution it will be desirable to avoid as
far as possible the necessity for legislation. The resort
to law is excusable only when it is a case of raising the
plane of competition of all those engaged in a given
industry and then not entirely justifiable if it puts
it at a disadvantage in competing with a similar indus-
try in other countries. But if the plane of competition
can be raised by the industry itself without resort to
legal means, so much the better. The profession of
law furnishes an excellent example to the “investment
profession,” for the two are similar in several respects.

The similarity is pointed in two particulars. In the
olden days the lawyer did not stand very high in the
community, but his code of honor and his methods
have given him a high place in the present-day com-
munity. So with the banker—he is often distrusted;
true, by people who know no better; but perhaps the
universal adoption of a canon of ethics would raise
his place in the esteem of the country as a whole. The
similarity comes again in the fact that the banker
himself very often speaks with pride of being in a

1 The material for this chapter was obtained from the Canons of
Ethics of the American Bar Association which will be found as an
appendix to Cases on Legal Ethics—American Casebook Series—by
George P. Costigan, Jr.
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profession; all the more reason why he should do
everything to put himself in the professional atmos-
phere and to govern his conduct by professional rules.
The adoption of a code of ethics would be a splendid
support to such statutes as may be required to correct
existing evils, and would reduce the necessity for laws.

As in the case of lawyers, no code or set of rules can
be framed which will definitely outline the duties of
an investment banker or a broker in the varying phases
of his duties to corporations and to individuals, but
a general guide, like that of the American Bar Asso-
ciation, can be set up. “Laws will not make a com-
munity virtuous, nor will canons of ethics make
dishonorable men honorable. Nevertheless, in a dem-
ocratic community, good laws help to raise and
strengthen the standard of social virtue and canons
of professional ethics similarly tend to raise and to
strengthen the standard of professional honor” (The
Outlook, Vol. 89, p. 408, June 27, 1908). “Such a code
is valuable chiefly as an expression of public opinion,
and its value, therefore, will depend upon the degree
of social courage with which the standard it furnishes
is enforced by the bar in different communities.”

It is not desirable here to try to set up a code of
ethics for the investment profession; that is its own
privilege. Yet some suggestions following the lines
of the ethics of the American Bar may not be out of
place by way of illustration.

In the first place, it should be declared dishonorable
for a banker to fail to disclose any information essen-
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tial to the formation of a sound judgment of the securi-
ties he offers. Unfortunately, it is only too true that
it is what is left out of the ordinary circular which
is important, not what it contains. He should be
required to disclose his position to all parties in a
transaction. He should not represent conflicting inter-
ests; that is, in the same deal look out for the interests
of a corporation and try to serve the investor; it cannot
be done fairly to both. His relationship to clients
should be confidential. He should endeavor to obtain
full knowledge of a client’s position before advising
him. He should not be allowed to use selling argu-
ments which, even though truthful, knowingly lead
clients astray. (The extreme example of this is the
current practice among fly-by-night houses which offer
oil or mining shares with detailed information about
the riches of Mr. Rockefeller, or details of the enor-
mous profits made from other mines.)

Some examples from the Canons of the American
Bar Association may be of interest.

“In fixing fees it should never be forgotten that the
profession is a branch of the administration of justice
and not a mere money-getting trade.” The “invest-
ment profession” is an essential part in the economic
machine intended to finance industry and advise on
securities; bankers should assure themselves that the
funds they raise will go to a good economic purpose.

“. . . it is dishonorable to avoid performance of an
agreement fairly made because it is not reduced to
writing, as required by the rules of the Court.” Cer-
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tainly the New York Stock Exchange is already the
greatest exponent of this canon.

“The most worthy and effective advertisement pos-
sible, even for a young lawyer, and especially with his
brother lawyers, is the establishment of a well-merited
reputation for professional capacity and fidelity to
trust.” In their advertising, the members of the New
York Stock Exchange are at a great disadvantage with
banks and other non-members because of the desirc
of that body to advertise in no way which would smack
of the unethical and fly-by-night variety. If all
brokers and dealers in securities could be limited to
conservative advertisements, it would not only obviate
the unfair advantage which favors especially the dis-
honorable, but would raise the plane of the whole
investment profession.

“Lawyers should expose without fear or favor before
the proper tribunals corrupt and dishonest conduct
in the profession.” It is granted that few men like
to tell tales “out of school,” but it is nevertheless true
that unfair and unethical practices in “the Street,”
rare as they are, are sometimes covered up when it
might be best to disclose them. There have been cases
when the strictest Stock Exchange rules have been
broken and other members, knowing of it, have not
reported the facts.

It might be possible to have the proposed code deal
with such practices as that of announcing an issue sold
before every bond or share has left the hands of the
announced underwriters, and to deal with the question
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of limiting the life of syndicates except under the most
unusual emergency conditions.

In any case, such a code will stress the fiduciary
position in which a banker or broker stands when
advising clients, whether they be seeking funds or
desirous of investing,.

The suggestion is here made that the Investment
Bankers Association, or a similar body, compile a code
of ethics for the investment profession, and that all
members be made to subscribe to it as a condition to
their membership; that this body have a committee
to hear cases of unethical conduct referred to it with
power to “disbar” or deprive a dealer or broker of his
membership. If this were done, it should be widely
advertised so that investors might know that its mem-
bership had been raised to the high professional plane
of the members of the American Bar. Certainly it
seems reasonable to suppose that such action on the
part of the Investment Bankers Association would give
it a greatly enhanced prestige, however great its pres-
tige already is, and it might serve to curtail some of
the practices now current to which there is so much
objection. A code of ethics should be a great support
to the attempt to correct some of the evils previously
reviewed without resort to law, and an excellent back-
ground for the “investment profession.”

“But above all a lawyer will find his highest honor
in a deserved reputation for fidelity to private trust
and to public duty, as an honest man and a patriotic
and loyal citizen.”
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The investment banker, as organized to-day, quite
naturally finds it difficult to fulfill what, it is main-
tained, are his two economic functions. His whole
organization is built upon the foundation of merchan-
dising securities. For this he usually has a buying
department, which is particularly concerned with get-
ting new “business,” that is, issues to underwrite or
buy. In the case of the largest houses, like J. P. Mor-
gan & Co., or Kuhn, Loeb & Co., they have their direct
connections with various railroads and other concerns
which regularly use them as their bankers. But these
houses do very little in the way of retail selling, limit-
ing themselves to the function of underwriting and
wholesale distribution. They may distribute to indi-
viduals and corporations, but they do not have sales-
men who place securities in the ordinary manner.
These houses have a relationship to the various con-
cerns for whom they are bankers very like that which
exists in England. The majority of other investment
firms who underwrite or originate issues may have
similar fiscal relationships, but have also a selling force
which must be supported. Hence, the need of a buy-
ing department consisting of men who actively search
for and solicit underwritings to keep the gaping

mouths of the salesmen fed.
190
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It has been pointed out that, while many of the men
who sell stocks and bonds have an excellent knowledge
of securities, too many of them have been hired either
because their personality, their aggressiveness, or other
qualities give them the ability to sell. They are not
taught judgment so much as salesmanship.

Tying in the buying and selling departments, there
are also those of the cashier, trading, statistical depart-
ments, etc. The cashiers take care of the securities,
receive those sold for customers and deliver them,
obtain those bought and make such disposition of them
as the customers instruct, collect checks, coupons,
drafts, etc., and take care of securities left with the
house for safe-keeping. This department makes the
loans, substitutes collateral, and supervises the rela-
tions between the firm and the banks. The detail in
the work of the cashier and his department is enormous
and costly. The ordinary investor little realizes the
amount of work and the expense thereof which is en-
tailed in handling securities, all for a return of a little
over one-eighth of one per cent. And a great deal of
detail work, not only of the cashier, but everyone else
in an investment firm or brokerage house, is purely
gratuitous.

Such is the present organization, the buying of
securities, the payment for them by the cashier, and
their distribution by the salesmen. To put the invest-
ment business on a professional basis will require some
changes in the organization of the average firm. In
the first place, the buying and selling departments
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should be completely separated (except in so far as
each would contribute information to the other), and
they might be differently named in order to better
state their functions under the plan proposed. The
buying department would become the Fiscal Depart-
ment. It would be its business to look after the inter-
ests of corporations and to advise as to the best time
and manner of financing its requirements. This would
constitute a professional service to the concern seeking
money. The Fiscal Department could then under-
write the company’s securities and offer them for sub-
scription. It could, as now, enlist partners in the
enterprise. But it would not deal with the individual
investor directly. It could place the new issue with
banks, insurance companies, etc., and with dealers or
jobbers, those who might be willing to take a block of
securities because they considered them to be properly
priced and a probable source of profit. The issue would
go through the acid test of the judgment of the finan-
cial community before going to the ultimate con-
sumer; at least, it would not depend upon salesman-
ship for its success.

Syndicates so formed should be of short duration
and not allowed to extend for months. If the issue has
been properly handled and fairly priced, it will not
be necessary to have long syndicates, and, if not so
handled, the underwriters should take the securities
and hold them as is done in England.

The selling department would become the Invest-
ment Department. Its point of view would be entirely
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that of the investor. Its personnel would be made up
of men of good judgment and they would obtain their
clientele in the same manner as do doctors, lawyers, or
other professional men—by the building of reputa-
tions. The pay of these men would be by salary rather
than commissions, so that their care of the investor
would not be lessened through the temptations of a
better return by placing one security rather than an-
other. Quite naturally the size of the salary would
be proportionate to the business done. Should the
time ever come when underwriting syndicates will not
support their new issues, but will depend upon their
value and fairness of price, the Investment Depart-
ment could take on new securities for its own account,
that is, subscribe to the underwritings of others when
they felt that the price was right from the point of
view of the investor. In any case, there is no reason
why the department should not pick up securities
which are selling at attractive prices and hold them
for those investors for whom they would be suitable,
providing at all times this department was impressed
with the fact that its business was a professional ser-
vice to the investor.

The Investment Department should cover the whole
security field. It should be capable of advising as to
stocks or bonds and as to railroads, public utilities,
governmental, municipal, and industrial securities.
There is no reason why it should not be a member of
the New York Stock Exchange. Many investment
firms to-day refuse to join the Exchange, and discour-
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age the purchase of any stocks whatever. The reason
given is that it interferes with the selling of bonds and
investment securities. When a firm has the facilities
for buying stocks it is more difficult to direct a client’s
money always into underwritings in which the profit
is greater. If the professional attitude should prevail,
and stocks be used with the discretion previously sug-
gested, this reason would have no ground; in faet,
membership in the Exchange would be a distinct asset
to such a firm. The Investment Department should,
then, cover the field and be prepared to give a true
investment service to the clients of the house, a service
not warped by the necessity to sell.

The Investment Department should be so organized
that it can assume the burden of keeping its clients
posted on conditions affecting their securities. It
should have complete lists of the securities of each of
those who deal through the firm. These should be
cross indexed under the name of each company so that
should special or unexpected conditions arise in some
industry or company, reference to a card will give the
names of all those clients interested in that company.
They can then be notified and many losses cut short.
Or perhaps some security will appear to be higher than
seems warranted under the conditions. The holders
can be given the opinion held by the house and will
often be able to save a profit which might later be
gone. This is a service which is of real value, and,
while onerous, is a good income producer to the firm.
It would be objected that this is assuming too much
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responsibility. It is true that often this is a thankless
job, but if it is undertaken, the investor must first be
impressed with the fact that the firm will do the best
it can, but it does not expect to be infallible.

The Cashiers’ Department would need no change.
But the Statistical Department can have an addition
of great value. This would be the services of a man
trained in the use and interpretation of business and
economic statistics. Such a man would keep the firm
posted on the development of economic events and the
business cycle. He would advise the Fiscal Depart-
ment on its end and the Investment Department on
its end. The economist can be of great assistance in
gauging the proper time for corporations to borrow
and help in advising those looking out for the investor
as to the time to buy long or short term bonds, or
stocks. He would also be of valuable assistance to
the cashier who would be able to vary his borrowings
between time and call money on a more scientific basis
than is now generally done. It is true that many now
look upon the economist as being either too academic,
or a variety of statistical bug, but it is, nevertheless,
a fact that many banks and large corporations are find-
ing them of sufficient value to be placed in high execu-
tive positions. If banks, which deal in short-time
liquid funds, can find use for such a man, certainly the
investment banker who deals in long-time funds used
generally in fixed capital can have just so much greater
a use for the economist.
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There is the added fact that there is open a wide
field for economic research in securities. This was
touched upon earlier. The point is that the firm
which will undertake such research work will probably
discover much that will be the source of great profit,
and, in addition, add greatly to its prestige.

It will be said that if all investment houses were
organized along the lines proposed there would be no
place for the houses which specialize in public utilities,
municipals, railroads, etc. The fact is that such houses
cannot give a true professional service to their clients
because their interest is too largely to sell one type of
security. Their place in the scheme of things outlined
is as jobbers dealing not with the investor but with
the banking houses. With their specialized knowledge
they can underwrite and place with those who deal
with the investor. Or they can pick up blocks of bonds
which they know to be underpriced and hold them for
resale to investment firms which may come to depend
upon their judgment in their particular line. They
will have no selling forces and no selling expenses to
speak of; their overhead will be extremely low and
their profits probably at least as great as under present
conditions.

While many will agree that an investment firm so
organized will give a professional service both in mo-
bilizing funds and in caring for them, the same people
will probably ask how it will be possible to make any
money out of it. It is essential that the business should
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be sufficiently profitable to attract into it the more in-
telligent and highest grade men, and it is to the interest
of the investor to recognize that fact. It has been
pointed out earlier that the distribution of securities
on value rather than selling ability should reduce the
cost thereof to both the corporation and to the banker.
The aspect of the professional service, which should
appeal to the salesman, is that it is carrying to its ulti-
mate conclusion the belief that “the best advertisement
is a satisfied customer.” In the first place, the giving
of such a service should in itself assure to the firm the
whole of any person’s security business. It can easily
be made plain to customers that otherwise they cannot
expect real attention to their interests. Secondly, the
personnel of the Investment Department, not being
forced to roam the street and warm benches outside of
offices, can give their whole time to actual dealings with
customers. Clients will come to a firm so organized
readily enough, and sales and advertising costs can be
heavily cut down. Thirdly, the losses inherent in the
practice of bidding high for securities in order to feed
sales forces, and the losses arising from over-anxiety for
new “business,” will be largely eliminated. The very
fact that securities will be placed on the basis of value
will be an insurance and protection from loss to the
banker not possible under present conditions. Finally,
the bad-will naturally arising in clients who see their
newly purchased securities selling very quickly below
the price paid for them will be replaced by good-will on
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which a money return may be expected. On the whole,
it is not unreasonable to suppose that the actual net
income of a firm giving an honest professional service
will exceed that obtained under the existing system of
security distribution.



A WORD TO THE INVESTOR

The purpose of this book has been to outline the ser-
vice to which the investor is entitled and the obstacles
which prevent the giving of such a service. Among
the obstacles is the attitude of the ordinary investor
himself who little realizes his true position and who
fosters and abets the present system of security dis-
tribution.

. Americans are known for their ability to make
money, but not so well for their ability to keep it. In
part, this is due to the failure to recognize that invest-
ing is a business in itself, calling for trained and spe-
cialized ability. In part, it is due to misunderstanding
of the real security of principal and interest—the con-
stant supervision of the funds. And in part it is due
to the rather general pride which nearly every man—
and many women—takes in his own particular skill in
choosing securities. If the investor wants to have the
fun and pride of doing his own investing, and is will-
ing to pay for his pleasure or take his profits as the
case may be, well and good; but he should understand
the causes of his losses when they come. But if he is
laying away funds with which to build an estate and
assure himself of an incomre upon which he can later
be dependent, he should enlist in his service those
expert in this line of endeavor, just as he calls upon
199
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his doctor, lawyer, or other professional man trained
in a particular line.

The evils of the present system of investment bank-
ing in the United States have been dwelt upon. Part
of these evils lie at the door of the investor himself.
Take, for instance, the question of bond salesmen in
competition for an individual’s business: Here one has
the picture of several men, one after another, taking
up the time of a busy person while they try to sell their
wares. Fach one of these is in the position of having
to sell what he has at the moment, if he can, regardless
of its suitability to the particular investor, because he
is afraid that if he does not get the business at once;
someone else—with a more glib tongue—will. As a
result, the buyer obtains certain securities which more
often than not are far from being those which he
should have and which equally often are improperly
priced.

Some investors will defend their position by saying
that having three or four men competing for his busi-
ness assures him of better service and often of better
prices. It is true that where several houses are com-
peting for one individual’s business, one of these may
be willing to make price concessions, especially on new
issues.

The investor pats himself on the back for having
been clever enough to save himself $25 to $50 in an
investment of $10,000 and proceeds to deal with a firm
which has been dishonest enough to break its agree-
ment with its syndicate partners. Is it worth the
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money? And as for getting better service, he succeeds
about as well as if when he were ill he had half a dozen
doctors ringing his door bell, each begging for a chance
to cure him. If doctors treated him in such a manner
he would throw them all out and send for one in whom
he had confidence and put himself in his hands.

So in the handling of investment funds, choose the
banker in whom you have the most confidence and
put yourself in his hands. As Mr. George E. Roberts,
Vice-President and economist of the National City
Bank, puts it in his book, “The Financing of Produc-
tion”:* “The financial sagacity of investors is measured
largely by the skill with which they choose the invest-
ment banker who shall serve them.” After choosing
the banker, co-operate with him and take him into your
confidence. Bankers have the same confidential rela-
tionships with their clients as have doctors and law-
yers; if you cannot put your trust in him in the same
manner, you have evidently picked the wrong banker.

By co-operating with him is meant the giving of all
the necessary information on which he must depend
to make a proper selection of securities. For instance,
let the banker have your list of stocks and bonds
already held, not only so that he may fit in such new
ones as may be acquired, but also in order that he
may be able to keep you posted on developments. In
fact, you should ask him to go over your whole list at
least every quarter and preferably once a month.

1 Published by the American Chamber of Economics, New York,
1922, see page 34.
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This matter of giving the banker a list has only
recently had two striking proofs of its value. A sales-
man in a certain house was asked why it was that he
never knew what securities his customers held. His
reply was that he did not want to know, for if he did,
he was forced to sell the customer something which
would fit in his list and was thereby denied the per-
sonal satisfaction of selling the bond which returned
him (the salesman) the most commission.

The second example is furnished by a partner in a
prominent banking house. He has an intimate friend
of wealth, to whom he has been making investment
suggestions from time to time when the friend has had
surplus funds. The banker thought he knew his
friend’s situation pretty well and prided himself on
recommending those securities he felt were most suit-
able. Recently the friend-client gave him a full list
of his holdings, and the banker, much to his astonish-
ment, found that every recommendation he had made
was unsuitable and failed properly to fit with the
securities already held.

To give your investment advisor a complete list of
your securities, and to advise him regarding the other
sources of your income is a part of the co-operation
which he must have. Since most investment bankers
are as honest as can be, to put him in such a confi-
dential relationship rather puts him on his honor to
give the best thought-out advice, for he cannot assume
the client’s position to be what it is not. And it gives
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him the foundation on which to make well-chosen
suggestions.

Compare these two situations. In one there is the
man who allows several houses to compete for his
patronage, each one ignorant of his exact position, and
each struggling, through salesmanship, to inveigle him
into buying securities which may or may not be suit-
able for him, and which may or may not be properly
priced. In the other is the man who has carefully
chosen an investment adviser in whom he has confi-
dence. This man’s time is not wasted by constant
calls from salesmen. When he has money to invest
he informs his banker who, being assured of the busi-
ness, can take his time, study the situation as it applies
to the particular individual, and make his suggestions
accordingly. Perhaps he deems it wise not to invest
at the moment, or perhaps suitable securities are not
available at fair prices; since he knows he is only post-
poning the business and is not taking any chance of
losing it, he can advise accordingly.

Which investor gets the better service, and which in
the long run handles his securities at least cost in time
and money?

As an example of the broad-visioned service obtain-
able from a banker, it may be pointed out that while
7,000 trustees, many of them extremely conservative,
were caught with New Haven stock, one Stock Ex-
change house had shifted its customers to American
Telephone and Telegraph, while both were paying $8



204 INVESTMENT: A NEW PROFESSION

a share. This sort of thing can be done by those who
spend their time at it, but it is difficult for those
occupied at other things.

To sum up, the investor who would treat his savings
as the basis of a fund which he hopes will yield him
a fair return and which he hopes will grow, should
acknowledge that the choice of securities and their care
is the work of one trained in the business. The man
who, engaged in another occupation and who unas-
sisted does all his own investing, is like the man who
would be his own lawyer, he—usually, not always by
any means—has “a fool for a client.” He should select
his investment banker in the same manner and with
the same care as he selects his lawyer or his doctor.
He should be sure that the firm is so organized that
it can keep itself thoroughly posted as to general con-
ditions and those in separate industries, not in a hap-
hazard manner from the daily newspapers, but by
experts in economic and business statistics. He should
assure himself that their recommendations are based
upon a real study of the companies involved. And
he should believe in the soundness of the judgment
of the firm’s personnel. He must recognize that the
choice of securities depends upon foresight to an
unusual degree and that no one, even the best, can be
infallible, but he can rest assured that if he has picked
his adviser in this manner, and if he will give full
co-operation by furnishing complete information and
promising the banker all his business in securities, he
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will have about as few mistakes as are possible, and
his profits should exceed his losses.

If the investor wants a professional service, he can

get it—by knowing of what it consists and demand-
ing it.



CONCLUSIONS

The investment banker, the broker, and the dealer
in securities have a definite and essential place in the
economic machine. It has always been their function
to facilitate the mobilization of the capital required
by expanding industry and the passage of capital
from one industry to another. The great growth of
the corporate form of doing business and the increas-
ing size of industrial units have brought such an in-
crease in the number and variety of securities that
the care of invested funds has been vastly compli-
cated. Those who deal in stocks and bonds seem to
be under the obligation of assuming the added func-
tion of supervising the investments of their clients.
Under the present system of issuing and distributing
securities the first function is fulfilled, but it is ful-
filled in such a way that, in addition to making pos-
sible many improper issues, the point of view of the
investor has been largely lost. The dependence upon
salesmanship rather than judgment and value is the
outstanding feature. This is due in part to excessive
competition for “business” and has itself aggravated
the evils which gave it birth. The result is not only
improper pieces of financing, but the issue of many
new securities at prices too high for those of an un-
seasoned character. The two functions of the banker
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must be strictly divided, for they cannot be accom-
plished simultaneously with justice to both industry
and the investor. It is serving two masters whose
interests are conflicting,.

The service of the dealer in securities to industry
and to investors can be put upon a professional basis.
To do so will mean more careful work and greater
study than is current except in exceptional quarters.
It will probably mean the use of the economist and
something more than a haphazard analysis of busi-
ness and economic conditions. It will mean a more
detailed study of corporations and their securities
than is now made. It will mean some dependence
upon the new science of the use and interpretation
of business statistics, and the application of the princi-
ples of speculation—that is, foresight based upon care-
ful, trained and intelligent study of complete infor-
mation. There will probably be, too, greater research
in securities thereby adding to the present knowledge.

There are undoubtedly those who will say that if
everyone adopts such methods of investing the natural
and absurd result would be that the markets would
move neither up nor down. Should every one do so
the result would be just that. As a matter of fact,
it is becoming recognized that as economic informa-
tion is spread the tendency will be to level the peaks
and valleys of business cycles. The application of
this has here been specifically to the security markets.
[t is not expected that the adoption of these methods
will be general, but the more who do so, the greater
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stabilization the security markets will have. Surely
this is not an undesirable thing.

Since investors are those whose interests are being
given most consideration, they will be expected to
assist in bringing about the changes proposed. They
will recognize that the best security of principal and
income lies in constant supervision by those trained
in the complicated process of choosing and watching
securities. They will adopt the view that their interest
lies in choosing their bankers carefully and in giving
them full co-operation and refusing to allow them-
selves to be bothered by a constant stream of bond
salesmen.

While the issue of securities must now conform to
an accepted system, there are all kinds of bankers
within that system. It is easy enough to find those
who have character, integrity and judgment, so that
even though the system remain unchanged, the in-
vestor can find those on whose judgment he can safely
depend. In the long run, and regardless of methods,
it is the character and judgment of the bankers that
count.

Those interested in raising the plane of investment
business will find much of value in the British Com-
panies Acts, which force the disclosure of the complete
information fundamental to a judgment of security
values, but which do not put upon any governmental
body the burden of passing upon their soundness as
investments. They can draw upon the English meth-
ods of distribution which seem to be more nearly on
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a professional basis than those in this country and
which do not depend upon selling ability and pegged
markets. The English Investment Trust is also an
example which might be emulated to the advantage
of the small investor and those who cannot be in
constant touch with their financial advisers.

In making the necessary changes it is probable that
the use of law can be minimized and given support if
some bankers’ organization would adopt a code of
ethics to which members must subscribe as a condi-
tion to continued membership.

To such changes as may be made, investment
houses would have to conform by revamping their
internal organizations.

Bankers may object that any other than present
methods will fail to give that return which is necessary
in order to attract into the profession of investment
banking the highest grade of men. It is believed, on
the contrary, that it would tend to eliminate the com-
petition and with it the lower grade and less financially
responsible, and to increase the gross business of the
soundly run firms; that it would largely reduce ex-
penses; and that it would reduce the risks of the busi-
ness and reduce losses; all of which would be reflected
favorably in the income account of the high-grade
financially strong firms.

What would all this accomplish?

It would tend to raise the plane of the investment
business to that of a profession, add to its prestige,
eliminate much of the criticism of “Wall Street,” and
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make possible a relationship between clients and bank-
ers or brokers not now possible.

It would tend to direct the flow of funds away from
unsound enterprises and into those which are good.
It would reduce the cost of financing and help in-
dustry. It would reduce the losses of investors and
of bankers. All these would be distinct additions to
the economic welfare of the nation.

Finally, it would tend to forestall the introduction
and passage of legislation which would be uneconomic
and unsound. Mr. McClintic of Oklahoma has intro-
duced a bill in the present Congress designed to place
the issue of securities under the supervision of the
Federal Trade Commission, which would be required
to pass upon the soundness of proposed issues as in-
vestments. Would it be possible to propose anything
worse for the investor or the country than to have a
governmental body, swayed by politics, pass upon the
soundness of investments? If the banking com-
munity does not take the initiative and direct legis-
lation along proper lines, this is the type of law which
may some day be on the statute books.

There seems to be much reason to hope for and ex-
pect great good and increased economic progress from
the investment business when it not only adopts the
viewpoint but surrounds itself with the atmosphere
of a profession.





















