UNIVERSAL
LIBRARY

OU_150909

AdvdEdl
1VSHIAINN






DSMANIA UNIVERSITY LIBRARY * -
CillNo D ?),L é Accession No. 2 50/71 3

Autho'.r C& T,,JNV\ e
Tide A«.ﬂ’w(»c,%uw R ave K f— e

This book should beiretur ned on or before the date last marked below.







INTRODUCTION TO INVESTMENTS






INTRODUCTION

1L,
INVESTMENTS

By
JOHN C. CLENDENIN, Ph.D.

Associate Professor of Finance
University of California, Los Angeles
Research Consultant

Los Angeles Stock Exchange

FIRST EDITION

THIRD IMPRESSION

McGRAW-HILL BOOK COMPANY, INC.
New York Toronto London 1950



INTRODUCTION TO INVESTMENTS

Copvyright, 1950, by the McGraw-Hill Book Compans. Inc Printed mn the
United States of Amernca, ALl nights reserved  1This book. o1 paits thereol.

may not be reproduced in any torm without permission ol the publishers



PREFACE

This book is intended primarily as an introductory textbook for
college-level classes in investments. However, its subject matter and
its brevity may combine to make it useful for adult-education classes
and for individual reading as well. I have tried to include both sound
investment philosophy and practical investment detail, in order to
make the book as widely applicable as possible.

In writing these pages, I have drawn upon twenty years’ contact
with the investments field, in university teaching, in night-school
teaching, and in the securities business. The completed book is there-
fore certain to reflect many of the ideas and prejudices which I have
accumulated through these years, both in the choice of subject mat-
ter and in the conclusions reached. With respect to the latter, I have
made a conscious effort in most passages to subordinate my personal
convictions to the conventional viewpoint, for it scems to m that a
beginning course in any ficld should be built around {lj¢' #¥cnerally
accepted philosophy and nomenclature of that ficld.' But in the
choice of subject matter and in the mode of preseyitation I have felt
less constrained. 1 hold firmly to five central convictions as to the
nature of an effective introductory course in investments and have
followed them closely in preparing this book.

In the first place, I am convinced that my students make more
progress in a course based on a concise textbook supplemented as
time permits by periodical readings, outside readings, and problems
than they do by other methods. I have therefore made the book short
and laconic. Second, T note that most students arc concerned with
investments chiefly as a personal and family problem, rather than
from the viewpoint of an investment dealer or a financial institution.
I have accordingly stressed the development of personal investment
plans. Third, I believe that a broad perspective is more valuable to
a beginner in invesuments than thorough coverage of a few subjects.
I have therclore included a wide varicty of topics, among them life
insurance, rcal estate, trusts, tax planning, and savings institutions,
in a short book whose principal focus is on security investments. I
doubt if I shall have time to discuss all of these topics in my class-
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Vi PREFACE

room, but there will be time for the student to read the chapters in
the book, and the course will therefore provide an integrated survey
of the many elements which fit into a modern investment program.
Fourth, I am convinced that market prices and their behavior con-
stitute one of the major problems of investment management. Con-
sequently, the book makes a determined attempt to point the way
to the evaluation of investment assets. Fifth, I believe that a textbook
on investments should provide a considerable amount of descriptive
detail on market procedure, types of securities, and analytical me-
chanics. The student who does not have these is usually uncertain
and dissatisfied, and the instructor who must provide them in class
is intolerably burdened. I have therefore included them in the book.

Although the above policies pointed the way rather clearly to the
material to be covered, they obviously did not solve all the problems
of the book. I was compelled to omit far more in the way of financial
history, discussion of public policy, and analytical elaboration of
points mentioned than I wished. I also had to assume that my readers
would know a little of corporate procedure and sccurities and a little
of accounting, but I have not assumed a high degree of proficiency
in either.

It is a pleasure to acknowledge the aid and advice so generously
given me during the preparation of this book. Many of my friends in
the securities business in Los Angeles and in the Los Angeles banks
have read chapters and provided illustrative material; I am particu-
larly indebted to President W. G. Paul of the Los Angeles Stock
Exchange for help of this type. I have also received material from
Eastern banks, securities firms, and from stock exchanges in all parts
of the country. My colleagues on the local faculty have given me
needed advice and criticism on many points, as have numbers of my
students and other friends. To all these people I owe a debt of grati-
tude. Their contributions have been of inestimable value.

Joun C. CLENDENIN

L.os ANGELES, CALIF.
September, 1950
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Chapter 1: INVESTMENT OBJECTIVES

During the past century the average American has found it neces-
sary to devote an ever-increasing amount of time to the management
of his financial resources. This is a very gratifying fact, for it is a direct
consequence of the nation’s rising standard of living, which has made
the accumulation of savings possible to most citizens. But wealth
brings its problems, too. The utilization of great resources requires
the development of great corporations, great governmental activities,
complex securities markets, and many other mystifying institutions
and procedures. ‘Taxes, inflation, depression, labor relations, and
countless other social phenomena affect the productivity and value of
invested savings. All these things combine to present the investor
with a foimidable array ot problems, which demand an amount of
technical information on financial matters far beyond the require-
ments of earlier times.

While it would be presumptuous to assert that investment prob-
lems always conform to a standard pattern, it will be a premise of
this book that the average investor’s task is threefold in nature. Its
first phase deals with the planning ol the types of investments to be
used and the proportions of each to be acquired, in order to assure
the security, stability, income, and other advantages which the in-
vestor’s circumstances require. The second phase involves the selec-
tion of specific investment items, with due regard for quality and
other desired features. The third phase must consider the value of
investment assets and the timing of investment purchases and sales
and will require a study of the behavior of prices in the character-
istically unstable investment markets. The proper handling of this
threefold task is an assignment of no mean proportions, but it is the
essence of successful investment management for cither an individual
or an institution.

The Nature of Investment
In the broad and customary sense of the term, an investment is
any assct or property right acquired or held for the purpose of con-
serving capital or earning an income. This comprehensive definition
1



2 INVESTMENTS

does not distinguish between safe and hazardous investments, tangi-
ble and intangible investments, or direct and institutional invest-
ments. It simply recognizes that savings accounts, bonds, mortgages,
life insurance, corporate stocks, real estate, business equities, and
other earning assets all fulfill the same basic function, that of employ-
ing their owners’ funds. Furthermore, this definition does not limit
the term investment to property intended to return a cash income or
cash profit. Indeed, the most satisfactory investments held by many
people are their homes, which yield their returns in family satisfac-
tion and in exemption from rent payments.

The merit of this broad definition of the term investment will
become clear when the problem of investment proportioning, com-
monly referred to as investment programing or portfolio planning,
is further discussed. The discussion will show that the proper balanc-
ing of any investor’s resources among various types of assets, such as
life insurance, bonds, stocks, homeownership, or business ownership,
is a completely unified problem—an investment problem. The nature
or quality of any individual investment which secems desirable must
necessarily influence the nature and quality of the others which are
selected, in order that a sound balance may be achicved.

In a narrower sense, the term investment is sometimes used to sug-
gest a commitment which is relatively free from risk of loss. Thus,
high-quality bonds are said to be “of investment grade.” In this
sense the label investment would be restricted to situations promis-
ing stability of value and income, a modest rate of return, and rela-
tively little chance of spectacular capital appreciation. Pcople who
seek high-income yields or large capital gains are therefore said to
forsake investment for speculation.

Speculation means the deliberate assumption of risks in ventures
which offer the hope of commensurate gains. The hoped-for gains
may come in the form of larger incomes than a safe investment would
supply. More probably the speculator hopes that his “investment”
will rise greatly in market price, as its earning power increases or
becomes more secure. Or he may expect its value (and possibly that
of the whole stock market or real estate market) to *“go up” because
of existing conditions. It is commonly said that the owners of specu-
lative commitments are more interested in profits from price appre-
ciation than they are in the incomes from their properties. This may
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or may not be true, but the radical variations in price of some specu-
lative assets (50 per cent declines or 100 per cent increases in a year’s
time are not unusual) suggest that in most speculations the value of
the principal should be of prime concern.

There is nothing immoral or undesirable about reasonable specu-
lation. The difference between investment and speculation is only
a matter of degree of risk, and few personal investment programs
need be confined exclusively to ultrasafe items. Indeed, the nation
would never have new industries or progress at all if speculators did
not venture into untried projects. But sensible speculators do not
gamble. They choose their ventures with care, they risk only what
they can afford, and if possible they diversify their speculations
enough to prevent errors in selection trom resulting in burdensome
losses. However, every investment dealer knows that many people
“speculate” heavily on the strength of idle “tips” or gossip or plunge
into situations which they do not understand. This is gambling, not
speculation, even though the commitment is of reasonable specula-
tive quality.

Experienced investors gencrally belicve that tor most people ex-
tensive speculation is not profitable. Casual gambling in securities
or real estate most assurcdly is not. On the other hand, the successful
operation of insurance companies, trust funds, and many private
estates through the years indicates that conservative investments can
usually be kept safe and productive. Ways can be found to justify the
inclusion of a portion of promising speculations in a sound invest-
ment portfolio, and proper timing ol purchases and sales can do
much to improve investment results, but these are merely incidents
of sound investment administration, not arguments in favor of reck-
less risk taking. The histories of big-time and small-time financiers
alike point the moral: the way to get money is to work for it, and
the way to have money is to keep it by investing soundly.

Risks of Investment

There are four distinct, though related, types of risk to which in-
vestments are subject in varying degree. Some of these risks scarcely
exist at all in certain investments, and they vary greatly in intensity
from one investment to another. No investment is free of all of them.
In fact, the most highly regarded investment in the average investor’s



4 INVESTMENTS

portfolio, his United States government bonds, is acutely subject to
one of these risks.!

The first risk is the business or functional risk. Every business or
piece of property is subject to the possibility that its earning power
or usefulness may wane duc to competition, change in demand, un-
controllable costs, managerial error, government action, or some
similar circumstance. Likewise, any individual debtor may suffer a
shrinkage in earning power or capacity to pay. Investments such as
the bonds of the United States government or populous states, or the
bonds of a far-flung and well-financed corporation such as the Ameri-
can Telephone and Telegraph Company, are little subject to this
risk, at least in the foresecable future. But the stock of the average
business corporation, or real estate in a given ncighborhood, or a
farm whose money source is cotton or any other single crop—these
are always vulnerable in greater or less degree. It is a major task of
investment management to watch for business hazards and to take
appropriate steps to avoid loss if the risk increases and to profit from
the change if it decrcases.

The second risk is the market risk. This hasard arises from the
fact that market prices and collateral values of securities and real
property may vary substantially, even when their carning power does
not change. Fluctuation in the market value of one’s investments is
not so damaging as impairment of their carning power, it one does
not have to scll them or borrow on them, but it is imperative to
most investors that at lcast a portion of their holdings be capable
of quick liquidation without loss. Emergencies and once-in-a-life-
time business opportunitics must be anticipated. The cxtensive
vagaries of the stock market, the uncertainty and slowness of real
estate markets, and the irregular markets for mortgages and sccond-
grade bond issues all indicate the presence of the market risk. Life
insurance holdings and bank savings accounts provide the best means
of avoiding it. Fven high-grade bonds may vary in price from time
to time, owing chiefly to variations in basic interest rates, but owing
also to market irregularities—to “thin” markets, in which instability
stems from the sporadic arrival of buying and sclling orders in the
market, and to economic conditions.

The third risk, the money-rate risk, applies most dcfinitely to the

tFor a comprchensive discussion of investment 1isks see George W. Dowrie and
Douglas R. Fuller, Investments, John Wiley & Sons, Inc., New York, 1950, Chap. 7.
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values of fixed-income sccuritics of loag or indefinite maturity, such
as high-grade bonds, mortgages, and preferred stocks. It may also
apply in lesser degree to common stocks and rcal estate. The money-
rate risk refers to the fact that long-term fixed incomes are worth a
premium if market interest rates on new issues decline but are worth
less it intercst rates on new issues rise. ‘T'he sharp significance of this
risk is shown by the Shell Union Oil Corporation’s 214 per cent
bonds due in 1971, which sold as high as 9974 in early 1947 and as
low as 91 in early 1948. There was no change in business risk and
little market irregularity here. A simple rise in market money rates
from 21/ to 3 per cent caused the decline. Of course, it can be argued
that the owner of such bonds can hold them to maturity and com-
plete the contract just as he originally planned it, but this does not
alter the fact that his original commitment subjected him either to a
capital loss or to an income below subsequently available rates for
a long period of years. This hazard is theoretically balanced by the
possibility of gain if interest rates fall instead of rise but is noncthe-
less a source of concern to those interested in the market values of
high-grade long-term investments. Insurance companies, banks, and
trustees are among those most acutely concerned. Selection of very
short-term bonds and mortgages would minimize the effect of money-
rate changes on the value of the investment, since the early maturity
would release the funds for reinvestment at prevailing market rates;
but this is not a wholly attractive solution, since the expense of con-
stant rcinvestment would be considerable and the interest rates on
short-term investments would probably average lower than long-
term ones anyway.

The fourth risk, the price-level risk, is the factor which makes the
best investments exceedingly hazardous. The most highly rated in-
vestments available—government bonds, savings deposits, life insur-
ance, and others—are without exception payable in definite dollar
sums. Receipt of the dollars is sure, but the buying power of those
dollars is very uncertain. The pcople who bought government bonds
in 1942 had by 1948 lost more than a third of the purchasing power
they invested, though the bonds were still worth the original num-
ber of dollars. The dollars themselves were worth less. Since most
investors are acutely concerned with the real buying power of their
investments and the incomes from them, this price-level hazard is of
outstanding importance. There is no perfect solution to the problem,
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either, since investments which are theoretically protected against
the price-level risk are frequently not so protected in fact and are,
in addition, seriously subject to the business risk. It is usually argued
that, since real estate and common stocks represent tangible “‘com-
modities,” their prices and earning power in dollars should rise and
fall proportionally with all commodities and with the cost of living.
This is probably vaguely true in the long run, if the real estate and
stocks are wisely selected and widely diversified over many locations
and industries. It is not true over short periods—witness the fact that
in 1948 the indexes showed that the cost of living was up 68 per cent
over 1939, corporate dividends were up 60 per cent, stock prices
were up 30 per cent, and residential rents were up 12 per cent.

Material of Investments

As has been indicated, the commitments which may qualify as
desirable investments are infinite in variety. Some are not even ac-
quired voluntarily, since employers frequently require savings into
a retirement fund and the United States government compels many
people to invest in social security. The following 12 classifications
of investments do not enumerate all of the important items em-
ployed by individual investors, but they illustrate all of the signifi-
cant types. Most of these will be discussed at greater length in later
chapters, but the features which are most significant to investors
should be noted at this time.

1. Savings bank deposits. Savings deposits are accepted by the sav-
ings departments of commercial banks, by mutual savings banks, by
post offices (into postal savings accounts), and by certain other less
important agencies. Savings accounts are always payable in dollar
sums, are extremely liquid (the deposit contract usually permits
the bank to demand 30 days’ notice of intent to withdraw the money,
but payment is practically always available instantly), and yield
relatively low interest rates. Most small depositors receive 1 to 2 per
cent, but larger accounts commonly receive less. The interest is fully
subject to income taxes, and the principal is usually subject to prop-
erty taxes to some extent.

2. life insurance policies. The typical individual (not group) life
insurance policy is a combination of decreasing insurance protec-
tion plus increasing savings account. The insured is charged an
annual premium which is sufficient to pay his share of the death
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benefits incurred by his age group, to pay his share of the operating
expenses, and to contribute a definite sum to the reserve or savings
account embodied in his policy. In subsequent years his policy’s share
of the death benefits to his age group will be reduced because the
amount of insurance protection he pays for is measured by the differ-
ence between the face of the policy and the reserve already accumu-
lated in it—that is, when his $1,000 policy has accumulated a $400
reserve he will be charged for only $600 of insurance protection. In
addition, his policy is credited with the interest earnings on its accu-
mulating reserve. The principal difference between a high-premium
20-year endowment or 20-pay life policy and a low-premium ordinary
life policy is found in the fact that the high-premium policy accu-
mulates a large reserve rapidly, while the low-premium policy accu-
mulates its reserve more slowly and is therefore subject to larger
insurance protection costs for a longer period. High-premium poli-
cies are suitable for people who wish to use them as savings accounts,
with insurance protection which diminishes as the savings are com-
pleted, while low-premium policies are suitable for people who wish
chiefly insurance protection at a minimum cash outlay.

Life insurance policies are desirable investments when properly
chosen to meet the insured’s needs. They are very poor investments
if poor selection results in the purchase of unneeded protection or
in the assumption of high premium burdens which prevent other
desirable investments. Life insurance reserves are very safe invest-
ments, which usually earn between 214 and 3 per cent for their
owners. They are available only as dollar sums, hence are fully sub-
ject to the price-level hazard. They are quite liquid, since almost the
full reserve can be borrowed from the company at reasonable rates,
at short notice, repayable whenever the insured chooses; or the
policy can be canceled and the reserve recovered. Life insurance
policies have other advantages in varied fields, including the pro-
curement of retirement annuities, the liquidating of business inter-
ests, and the handling of tax problems; but discussion of these must
be deferred to a later chapter.

3. Savings and loan accounts. Most communities have savings and
loan associations whose function is to accumulate investors’ savings
and invest them in local mortgage loans. Since the associations are
supervised by state or Federal agencies, and sin§e they are usually
conservatively managed, their safety record is fairly good. Many of
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them also now insure accounts under $5,000 in the Federal Savings
and Loan Insurance Corporation. Interest-dividends credited on
the depositors’ accounts (technically the depositors in most of these
organizations are shareholders and owners, not creditors) generally
range between 214 and 3 per cent. Immediate liquidity is not guar-
anteed, since the associations are intended to employ their funds in
long-term mortgages, but accounts may be withdrawn on demand
or after short notice most of the time. The income is fully subject to
income taxation. The property tax position varies, but is not usually
burdensome.

4. United States government securities. Treasury bonds, notes, cer-
tificates, and bills, together with the Series E, F, and G savings
bonds, represent the largest group of securities available to the
American public and are probably the group least subject to the
business risk. Maturities ranging from 90 days to 25 years are avail-
able, and interest yields vary from about 1 per cent to approximately
2.9 per cent. The market risk on government securities is negligible,
and the money-rate risk on long-term bonds is less than it would be
on any other similar security. Only the price-level risk is serious.
Government obligations are exempt from state and local property
taxes, and their interest payments are not subject to state or local
income taxes. However, the bonds are subject to Federal and state
estate, inheritance, and gift taxes, and the interest is usually subject
to Federal income taxation. Like life insurance policies, government
bonds are so varied in their terms that a proper choice must depend
on the needs of each individual investor.

5. State and municipal bonds. This category includes the obliga-
tions of scores of thousands of public agencies, some rich, some
poor. Most of them are conscientious, but a few are on occasion in-
clined to be evasive. Debt service may be promised from general tax
revenues, from public business revenues, from special assessments
on real estate, or from a combination of these. Most public obliga-
tions are good quality, and some are outstanding. All are payable
only in dollars. Long-term bonds are subject to the money-rate risk,
and many issues are subject to the market risk. Low-quality issues
are also subject to the business risk. Since state and municipal inter-
est payments are exempt from the very heavy Federal income tax,
they are attractive to corporations and individuals in the higher tax
brackets. This causes the bonds to sell higher and pay lower interest
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yields than corporate bonds of similar quality and maturity dates;
good ones yield less than taxable Federal bonds, possibly averaging
2.2 per cent in 1949 on 25-year maturities. Each state usually exempts
its own and its municipalities’ bonds from income and property
taxes within its borders, but the bonds are subject to Federal and
state inheritance, estate, and gift taxes.

6. Corporate bonds. Corporate bonds are the debts of business con-
cerns. They are usually sold to investors in $1,000 units. The bond-
holders as creditors usually have no voice in management and are
entitled to little more than the regular payment of interest and
the ultimate repayment of the principal, all in fixed dollar sums.
Corporate bonds vary widely as to contract terms and quality but,
in general, are subject to the price-level and money-rate risks, in
varying degree. Some issues have very dependable markets and are
of unquestioned quality; others are doubtful on both points. There
are no significant tax exemptions available on corporate bonds as a
class. For the past ten years the best grade bonds have yielded from
14 to 14 per cent more than United States Treasury bonds of similar
maturity date. In 1949 the ruling rate on top-grade long-term cor-
porate bonds was slightly under 3 per cent, but lower quality bonds
could be bought at prices which promised yields up to 8 or 9 per
cent.

7. Corporate stocks. Stockholders are owners, and corporate stocks
represent the residual ownership and control of corporate prop-
erties. The business risks inherent in the enterprise naturally fall
with®full force on the stockholder, who bears them because he may
also hope for the extraordinary gains which success may bring
him. The market risk is obviously high in stock ownership; the
money-rate risk is an uncertain factor. With respect to the price-level
risk, it may be assumed that indirect property ownership through
the holding of stocks is a satisfactory approach to the objective of
owning buying power instead of merely money, but no single stock
can be expected to fluctuate in close proportion to the price leve}.
Only an average of many stocks can hope to do so. Furthermore, it
should be noted that certain stocks, such as those of rate-regulated
utilities, will not experience changes in dollar earning power when
the price level changes; these are useless as purchasing-power h'edges.
And preferred stocks, which in general have a§cepted maximum
limits on their dividend rights in return for priority of claim among
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the stockholders, are also poor price-level hedges. Good common
stocks fluctuate considerably in price, and a typical group may be
expected to yield between 4 and 7 per cent, depending on market
conditions at the time. Because the corporations usually pay some-
thing less than two-thirds of their earnings in dividends, it is also
possible to buy a typical group of good common stocks at nine to
eighteen times their per share earnings. Corporate stocks and their
dividends do not ordinarily.receive any favorable tax treatment ex-
cept the low-rate property taxation (or failure to assess) which is
common to all intangibles.

8. Mortgages and loans. Though this form of investment is re-
sorted to by thousands of individuals and institutions, the types of
loans and the circumstances surrounding them are so varied as to
preclude accurate generalizations. It is probable that skillful lenders
find this type of investment very satisfactory, and the average un-
initiated investor probably has better luck with mortgages than he
has with corporate stocks. However, mortgages and loans are often
too large to permit much diversification for small investors who use
them. Mortgages and loans are not usually taxed as property, but
the income from them is taxable.

9. Homeownership. This type of investment has always been popu-
lar with Americans and has received additional impetus in recent
years through the activities of the Federal Housing Administra-
tion. Homeownership is probably financially profitable to a family
which finds a fixed location feasible and whose members can per-
form the small incidental functions of maintenance and répair.
Otherwise, the case is doubtful. There may of course be important
psychic advantages stemming from security, stability, and the pres-
tige of proprietorship, which will weigh heavily for homeownership.
From a strictly financial viewpoint, homeownership permits an in-
vestment from which substantial income in the form of free rent is
assured, since the family’s use of the premises is certain. A price-level
hedge is thus obtained without the necessity for assuming heavy
business risks. Market risks in real estate are always substantial.
Homeownership affords an income tax advantage, since the family’s
occupancy of a home is not measured as taxable income, while
mortgage interest paid and property taxes paid are both deducted
in computing taxable income. In general, it may be guessed that a
properly chosen home investment, bought for a normal 80 to 120
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times its stable, normal, monthly rental value, will yield a tax-free
5 per cent return after allowing fair amounts for depreciation, prop-
erty taxes, maintenance, and insurance.

10. Real estate ownership. Like mortgage lending, this form of in-
vestment takes so many forms that reasonable generalizations are
impossible. Good results undoubtedly depend on skilled super-
vision and, in many cases, require the performance of incidental
maintenance by the owner, to keep costs down. Many owners find
real estate ownership a convenient way of realizing both profit and
a slow return of capital (out of depreciation allowances) in cash,
when they are “living up” their estates after retirement. With re-
spect to risk factors, general real estate ownership is similar to home-
ownership and also has the disadvantage of affording only fairly
large individual parcels, thus precluding wide diversification. Profits
from rental real estate are fully taxable.

11. Business ownership. Ownership of one’s own business or farm
is one of the great sources of psychic satisfaction in life. For many
people the investment is profitable in varying degree; for many
others, perhaps for most, the financial commitment yields little
more than an opportunity for self-employment at a modest wage.
The risks are obviously specific to each case. The paramount claim
of an investor-proprietor’s own business of course poses a problem
when he attempts to diversify and balance his investment portfolio,
since this unique and preponderant commitment is necessarily
prized above all other considerations.

12. Pension rights. Many investors are now accumulating substan-
tial pension and social security expectations in the course of their
employment. These rights are extremely valuable and must be care-
fully included in the development of any investment plan. Since
most of them are payable in dollars, it must be conceded that they
are subject to the price-level risk, and to the extent that their fulfill-
ment depends on future interest earnings, they are subject to a
money-rate risk. Few are affected by the market risk or the business

risk.

The Investment Program

Enough has been said in preceding pages about investment risks
and needs to indicate that a systematic investment plan is in order.
Whether the investor is an individual, an insurance company, or a
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bank, he can identify certain objectives to be reached and certain
hazards to be met. Since it is unlikely that any specific investment
or type of investment will meet every need, an assortment of invest-
ments is called for—an assortment which is suited to the specific case
and time.

This idea may seem a bit unreasonable to a young man who does
not have much money. After all, a three-man army which has an air
corps, a tank corps, and an artillery corps cannot be expected to have
much infantry. But at least a scientifically planned expansion pro-
gram is possible, and so it is with an investor. If a sound investment
program is to be set up out of earnings, a sequence of general re-
quirements can be planned. Individual selections can then be made
as funds arc available.

Planning a Personal Investment Program

Although the first chapter of a book on investments is hardly the
proper place for a discussion which must assume familiarity with the
entire subject, it seems desirable at this point to elaborate on the na-
ture of a lifetime financial plan. It is operated like a military cam-
paign—the principal objectives are allowed for, and the whole pro-
cedure is kept sufficiently flexible so that contingencies may be met
and opportunities may be seized.

The financial aspirations which an investor may hold for himself
are unquestionably his own affair. He may choose to emphasize com-
plete family security and peace of mind, or he may make the up-
building of his own business his major interest, or he may undertake
to enhance his wealth by trading for profit in securities or real estate.
Other likely ambitions will come readily to mind. In any case, the
investor’s hopes are likely to come closer to fulfillment if he is clear
on what his desires are and if he has a systematic plan for reaching
them.

This book will not undertake the thankless task of telling its
readers what their investment objectives ought to be, though it may
on occasion comment favorably or adversely on some of them. It
will, however, offer a four-step plan for framing an investment pro-
gram, which may help the reader to outline a comprehensive port-
folio designed to attain his chosen goals. This will be supplemented
in later chapters by discussions designed to aid in the choice of suit-
able individual investments and the timing of purchases and sales.
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The four steps to be taken in organizing an individual’s invest-
ment program call for the acquisition of (1) adequate life insur-
ance, (2) a highly liquid emergency fund, (3) business and home
investments, and (4) a general investments portfolio. These four
steps should ordinarily be considered and financed in the order
named:

1. Necessary insurance. Life insurance protection on the family
breadwinner is desirable to assure his family the savings he may not
live to earn. This protection is often needed in largest amount when
the family is relatively young, before much saving has been possible.
Other life insurance to protect the family budget against death and
readjustment expenses should be considered, and provision for busi-
ness life insurance, estate tax liquidity, and peculiar personal estates
such as life tenancies may also be needed. Again—and this is of out-
standing importance—insurance providing disability income in case
the breadwinner is sick or injured for long periods should be pro-
vided. The amounts needed for all these purposes are usually too
great to be afforded in the average family budget, but account can
be taken of available assistance from relatives in dire emergencies,
and the passage of time and the accumulation of savings will ulti-
mately bring resources closer to nceds for most people.

2. A quick-recourse fund. Next on the high-priority list is the ac-
cumulation of a fund which will always be available for emergen-
cies. For purely family use, liquid resources amounting to half a
year's income, kept in insurance rescrves, bank deposits, or govern-
ment bonds, might suffice.

3. Investments to meet personal needs. Third on the priority list
are the investments in a home and in a personal business, if needed.
From a purely financial viewpoint these might not rank so high, but
personal urgency outweighs financial theories. Also, modern install-
ment financing makes it possible to control very substantial invest-
ments in homes, especially, without having to omit everything else.

4. General fund. This fund receives all sums not allotted to the
preceding ones. In general, its function is a balancing and propor-
tioning one, to bring the entire investment program into line with
sound principles. Its fundamental tasks are to provide safety through
wide diversification and to bring about a reasonable balance between
investments in dollar-value items and in equities. The principles in-
volved are discussed at length in the next section.
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Features of a Personal Program

In choosing his specific investments the investor will need definite
ideas regarding a number of features which his total portfolio should
possess. These features should be consistent with his general ob-
jectives and, in addition, should afford him all the incidental con-
veniences and advantages which are possible in his circumstances.
The following eight features are suggested as the ingredients from
which many successful investors compound their selection policies.
They are not offered in any order denoting importance, except that
the first is clearly the most vital.

1. Safety of principal. Although safety of principal does not neces-
sarily require that the market prices of one’s investments never
shrink below their cost, it does require that the investor avoid un-
sound and profitless risks. It calls for careful review of economic
and industry trends before choosing types of investments or the
time to invest. It demands careful selection of the individual com-
mitments. Finally, it recognizes that errors are unavoidable and re-
quires extensive diversification.

Adequate diversification means assortment of investment com-
mitments in five different ways—by industry, geographically, by
management personnel, by financial type (that is, between dollar re-
ccivables and equities) , and by maturities. If this is accomplished,
losses due to the decline of any industry, to disaster in any geo-
graphic region, to error or defalcation by any management group,
to changes in the price level, and to changes in interest rates would
all be minimized. This is desirable, even if it also diversifies against
fortuitous gains.® Since adequate diversification should balance for-
tuitous gains against fortuitous losses, it may justify a reasonable
proportion of speculative stocks in the average portfolio—or better
yet, the inclusion of investment company stocks which represent
collections of speculative commitments.

Diversification can be wasteful if carried to extremes. Too many
securities and real estate and mortgage holdings—possibly over 20
for the average individual—give him too many to watch, unless he
makes a profession of supervising them or employs someone to do

2 This is a point on which violent difference of opinion exists. Most textbook
writers, investment counsclors, investment companies, and bank trust officers take the
viewpoint indicated here, but some successful investors hold that safety lies in a few
holdings carefully chosen and closely watched.
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it for him. Too small commitments in securities are uneconomic
because of excessive commission charges and other costs in transac-
tions. Securities commitments should probably range between $500
minimum and half a year’s family income as a maximum, except for
items of superlative quality, such as government bonds.

2. Adequate liquidity and collateral value. Emphasis has already
been laid on the necessity for a minimum quick-recourse fund. In
addition, a sound portfolio will look to the sure and quick avail-
ability of additional funds which may be needed for business op-
portunities, stock market opportunities, or estate taxes. Whether
money raising is to be done by salc or by borrowing, it will be easier
if the portfolio contains a planned proportion ol high-grade and
debt-free investments. Real estate, personal businesses, or specula-
tive securities are not ideal for this usc.

3. Stability of income. This factor is important in arranging an
investment portfolio for an individual who depends closely on the
income; it is less important for others. Though income stability helps
greatly in stabilizing the prices of corporate stocks, it can be found
to a high degree only in certain industries, and insistence upon it
therefore restricts the available choices. Probably stable income
payers also cost a trifle more than other investments, hence should
not be overemphasized by those who do not need them.

4. Adequacy of income after taxes. There are really two problems
involved here, one concerned with the amount of income paid by
the investment and the other with the burden of income taxes upon
that income. When the investor’s income is small, he is usually eager
to obtain maximum cash returns on his investments and is prone
to take excessive risks and to prefer immediate dividends to greater
benefits at a later date. It is unfortunate to have to choose between
adequate income and adequate security; but it is possible, to some
degree, to seek out good stocks which pay practically all their earn-
ings in dividends and real estate which ncts its owner both real
earnings and depreciation funds in cash.

The investor who is not pressed for cash income often finds that
income taxes deplete certain types of investment incomes more than
others, thus affecting his choices. For example, neither the rental
value of an owner-occupied home nor the interest paid by a state
or municipal bond is subject to Federal income tax. Furthermore,
corporate earnings which are not paid out in dividends are not tax-
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able to the stockholders, even though they presumably enhance the
value of the stock.

5. Purchasing-power stability. The price-level hazard has already
been explained. There remains to state the conclusion that the aver-
age personal or family portfolio is well-balanced when it consists
half of dollar-sum holdings, such as bank deposits, life insurance,
and bonds, and half of equities such as real estate and common
stocks. In making this computation it may be best to regard mort-
gage and other debt as negative dollars—that is, as subtractions from
the dollar-sum investments.

* From a purely theoretical viewpoint it would appear that a port-
folio consisting entirely of real estate and stocks would balance price-
level changes more perfectly than the 50-50 program recommended.
Perhaps it might, with luck, but the instability of equity prices
plus other considerations previously mentioned commend the 50-50
choice in the average case. Obviously, such factors as the quality of
the investments, the adequacy of insurance protection, the stability
of personal earnings, family needs, and estate tax hazards could affect
this ratio.

The indicated preference for a 50-50 ratio between dollars and
equities would not apply to an institution such as a bank or insur-
ance company, whose assets must be in dollars to offset obligations
which are payable in dollars.

6. Possible appreciation. It is neither necessary nor desirable, in
making investments, to forswear hope for market profits in a search
for security. Both real estate and stock markets are highly irregu-
lar, and the individual who sticks closely to quality investments
can still profit by choosing well, buying at the right time, and
switching wisely from overpriced to underpriced items. Not many
people will profit greatly by these devices, but reasonable acumen
will be rewarded, and some of the inevitable losses can be offset. Ven-
tures into speculative commitments may be similarly approached,
with the expectation of more and greater losses which may be bal-
anced by more and larger gains.

7. Freedom from care. The existence of important risks in every
class of investment makes it impossible to “buy good things and for-
get them.” Constant skilled supervision is necessary to avoid losses
and to obtain good returns. But the pitfalls which await the un-
initiated are much less dangerous in commitments of investment
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grade than in speculations. One who wishes to minimize the atten-
tion required by his investments should therefore make quality his
watchword. This emphasis will doubtless reduce the amount of in-
come available and direct the bulk of the portfolio to dollar-sum
items. Alternatively, a professional investment counselor or the
investment management services of a trust company could be em-
ployed.

8. Legality. Investments of trusts, estates, children, and incom-
petents must consist of types approved by law. State laws and prece-
dents vary, but in all cases the plans must include complete compli-
ance with requirements.

Legal Ownership and Tax Problems

Investment plans and decisions are often affccted by the legal as-
pects of property ownership and by tax problems involving both
incomes and ultimate estates. For example, a plan for developing a
number of living trusts for members of the family by making gifts
into the trusts at annual intervals will require the planning of a
whole series of independent portfolios. In another case, the decision
of a high-salaried individual to retire from active business may justify
switching extensively from tax-exempt to taxable income sources.
Legal title and estate tax matters are most troublesome to people of
substantial wealth, but every investor must deal with them to some
extent, if only to decide if the joint tenancy laws of his state hold any
advantage for him. Some of the principles involved are discussed in
later chapters of this book.

Institutional Investment

Like individuals, financial institutions find it desirable to choose
investments which are appropriate to their nceds. Banks, savings
banks, life insurance companies, and building-loan associations need
investments which are almost exclusively payable in dollars, since
their own obligations are in turn payable in dollars. They must also
have items which are very safe and free from market price fluctua-
tion, because their obligations customarily total between 90 and 95
per cent of their total assets and a relatively small shrinkage in asset
values would endanger their solvency. Banks and savings banks, and
to a lesser degree the life insurance companies, must also consider
the ready marketability of a portion of their investments, since their
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customers have the right to demand the prompt return of the money
in their custody, and it is important that such demands be met with-
out the necessity of selling securities at a loss.

Other institutions, such as endowed hospitals and colleges and
trust companies administering the funds of others for a fee, are under
less pressure to secure value stability but usually feel bound to obtain
steady income and long-run security. Nearly all institutional invest-
ments are to some extent regulated by public authority, although in
varying degree.

It must be concluded, therefore, that the investment policies of
financial and endowed institutions are likely to vary greatly with the
type of business conducted and the legal restrictions imposed, as well
as with the preferences of their managements. Investors seeking to
pass judgment upon them must therefore consider all these factors.

QUESTIONS AND PROBLEMS

1. Would you say that the stock of General Motors Corporation,
which has sold under 26 and above 80 in the past twelve years, should be
called a speculation?

2. Would the individual who carefully studied General Motors’ pros-
pects in 1948 and estimated that the company’s future annual earnings
and dividends would average $6 per share and $5 per share, respectively,
be investing or speculating if he bought the stock at 62?

3. Is it reasonable to say that a great oil company such as Texas
Company (maker of Texaco products) is significantly subject to the
business risk? What could happen to it?

4. Are United States government bonds subject to the market risk?
To the money-rate risk?

5. Would a well-diversified collection of residential properties have
afforded an investor a satisfactory price-level hedge during the 1942-1948
inflation? Would farm properties have done so? Industrial stocks? Oil
stocks? Will these precedents be followed during the “next” inflation?
What will probably happen to all of these in a depression?

6. Why is life insurance enumerated as a form of investment?

7. Is there any real difference between the investment functions per-
formed by postal savings deposits and by insured savings and loan ac-
counts?

8. Are the interest incomes from savings accounts and government
bonds subject to income taxation? Are the tax rates high enough to make
any real difference?

9. Why is there so little difference between the yields of corporate
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bonds and United States Treasury bonds? Why should there be a differ-
ence at all?

10. Why are public utility common stocks and nearly all preferred
stocks regarded as poor price-level hedges?

11. Explain why homeownership yields a “tax-free” income. Would
this be true of rental property?

12. How can an investor “live up” his investments in real estate after
retirement? Could this be done with common stock investments? How?

13. If you were retiring on social security plus employers’ pensions to-
taling $150 per month, and had $40,000 in cash of your own, what types
of investments would you regard as most suitable for your savings?

14. If you were an attorney aged 30, with a wife and two children, no
relatives capable of giving financial support, no savings other than house-
hold furniture and office equipment, but with earnings now averaging
$6,000 per year, how much life insurance and how much disability in-
come insurance would you consider proper? (Assume that ordinary life
insurance costs $20 per thousand per annum, of which half may be re-
garded as savings, and that total-and-pcrmanent disability income cover-
age costs $60 per year for a disability income amounting to $100 per
month.)

15. As this man begins to accumulate savings, what should he do with
the first $5,000, assuming it to be saved $1,000 annually?

16. Would the purchase of a $15,000 home be advisable, if the rental
value was $120 per month, if the annual taxes were $250, average depre-
ciation $300, average maintenance costs $200, and insurance $20?

17. When the attorney is aged 50, earning $10,000, and has $50,000
saved, how much insurance protection does he need? How much when
he is 60 and has $75,000 saved?

18. If the attorney at age 60 had no life insurance, no dependents ex-
cept his wife, and continued in his profession, and you were asked to
recommend investments for his $60,000 (the $15,000 home is assumed
already purchased) , what would you select? List amounts beside the fol-
lowing, and where corporations are involved indicate how many different
ones you would invest in: savings deposits, savings and loan, government
bonds, telephone bonds, electric power company bonds, telephone stocks,
electric power stocks, motor company stocks, electric equipment stocks,
steel stocks, food stocks, chemical stocks, bank stocks, oil stocks, building
material stocks, insurance stocks, residential - (rental) property.
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Chapter 2: BASIC DETERMINANTS
OF INVESTMENT VALUES

One of the most troublesome problems confronting investors is
that of estimating the values to be paid or accepted for investment
assets. The market prices for most types of investments vary consider-
ably through the years, and some of the very important types, in-
cluding real estate and common stocks, fluctuate sharply as business
conditions change. Because of the importance of the sums involved,
no investor can afford to ignore these price fluctuations, and many
investors are interested in profiting from them if they can. An un-
derstanding of the basic factors affecting investment values is there-
fore of general interest.

Later chapters of this book will deal in detail with the character-
istics of specific types of investments. The task of the present chapter
is to explore some of the fundamentals which affect all investment
values. These fundamentals are pertinent to the determination of
both long-run value trends and cyclical fluctuations in value.

In approaching this task, it seems best to confine the discussion to
three broad mathematical and economic concepts which contain the
essence of investment valuation. The first of these offers a mathe-
matical approach to the subject, suggesting that the prices people
will pay for investment assets are largely determined by their esti-
mates of the future dividends and other benefits which the invest-
ments will produce. The second concept involves an economic inter-
pretation of capital supplies, profit margins, interest rates, the
interrelationships among them, and the impact of the whole upon
investment values. The third concept stresses the fact that investment
values, like other values, are determined by supply and demand and
that supply and demand for investment assets are greatly affected by
personal whims, the customs of financial institutions, and existing
law. These three concepts do not represent the whole theory of in-
vestment valuation, nor are they presented with complete thorough-
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ness here, but it is believed that they will throw some badly needed
light on the whole subject of investment values and their causes.

The Present Value Theory

It is often said that the reasonable present market value of any
investment is the total of future benefits (whether as income or re-
turn of principal, in cash or in services would not matter) expected
from it, discounted down to the present at an interest rate consistent
with the risk. By this measure it could be computed that a share of
stock deemed likely to pay $6 annually in dividends forever is worth
$100 if the hazards justify a yield of 6 per cent on the bargain; or
that a bond promising $30 per year interest plus a return of $1,000
principal after 20 years is now worth $864.10, if the risk is commen-
surate with a 4 per cent yield.' These statements appear to be fully
logical. No investment is intrinsically worth more or less than the
present value of the expected future benefits from it.

Competent economists will immediately observe that at any given
time the market value of an investment asset depends on demand
and supply, which in turn reflect the estimates of a number of people
as to the future paying power of the investment and the degree of
risk involved. In other words, the market price is the result of a con-
sensus of opinions as to the future of the investment. This is unques-
tionably the proper viewpoint. It must also be noted that, although
this market consensus vacillates as people change their opinions
about the future, it is certain to adjust itself to reflect the actual situ-
ation as the future unfolds. The individual who wishes to invest
profitably must therefore base his decisions at least in part upon
accurate appraisals of the income to be expected and the rate of dis-
count which the risk requires.

It would appear that the first step in determining the dollar value
of an investment must of necessity be to estimate the amount and
timing of the benefits to be received from it from now until the end
of time—unless, of course, it is appraised purely by guess. After all,

1Table ] indicates that $1 per year for the next 20 years is worth $18.59, if the
appropriate discount rate is 4 per cent. Since the bond pays $30 per year, the total
present value of 20 years' interest payments is $407.70 (30 X $13.59). The principal
sum is to be repaid after 20 years; Table 2 indicates that a §1 sum due in 20 years has
a present value at 4 per cent discount of $.4564, and the $1,000 bond principal must
therefore have a present value of $456.40. The two present values, §407.70 on the in-
terest payments and $456.40 on the principal, total $864.10.
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the only advantages the owners will ever get out of an investment
asset are the payments or services it brings them, after expenses and
taxes are deducted. It is immaterial, in making these estimates of
future benefits, whether the investment in question is a contractual
obligation such as a bond or an annuity, which promises fixed sums
in dollars, or whether it is an equity item such as stock or real estate,
whose payments might be irregular in amount and timing. In either
instance the first step in valuation is to make the best possible fore-
cast of future benefit receipts.

In many instances the future benefits expected by investors con-
sist of attractive selling prices rather than long years of dividend or
rental income. However, it may be argued that the most likely basis
for expecting an increased selling price is the conviction that either
the earning power or the safety of the investment is increasing and
that the improvement will shortly be recognized by others and be
reflected in the price.> The underlying source of value is still the
discounted value of expected future receipts.

It is clear that, as time passes and differing aspects of the future
appear, revisions of investors’ estimates of benefits to come will cause
constant changes in their appraisals of many investments. Obviously,
those which wear out or become obsolete as time passes will have
progressively smaller or fewer contributions to make in the future,
and their values will decline progressively. Those which encounter
severe competition or adverse political developments or any of a
multitude of other hazards will also seem to promise less. And of
course those whose advantages are ascendant will appear to offer
more than was previously anticipated. All of this is clearly evident
in the fluctuation of real estate and stock market values.

When the best possible estimates of future benefits have been
made, it is next necessary to discount these estimates down to the
present at a proper rate of interest, to determine what they are worth.
The proper rate of interest or discount is said to be a composite of
two factors: the basic rate of interest on low-risk loans, which reflects
chiefly the supply of and demand for funds, and the extra return
which investors demand of an investment which they deem to be haz-

2There are occasional irrational markets in which this is not true. For example,
investors in 1929 borrowed money at 7 per cent and bought stocks at prices to yield
3 per cent, not in expectation of any dividend increase, but rather in the hope of sell-
ing the already overpriced stock to “some other sucker” at a still higher price. Who
cares about dividends when the principal appreciates 25 per cent per year?
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ardous or inconvenient. Thus, long-term United States government
bonds in 1948 yielded about 214 per cent, but good electric power
company common stocks were regarded as sufficiently objectionable
to justify a 6 per cent rate. (Both of these rates are before allowance
for income taxes; the net returns would theretore be considerably
less.) Investment values will obviously depend almost as much upon
the degree of hazard which investors believe attaches to a commit-
ment as on the amount they believe it will earn; for a stock estimated
to pay $4 per share per year into the indefinite future is worth $100
per share if its quality justifies a 4 per cent discount rate, but only
$50 if uncertainty demands an 8 per cent yield. Furthermore, it is
clear that the future of any investment will look less secure at cer-
tain times than at others. Business conditions, political conditions,
and variations in public confidence will inevitably produce changes
in the rate of compensation people will demand for bearing risks;
and this means changes in the values they attach to their investments.

One of the very significant aspects of investment valuation is the
relative emphasis which must be attached to imminent dividends or
other income, as compared with the relative unimportance of re-
ceipts expected in distant years. For example, a share of stock ex-
pected to pay a $1 dividend annually for 100 years (and to be value-
less thereafter) is worth $19.85, if the risk is one which justifies a
5 per cent yield; yet the dividends for the first 20 years are worth
$12.46, leaving a value of only $7.39 for those of the next 80 years.
Other examples can be deduced from Table 1; it will be noted that
the higher the yield rate expected, the greater the relative importance
of the early receipts. Evidently an investor need not estimate the far
distant incomes from his investment with extreme accuracy; if he
is right about what it can do for the next 20 years his value conclu-
sions can be substantially accurate. The importance of early receipts
also emphasizes the investment weakness of idle land or non-divi-
dend-paying stocks. Long-deferred incomes have only a limited cur-
rent value, especially if the risk justifies a high discount rate. Table
2 illustrates this situation.

Two more detailed aspects of present-value calculations should
be noted. First, it is clear that the more imminent income expecta-
tions are usually far more certain of collection than the later ones
and might reasonably be discounted at a lower rate. For example, if
one estimated that General Motors common stock would produce a
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$5 per share dividend anually for 40 years, and thereafter produce
nothing, the 40 years’ payments at 6 per cent discount would have
a present value of $75.25 (Table 1). But if the first 15 years’ pay-
ments at $5 were deemed so sure that 4 per cent discount was suffi-
cient, they alone would be worth $55.60; and if the remaining 25
years’ payments were regarded as sufficiently uncertain to warrant 8
per cent discount, they would be worth $16.80. Adding the $55.60
and the $16.80 produces a present-value estimate of $72.40 on this
basis.

The second detailed aspect of present values is based upon the
fact that many investments seem very certain to produce a limited
amount of dividends but are likely to produce much more. The
more certain portion of the income may reasonably be evaluated at
a lower discount rate than is applied to the remaining portions. For
example, the 40-year, $5 per share, estimated income from General
Motors stock need not all be regarded as of equal quality; possibly
$1 per year is highly dependable, justifying a 4 per cent discount
rate; perhaps $2 more is deserving of a b per cent rate, and the final
$2 may be uncertain enough to justify a discount rate of 8 per cent.
On this basis Table 1 indicates that the income portions would have
present values of $19.79, $34.32, and $23.84, respectively, to total to
an appraisal of $77.95.

Calculations of the sort indicated here are seldom made by ama-
teur investors, though they are common enough in connection with
major real estate and bond transactions. Perhaps the reason amateurs
do not make such calculations is that they dislike to “guesstimate”
incomes for long periods into the unknown future and, therefore,
prefer to choose in a more casual way between the values which the
market provides. The simplified “rule-of-thumb” appraisal devices
ordinarily used will be presented in later chapters.

It is not to be expected that market prices, which reflect the cur-
rent judgments of fallible men, will at all times show accurate ap-
praisals of investment assets. By the same logic, it is not to be ex-
pected that accurate appraisals by investors will always obtain
immediate market profits. But there is hardly room for doubt that
good judgment in appraising future earning power and in assaying
economic hazards will have its reward in the long run. Even if mar-
ket prices never reflect the values which the prescient investor
identifies and acquires, the investor will obtain the income benefits
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which his wisdom enables him to foresee; and in most instances the
market prices will sooner or later recognize the true situation. Mar-
ket prices are often slow and erratic in arriving at logical levels, but
they are forever searching for them.

Table 1. Present Value of a $1 Annual Payment for Specified Num-
bers of Years, at Various Discount Rates

Years [ 2% 4% 5% % 8%
5 $ 471 $ 4.45 $ 4.33 $ 4.21 $ 3.99
10 8.98 8.11 7.72 7.36 6.71
15 12.85 11.12 10.38 9.71 8.56
20 16.35 13.59 12.46 11.47 9.82
30 22.40 17.29 15.37 13.76 11.26
40 27.36 19.79 17.16 15.05 11.92
50 31.42 2148 18.26 15.76 12.23
60 34.76 22.62 18.93 16.16 12.38
80 39.74 23.92 19.60 16.51 12.47
100 43.10 24.50 19.85 16.62 12.49
Forever 50.00 25.00 20.00 16.67 12.50

Table 2. Present Value of a Single $1 Payment to Be Collected a
a Future Time, at Specified Rates of Compound Discount

Years to
payment 29, 49, 5% 69, 8%
date
5 $.9057 | $.8219 | $.7835 | 3.7473 | $.6806
10 .8203 6756 6139 5584 4632
15 7430 .5553 4810 4173 3152
20 .6730 4564 3769 3118 2145

30 5521 | .3083 |, .2314 | .1741 | .0994
40 4520 | .2083 | .1420 | .0972 | .0460
50 3715 | .1407 | .0872 | 0543 | .0213
60 3048 | .0951 | .0535 | .0303 | .0099
80 ,2051 0434 | .0202 0095 | .0021
00 1380 | .0198 | .0076 | .0029 | .000S

The Value of Improbable Possibilities

The theory that investment values may be appraised by capitaliz-
ing the best available estimate of future income receipts fails to work
in cases in which the probable income is small but in which large
gains are possible but unlikely. People are usually willing to pay
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zood sums for such items as speculative oil land or doubtful-quality
corporate stocks which probably will never pay any return but which
may possibly produce large amounts.® This speculative attitude also
affects the prices of medium-grade real estate and stocks, for people
are usually willing to pay more than normal dividend capitalizations
for assets with enticing additional long-shot possibilities.

Although it is difficult to prove the point or to make any quantita-
tive measures of the amounts, it seems reasonable to conclude that
real estate and stock values are based upon the capitalized values of
future incomes from them plus the speculative value attached to
their improbable possibilities. It also seems reasonable to guess that
the values of stable and profitable properties are mostly based upon
capitalized anticipated incomes—this can be deduced from the fact
that their values seem reasonably related to projected earnings and
dividends—while the values of undependable or losing ventures are
based mostly on their speculative possibilities. Finally, it is clear
that values based on stable incomes are far more dependable than
those based upon vague possibilities, for the prices of productive
real estate and steady-dividend-paying stocks fluctuate much less than
those of their speculative counterparts.

On the strength of these deductions it would seem wise for the
investor in secure and stable properties to concentrate most of his
attention on estimates of earnings and dividend distributions and
for the owner of highly speculative items to take special cognizance
of market behavior. The values of extreme speculations often border
on the irrational and are, consequently, extremely subject to market
whims and fancies.

Sunk Capital

Most investments in business ownership, stocks, real estate, and
to some extent mortgages and bonds represent interests in sunk capi-
tal. That is, these investments depend upon assets which, because of
their nature or location, are definitely committed to one industry

8 For example, consider the common stock of Selected Industries, Inc., which is
described in Chap. 19. The corporation’s assets amount to much less than the claims of
creditors and preferred stockholders, and its incomes fail to cover its interest and
preferred dividend requirements, and there seems only a slight chance that the common
stock will ever get anything; yet the common stock usually commands a significant
selling price, presumably because a great inflation might augment the company’s assets
enough to give it a considerable value.
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or type of service. If that industry or type of service produces a re-
turn, the investment will have value; if no returns can be had, the
investment is a failure and will have only a speculative value based
on the possibility of some future improvement in its position. The
returns which investors obtain from their properties may consist of
returns of capital or payments from net income or both.

For example, a poorly located apartment house costing $50,000
might enable its owner to pay all operating expenses and recover
$1,000 annually for 50 years. No net income would be earned in this
case; yet the apartment house would have a value based chiefly upon
the discounted present value of $1,000 annually for the remainder
of its useful life. Most buildings and many other “wasting asset”
investments make returns consisting of recovered capital plus what-
ever net income is earned.

But a large percentage of business investments cannot make pay-
ments to their owners except out of real earnings, because of the
necessity for constant modernization and improvement. The typical
business finds that depreciation funds—the portion of cash receipts
from sales which represent recoveries of original capital—must be
steadily reinvested and even supplemented by outlays from earnings
and new sales of securities, if competitive efficiency is to be main-
tained. Capital committed to such industries is forever “sunk” in
them, and the investments must be evaluated largely on the basis of
the distributions from earnings which can be expected.

Earning Power of Capital

The earning power of any group of business assets, including the
monopoly position, prestige, and good will which management will
attempt to develop in the business, depends chiefly on the urgency
of demand for the products and the extent of competition which
must be met. A nation which is growing vigorously, and which
affords many new or inadequately developed industries where avail-
able new capital may be invested, is likely not to be too sharply
coinpetitive in any field. Profit margins will therefore be high. On
the other hand, a nation which is growing slowly, which lacks the
impetus of new inventions or new industries and which has adequate
amounts of new savings seeking investment, is likely to be well sup-
plied with competitors in every line. Average profit margins under
such conditions will be relatively low.
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- Of course, it is not to be expeéted that different businesses would
have identical profit margins under any of these conditions. After
all, skillfully managed concerns in all lines may be expected to do
better than others. And it is to be expected that relatively secure
lines of business, or those better known or easier to enter or easier
to finance, may be somewhat more crowded and more competitive
than the average. Logical differentials in earnings rates are certain
to occur. Investors who are estimating the future dividend-paying
power of a company must therefore consider both the general earn-
ing power of capital and the particular competitive position of the
company and its industry.

As new savings become available for business use their owners
naturally tend to invest them in the industries in which future earn-
ings seem likely to compensate most generously for the degree of risk
involved. This is an individual and competitive process in which
errors in judgment constantly occur, yet it seems to allocate new
capital reasonably well between industries. Each industry tends to
be built up competitively until its probable average earnings rate
matches all others, allowing for differences in risk and convenience.
Although this building-up process does not work out with complete
accuracy, it does tend to establish an average profit margin, or group
of related profit margins in different industries, which provide a
measure of the potential earning power of uninvested funds.

Because many of the owners of existing capital investments are
constantly seeking to sell them, investors with free funds usually
have a choice between the acquisition of existing properties or the
construction of new ones. This is true whether the desired invest-
ments are in corporate stocks, small businesses, farms, residential
real estate, or something else. As a rule, also, there are enough com-
peting sellers and buyers in each field so that the prices paid for
existing investments are reasonably related to the cost of construct-
ing equally profitable new ones. This means that, if the probable
average earning power of new funds invested in business is 7 per
cent, an existing business could be bought at a price upon which its
average earnings would amount to a somewhat similar figure. To
be more definite about it, if a new apartment house can be con-
structed at a cost upon which 7 per cent can be earned, a similar
existing apartment house should bring a price upon which its earn-
ings will approximate 7 per cent.
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Investors may make two practical deductions from these facts.
First, they may expect that the long-term average rate ot business
profits will tend to reflect the adequacy or shortage of the nation’s
capital supply, as measured against its rate of growth and develop-
ment. If the nation is able to save at a rate in excess of the sums
needed to expand old industries and develop new ones, average
profit rates will fall and the investor who holds long-term fixed-
income bonds, preferred stocks, and mortgages, or who owns patent-
protected or other monopolistic businesses, will retain a constant
income, while the investor who depends on the diminishing profits
of competitive enterprise will get less. It the nation’s savings are
small compared to the business opportunities available, the relative
advantage will be reversed. The second deduction is that, since the
yield rates at which investment incomes of all sorts are capitalized
will be related to the average rate of business profits, fixed-income
investments will rise or fall in value as general profit rates change,
while the value of a typical competitive investment will be subject
to two offsetting influences, a tendency for profit rates and income
capitalization rates to rise and fall together. For example, a decline
in its profit rate from 8 to 6 per cent would not affect the invest-
ment value of a competitive enterprise if investors’ savings increased
in volume so that all comparable investment opportunities were
crowded down to a 6 per cent basis. A $6 annual income capitalized
at 6 per cent is worth as much as an $8 income capitalized at 8 per
cent.

Although these deductions based upon capital supply and profit
margins are true as general long-run tendencies, their effects are
obscured and importantly distorted by other influences. Paramount
among these influences are the economic disturbances known as
business cycles, which affect all aspects of investment values, and
the variations in investor preferences for different types of invest-
ments, which cause relative values to change sharply from time to
time. These factors will be noted in succeeding sections.

Interest Rates and Stock Yields

When business concerns or property owners wish to borrow money
for long-term business use, they normally offer to pay interest rates
which are somewhat lower than the sums they expect to earn with
the assets the borrowed money will purchase. However, they must
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offer high enough rates to get the desired money, in competition
with others in whose hands it would have similar earning power.
‘Thus the interest rates offered for borrowed money will normally be
related to but somewhat less than the average earning power which
the money might have in business. The suppliers of loan funds are
of two types: those whose preferences or legal position compel them
to make loans instead of owning business investments direct, and
those who can choose either loans or ownership. Banks and life
insurance companies are chiefly in the first category; they must lend.
But individuals and many other agencies have a choice; they may
either lend or own. Thus the suppliers of loan funds have not only
the opportunity of playing one borrower against another, to obtain
a rate commensurate with the earning power of newly constructed
capital; some of them are also in a position to weigh the advantages
of owning versus lending and to choose the most attractive.

It would follow from all this that long-run trends in interest rates
should be somehow related to the earning power of common stock
investments which are a form of property ownership. This relation-
ship is illustrated in Chart 1, which reproduces a study on the subject
made by the Cleveland Trust Company. It will be noted that the
yields on both bonds and stocks tended to rise, with certain cyclical
interruptions, until about 1923. From 1923 to 1948 the tendency
has been generally downward. The rising trend of 1900-1923 coin-
cided with a period of great growth in the country, in which invest-
ment opportunities outstripped saving, creating a scarcity of capital.
This scarcity was magnified by the destruction of World War I.

The period 1923-1948 began with the gradual overcoming of the
capital shortages during the twenties and continued through the
economic doldrums of the thirties, when new capital was not very
profitable and existing capital did not appear very safe. The declin-
ing interest rates of 1934-1942 can be in large part ascribed to the
fact that available funds were offered for loan on good security at a
time when high-quality borrowers were unable to find profitable
business uses for them. Less secure investments yielding much more
did not appeal to safety-minded investors; hence, stocks remained
relatively low in price and generous in yield.

The final period on the chart, that of 1942-1948, continued low
bond yields and relatively high stock yields under decisively changed
conditions. War boom and postwar expansion caused an enthusiastic
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demand for tunds (o finance new capital facilities. Profit margins
were attractive, and eager borrowers would have bid interest rates
up sharply as they competed for available funds, except for the inter-
vention of the banking system, which was used to provide extra loan
funds by means of credit expansion. The inevitable result of this
bank credit inflation was a rising price level. In the stock market an
urgent attempt to finance business expansion by sale of additional
stock overwhelmed the available supply of funds; the public was
still wary of heavy investment in stocks, stock buyers were denied
access to the easy credit which was plentiful in all other sections of
the economy, and stocks consequently remained relatively cheap and
high-yielding.

Further inspection of Chart 1 discloses two other noteworthy facts.
First, during most of the period the average yield on the stocks did
not greatly exceed that on the bonds.* This fact may be credited in
part to the perennial optimism of the average stockholder, and in
part to the fact that the chart shows only the dividend yield on the
stocks. The earnings of the corporations probably averaged 50 per
cent more than the dividend payments, and it was reasonable for the
stockholder to hope for some long-run advantage from the retained
portion of the earnings.

Second, the yields of the stocks increased much more sharply in
depressions than did those on the bonds. The reasons are threefold:
stocks are more hazardous than bonds, hence have less appeal when
people are frightened by hard times; bonds are widely held by in-
stitutions, whose finances and policies are more stable than those of
individuals; and good bonds are not commonly subjected to erratic
speculative buying and selling. It may be noted in passing, however,
that bond yields as well as stock yields generally fall with good times
and rise with poor ones. The reason lies in part in the desire of many
people to sell securities and retain cash in hard times, when cash is
most difficult to obtain, as contrasted with a willingness to keep
their resources fully invested in good times.

The Importance of Institutions and Customs

A large percentage of the funds available for investment in the
United States is invested through institutions such as insurance com-

4+ Yield may be defined roughly as the percentage of dividend or interest payment to
the price of the security. More detailed definitions will be developed later.
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panies, banks, building-loan associations, and investment companies.
It is sometimes asserted that the people who invest through these
institutions do so because of the business practices followed by them
and that the money which the institutions offer for loan or stock
investments is therefore going into channels insisted upon by the
original savers. To some extent this is undoubtedly true; yet it is
probable that investors use these institutions more because of the
service, convenience, and tax advantages afforded, and because of
the effort they make to sell their services, than because of any specific
investment policies.

The very large sums now invested through institutional channels
are being guided into types of investments which law and custom
deem suitable for the institutions. It is certain that these funds exert
a major force in determining the market prices and relative yields
of bonds, stocks, real estate, and mortgages, because they constitute
a major portion of the demand for investment assets.

If and when the controlling statutes and the judgment of leaders
in an institutional group justify new types of investments for the
institutions, some of the money controlled by these institutions will
go into those investments. For example, until a few years ago banks
limited their residential mortgage loans to 60 per cent of appraised
value and a final maturity not exceeding 10 years. Now, with the
assistance of the Federal Housing Administration, 80 per cent loans
for 20 years are common, and the banks compete vigorously for the
business. The loan money is available and freely used, and mortgage
interest rates and real estate values have both been affected notice-
ably.

The desire of life insurance companies to earn larger incomes on
a portion of the funds entrusted to their care is now causing these
institutions to experiment with investments in common stock and
real estate. Trust companies are also placing portions of trust funds
in common stocks. These two great reservoirs of capital probably
aggregate close to 90 billion dollars, and if even a modest portion of
this sum is shifted from bonds into equities, the change may have
important effects on the prevailing levels of bond, stock, and real
estate prices. Major changes of this sort would have to be preceded
by further state legislation, however.

The significance of these institutional practices in the investment
markets is probably not a fast-changing one, but it is unquestionably
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important enough to warrant observation by investors interested in
framing long-range plans for themselves. Of greater immediate im-
portance is the disposition of individuals to increase or decrease the
percentages of their savings which they invest through institutions.
From 1930 through 1949 institutional channels have been popular.
As a result the supply of funds for bond and mortgage investment
has been increased and that for stock investment has been sharply
limited.

Central Banking Policy

During the past generation the Federal Reserve System has grown
greatly in power and authority. From its original conception as a
bankers’ bank with the function of aiding commercial banks to pro-
vide a restrained but steady credit supply to the country, the Reserve
System has developed into a major financial regulatory agency. it
cooperates with the United States Treasury in matters affecting fiscal
policy, but its discretionary powers over the credit supply, stock mar-
ket finance, and bond yield rates are very great indeed. And with
respect to most of its powers the Reserve System operates with no
statutory mandate or limitation except the most general admonitions
to “maintain sound banking conditions” and ‘“prevent excess use of
credit.”

Federal Reserve authority impinges upon the investment field in
a number of ways, of which four may be specifically noted here.
First, the System has the technical capacity to supply the commer-
cial banks copiously with lendable funds or to cause a great scarcity
of such funds. This power is obviously equivalent to an effective
control of short-term interest rates and may have a considerable effect
on the cash position of business firms and on the availability of all
forms of bank loans. The principal devices by which the System can
affect bank lending are its open market operations, its power to
change member bank reserve requirements, and its control of re-
discount rates. Second, the Reserve System can exert great influence
on high-class bond prices by open market dealing in government
bonds. Extensive purchases of such bonds will keep them high in
price and yielding relatively low rates; in consequence, private
bond buyers seeking better yields will bid up corporate and munici-
pal bonds, thus reducing their yields also. Obviously, sales by the
Reserve System would cause government bond prices to drop, which
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would in turn drag down corporate bond prices and increase the
interest yields available on all classes of bond investments.

The third sphere of Reserve authority which affects investors is
its control over stock market credit. By specific statute the System is
authorized to limit the percentage of value which any member bank
may lend on stock exchange securities when the purpose of the loan
is to finance the purchase or holding of such securities; and similar
restrictions may be placed on margin transactions under which a
securities dealer is the lender.® The stock market has always made
considerable use of credit in financing rising markets, especially
when large amounts of new securities were being sold. This credit
control power appears to be very effective in restraining stock prices
when new stock issues are being sold in quantities, even when large
corporate earnings and dividends provide reason for higher prices.
Corporate bond prices would probably be sensitive to it also at any
time when they were not assisted by Reserve System support of the
government bond market. The Reserve System seems disposed to
restrict stock market credit vigorously, even when it attacks infla-
tionary credit expansion in no other way.

The fourth major application of Reserve authority upon investors
is by means of moral suasion. Presumably the Reserve System speaks
mainly to the commercial banks when it comments upon business
conditions, credit policies, and banking practices, but its power over
both banks and investment markets is so great that Reserve attitudes
are always an influence in shaping private decisions on financial
policy.

The foregoing comments are not intended to suggest that the Re-
serve System is capable of dominating stock prices and interest rates
at will, without any attendant effects on business prosperity or the
general price level. It is evident that the System is powerful enough
to affect the relative levels of stock yields, long-term interest rates,
short-term interest rates, and other such categories, by exerting its
influence on the credit supplies available in each field; but even in
this respect its control is limited, because private loan funds will
still be directed to the investment areas in which private lenders
find the greatest attraction and will neglect others which appear less
attractive. When the Reserve authorities undertake still more am-

8 These powers were given the System by the Securities Exchange Act of 1934, which
is discussed at some length in Chap. 12.
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bitious tasks, such as providing unlimited loan funds with which to
fight a war or finance a postwar reconstruction period, there is no
doubt but that they can supply the money, as indeed they have done;
but the resultant effects of inflation and price-level distortion even
they cannot prevent. Investors therefore cannot view the Reserve
System as a maker of economic laws. It is, instead, a manipulator of
money rates and credit supplies, with enough power to affect invest-
ment values greatly but not enough to control them completely.

Supply and Demand

Preceding sections of this chapter have noted logical basic rela-
tionships between bond yields, stock yields, and net earnings on real
estate investments but have also noted that these relationships do
not remain constant. For example, bond yields may decline while
stock yields rise and real estate yields remain unchanged. In the dis-
cussion of institutional and Federal Reserve policies it was observed
that these agencies may affect the prices and yields ot various classes
of investments, by financing heavy investments in one class and little
or none in another.

But institutions are not the only unstable factors in the investment
markets. Individuals, too, have their peculiarities. Their tendencies
to change their investing policies radically, emphasizing reckless
cupidity or unreasoning fear as business conditions are good or bad,
are familiar to all. Less widely recognized but tremendously im-
portant are the tendencies of investors to give preference to mo-
mentarily favored industries or investment types and to neglect to
invest in others; this may result, for example, in sharp depreciation
in the stocks of growing industries which attempt to sell new shares
and relative strength in others. And what is true of industries or in-
vestment types is even more true of individual companies’ stock
issues.

The essence of the matter is that there is a separate supply-and-
demand market for each of many types of investments. In each case
the supply consists of both old items—shares, bonds, or properties
—offered for resale and new ones which may be issued or constructed.
The demand is represented by new savings augmented by credit ex-
pansion, if any, and is expressed by institutions and individuals, e‘ach
motivated by a separate set of convictions, prejudices, and legal ll.ml-
tations and each capable of changing his investing habits from time
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to time. As a matter of fact, the nature of the demand for invest-
ment assets may be changing fundamentally as this is written, be-
cause steeply progressive taxes and government measures to redis.
tribute the national income may be changing the identities of the
groups who have savings to invest.

It is therefore not practical to assume that there are exact perma-
nent or normal relationships between the yields available on bonds,
stocks, real estate, or subclasses of these, nor between long-term and
short-term money rates, nor between the yields on safe and specu-
lative investments. Within reasonable limits these relationships may
be expected to vary as supply and demand establish the various yields
independently.

Summary

The investor who would really appreciate the idiosyncrasies of the
investment markets has a herculean task on his hands. He must ap-
preciate the intricacies of compound discount, grasp the relation-
ships between the rate of saving and the technical outlets for capi-
tal, understand the workings of the nation’s institutional and credit
structure, follow the preferences and prejudices of the people who
have money to invest, and translate the whole into a pattern of
supply and demand for each separate type of investment. The whole
of this task is preliminary, if the job of investing is to be done prop-
erly, to the two main functions assigned to this book—those of sur-
veying the functioning of the investment markets and reviewing the
merits of the principal types of investments available in them.

QUESTIONS AND PROBLEMS

1. If you estimated that Swift & Co. would average $2 per year in
dividends for the next 50 years, and be valueless after that, how much
would you pay for the stock if the risk justifies a 5 per cent yield?

2. If you estimated that General Electric would average $2.25 per
share in dividends for the next 50 years, and be valueless thereafter, and
if you believed its quality justified a 4 per cent yield, at what figure would
you appraise it? _

3. Which of the above is the better buy, General Electric at $40 or
Swift at $30?

4. If you were offered an apartment house for $80,000, and if you
estimated that it would net you $4,000 per year after expenses and taxes
(but before depreciation) for the next 40 years, would it be a better in-
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vestment than General Electric stock at $40? (Assume the premises of
question 2.)

5. What is the value of a residential building lot whose services are
worth $200 per year after taxes and expenses, in perpetuity, allowing for
a 5 per cent return on the investment? Could you afford to pay this sum
for the lot and then hold it idle for 10 years (assuming a tax cost of $50
per year meanwhile) until you were ready to build on it?

6. Find an example of a common stock whose value is mostly based
on its improbable possibilities. What is the principle involved here? Do
improbable possibilities exist in real estate? In bonds? Illustrate.

7. Would it be reasonable to say that a commitment justified by the
discounted value of its most probable future dividend payments was an
investment, while one justifiable only by its improbable possibilities was
a speculation?

8. Would you call a railroad sunk capital? A wholesale grocery busi-
ness owning chiefly inventory? Which is the better investment?

9. If a flood of new inventions aflorded many new investment oppor-
tunities in new industries, what would happen to the average profit
margins in business? Why? What would happen to the value of the stock
of a corporation whose earnings and dividends remained unchanged?
Why?

10. If the savings of the American people increase greatly during the
next few years, but relatively few new industries appear, what will hap-
pen to the level of rents? To the value of rental properties? Why?

11. Why are bond prices more stable than stock prices?

12. If a selling campaign by stockbrokers convinced many people that
they should invest more in stocks and less in life insurance and savings
bonds, would this change the long-term level of stock pricess Would it
affect bond values? Mortgage interest rates?

18. Is it possible that the Federal Housing Act, which makes it easier
for middlc-class investors to buy homes, has contributed to the weakness
of stock values during the last 15 years?

14. How can the Federal Reserve System affect the prices and yields of
corporate bonds? Can it keep bonds up and stocks down? How?

15. What would happen to stock prices in an important industry—for
example, electric power—if a great need for expansion required the sale
of new stock in amounts greater than investors desired to buy at the mo-
ment? After the expansion was complete, what would happen?

16. Why does the demand for stocks and real estate fall off in periods
of depress.ion? If new stocks are not sold and new houses are not con-
structed in depressions, why does the supply of these items for sale appear
to be so large?
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Chapter 3: CORPORATE PRACTICES
AND THE INVESTOR

The securities of business corporations represent the second largest
group of intangible investment values in America today, being ex-
ceeded in value only by the great total of the Federal debt. Corpora-
tion bonds outstanding at December 31, 1947, were estimated to
total 45 billion dollars, and the value of outstanding corporate
stocks on the same date probably totaled well over 100 billion dollars.*
At least six million people owned corporate securities directly,® and
a majority of the rest of the population had an indirect interest in
them through their life insurance investments, bank deposits, and
other holdings.

These impressive figures explain the preoccupation of investors
with corporate affairs and justify the inclusion of a considerable
discussion of corporate technicalities in any textbook on investments.
The function of the present chapter is to describe certain corporate
procedures which are of importance to investors, in order to provide
an essential background for later discussions of the value of corporate
securities.

Nature of a Corporation

A corporation may be defined as an artificial entity created by
right of sovereign governmental authority and having the powers,
privileges, and limitations stipulated by that authority.* Corpora-

1 U.S. Dept. of Commerce, Survey of Current Business, October, 1948, p. 21.

2 Stocks listed on the New York Stock Exchange had a total value of 70 billion
dollars. This value is reported regularly in the Survey of Current Business.

3 Estimated by the Federal Reserve System in its “1948 Survey of Consumer Fi-
nances,” Federal Reserve Bulletin, July, 1948, p. 775. Other estimates are usually much
higher, often as high as 18 million.

4 Compare the famous definition of Chief Justice Marshall in the Dartmouth Col-
lege Case, 4 Wheat. 518 (1819): “A corporation is an artificial being, invisible, in-
tangible, and existing only in contemplation of law. Being the mere creature of law,
it possesses only those properties which the charter of its creation confers upon it
either expressly or as incidental to its very existence. . . ."

41
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tions usually have the right to own property, make contracts, sue
and be sued, borrow money, employ people, and conduct their affairs
much as a natural person would his own. When an investor owns
stock in a corporation, he does not own the corporation’s property,
nor is he responsible for its debts; the corporate entity owns the
property and owes the debts. The stockholder merely owns “‘shares”
in the corporation, which are entitled to such dividends, voice in
the management, and other benefits as the law and the corporation’s
financial progress may make possible. If the investor is a bond-
holder, he is a creditor of the corporation, not of its stockholders,
and will receive the payments to which the bond contract entitles
him if the corporation is able to pay them.

Business corporations are usually created under state law, though
national banks and a few other specialized enterprises are Federal
creatures. General business corporations are permitted to incor-
porate (that is, to obtain a corporate identity) under the laws of
any one state and then do business in any or all of the others, sub-
ject to the commercial laws and taxes of the states where business is
done. However, the corporation laws of the incorporating state con-
trol the corporation in all matters affecting its corporate status, which
would include stockholders’ rights, dividends, borrowing of money,
and many like items of concern to investors.

Investors as a rule display no particular interest in their corpora-
tions’ states of origin or in the corporation laws of the states. This
is no doubt a satisfactory policy 99 per cent of the time, but in the
hundredth case it may not be sound, for there are situations in which
statutory provisions make an important difference to investors. While
it must be admitted that the state laws are far more like than unlike,
significant differences exist on the following points:®

1. Methods by which corporations may amend their articles of in-
corporation

2. Classes of stock and par values which may be used

3. Protective features for preferred stock

4. Voting rights on all stock

5. Powers which must be conferred on directors, powers which may
be conferred on directors, and powers which must be exercised by stock-

holder vote
8 The best comparative summaries of state laws on these and other corporate mat-

ters will be found in the United States Corporation Company’s annual Corporation
Manual, a large reference volume which is available in law and large general libraries.
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6. Rights of stockholders

7. Right of the corporation to purchase and retire its own common
shares

8. Definitions of surplus and eligibility to pay dividends

9. Method of authorizing ncw issues of securities and the prior rights
of stockholders to buy them

10. Mcthod of authorizing and consummating merger, reorganization,
or dissolution and the rights of dissenting stockholders when these things
are done

Corporations come into being when chartered under the state code
by the proper state official. This is done as a routine matter when the
original incorporators file an application, together with the pro-
posed articles of incorporation, certain other documents, and the
necessary fee. This procedure is important to investors because the
articles of incorporation (which may also be referred to as the cor-
poration’s charter when officially accepted for filing) constitute a
contract between the state and the stockholders outlining in con-
siderable detail what the corporation is to do and the rights of the
parties concerned. Each group of incorporators may write up a set
of articles to suit themselves, subject only to the broad limitations
of the law, and the investor who subsequently buys the stock auto-
matically subscribes to these articles.

Amendments to a corporation’s articles may usually be made by
an affirmative vote at a stockholders’ meeting, effective as soon as a
formal notice is filed with the proper incorporation officials. How-
ever, the state codes usually stipulate the procedure which must be
followed and often forbid changes adverse to the interests of any
special group of stockholders, such as preferred stockholders, unless
this group concurs in the action. Sometimes the corporate articles
contain clauses which protect stockholders by forbidding certain
types of amendments, as well as mergers and other similar actions,
unless large majorities of each class of stockholders consent.

The nature of corporate articles may be seen from the following
outline, which is taken from the Nevada corporation code. Nevada
was chosen because its law is typical and conveniently concise. The

articles are required to state:*

1. The name of the corporation. . . .

2. The name . . . of the city . . . in which its principal office or place
of business is to be located in this state. . . .

6 Explanatory phrases in brackets are added by the author.
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3. The nature of the business . . . to be transacted . . . by the cor-
poration. [In writing this section banks, insurance companies, and utilities
usually indicate their intentions, but general corporations usually enu-
merate every transaction they can imagine and then add “all other lawful
business.”]

4. The amount of the total authorized capital stock . .. and the
number and par value [including no par value] of the shares. . . . If
the corporation is to issue more than one class of stock . . . a description
of the different classes thereof [with regard to number of shares author-
ized, and to voting and other rights], . . . as to amount of preference

., rate of dividends, premium or redemption, conversion price, or
otherwise. . . .

5. Whether the members of the governing board shall be styled direc-
tors or trustees, and the number. . . .

6. Whether . . . stock . . . shall be subject to assessment. . . .

7. The names . . . of the incorporators. .

8. Whether or not the corporation is to have perpetual existence. .

9. The . . . articles . . . may also contain . . . provisions for the reg-
ulation of the business and for the conduct of the affairs of the corpora-
tion, and [on] the rights, powers or duties of the directors or stock-
holders, or any classes of stockholders, or holders of the bonds or other
obligations of the corporation, or providing for the . . . distribution

. . of the profits of the said corporation; provided, such provisions are
not contrary to the laws of this state.

The importance of the corporate articles to investors can scarcely
be overstated, particularly in connection with items 4 and 9 on the
above list. Although prospective stockholders frequently believe that
corporations are so orthodox in framing their articles that special
investigations are unnecessary, this cannot be accepted as a sound
conclusion. Important differences occur, and frequently. Since the
outstanding features of all important corporations’ articles are sum-
marized in the investment reference manuals and in the prospectuses
which offer new securities for sale, it is foolish for an investor to
ignore this aspect of any prospective investment. Desirable and ob-
jectionable features in corporate articles will be discussed at several
later points in this book.

Issuance and Transfer of Stock

The corporation laws of most states provide that new shares of
corporate stock may be issued only when they are (1) authorized in
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the articles of incorporation, (2) approved for issuance by the stock-
holders, and (3) ordered sold and issued by the directors. In some
cases new issues must also be approved by the corporation com-
missioner or some other regulatory agency. When all requirements
have been met, the process of stock issuance in nearly all cases con-
sists of filling out a stock certificate for the stockholder and entering
the proper record on the stock ledger for the corporation.

A stock certificate is usually an engraved or lithographed docu-
ment about 8 by 11 inches in size on which are entered the stock-
holder’s name, the number of shares, and the date the certificate is
issued. The face of the certificate will state the name of the corpora-
tion, the state of incorporation, the class of stock, and various other
details about the company and stock. It will bear the printed signa-
ture of company officers and the manual signatures of a transfer
agent and (usually) a registrar. On the reverse side of the certificate
there is usually a verbatim copy of the portion of the corporation’s
articles outlining the features of the different classes of stock (this
will be omitted if only one class is authorized) and a form for the
stockholder to fill out when he assigns his stock to a purchaser, donee,
or other transferee.

Corporations are careful about issuance of stock certificates. Due
precautions are taken against forgeries, all certificates are numbered
and recorded by number, and the number of shares is either en-
graved on the certificate or punched out in a forgery-proof manner.
The transfer agent who issues new certificates may be a company
official or employee, but most large corporations engage a bank or
trust company to perform this service. The transfer agent is in-
structed not to issue new certificates unless a corresponding number
of old shares are returned to him properly endorsed, for reissue, or
unless he has proper evidence that new shares are to be issued as re-
quested. The registrar is always an officer of a bank or trust com-
pany and independent of both issuing corporation and transfer
agent; his job is to countersign the transfer agent’s new certificates,
if a corresponding number of old shares are canceled out or if evi-
dence of the propriety of an additional issue is presented.’

7 Investors sometimes learn about these things in the hard way. In Los Angeles in
1927 the Julian Petroleum Corporation failed, after company officers had issued and
sold over 8,000,000 preferred shares, of which only 600,000 were authorized. There was

no registrar, or this could not have happened. There was also no independent audit,
and thus someone managed to steal or dissipate most of the company's asscts. At the
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When a stockholder sells his stock, or when for any reason he
wishes to assign it or to have all or part of it reissued in another
name, he must sign the assignment form on the back of the cer-
tificate. The certificate can then be sent in to the transfer agent, who
will issue new certificate (s) as instructed. However, large corpora-
tions do not find it convenient to keep signature files on their stock-
holders; so most of them decline to accept transfer instructions unless
the stockholder’s signature is guaranteed by the added endorsement
of a bank, trust company, or securities broker.

Stockholders frequently wish to assign their stock certificates to
banks or other lenders as collateral for loans. Since it is not desirable
to endorse such a temporary assignment on a stock certificate, the
banks have developed a separate assignment form for this purpose.
When the note is repaid this separate form can be destroyed, and
the original certificate remains unimpaired. The corporation does
not even need to be notified of the loan transaction. It continues to
send corporate notices and pay dividends to the stockholder without
interruption.

Lost stock certificates are not salable or negotiable by the finder,
since they can be transferred only by the signed order of the stock-
holder of record or by his agent. However, transfer agents will usu-
ally refuse to issue replacements to holders who claim to have lost
their certificates, unless they are furnished with a surety bond which
will indemnify the transfer agent if the “lost” instrument turns up
in the hands of a legitimate holder.®

The corporation’s stock ledger will show at all times the name and
address of each stockholder and the number of each certificate he
holds, the date of its issuance, and the number of shares represented.
A different stock ledger will be kept for each class of stock.

present time many important corporations do not have stock registrars or adequate au-
dits.

8In 1948 a typical corporate transfer agency reported that it replaced lost bonds
and preferred stock when furnished with a perpetual surety bond in amount equal to
two times the face value of the lost certificate; the premium on the surety bend would
be 2 per cent of the amount of the surety bond. On a lost common stock or convertible
bond, the perpetual surety bond had to be written for an indeterminate amount, at
a premium cost of 6 per cent of the value of the lost certificate. These surety bond
premiums were payable only once, but the loser of the certificate had to agree to
reimburse the surety company if the surety ever had to pay a claim. If the surety com-
pany doubted the moral or financial integrity of the professed loser of a certificate, it
simply declined to issue him a surety bond unless provided with collateral sufficient to
absorb any possible claim.
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Most corporations never “close” their stock ledgers. That is, they
never refuse or delay the transfer of stock when endorsed certificates
are presented on regular business days. Since the stockholder list is
constantly changing, it is necessary for dividends, stock purchase
rights, voting privileges at stockholders’ meetings, and other benefits
to be assigned by the directors to stockholders “of record” at the
close of business on stated days. These days are known as “‘stock-of-
record” days. For example, if the directors of United States Steel
Corporation decide at a meeting on March 1 that they wish to pay
a dividend of §1 per share about April 1, they might order the
treasurer to pay $1 per share on April 1 to stockholders of record
at the close of business on March 20. The list of stockholders would
be determined as of that date, thus giving the treasurer 10 days to
prepare the checks before the designated mailing date on April 1.

Stockholders are privileged under any reasonable circumstances
to have access to the stockholders’ ledger or to the information it
contains. This is to permit any stockholder who wishes to commu-
nicate information to the other stockholders or to solicit their votes
at stockholders’ meetings to know who they are.

These normal corporate procedures suggest a number of personal
policies for wise investors. Clearly, it is unnecessary to invest in the
stocks of corporations which do not employ disinterested registrars
and competent external auditors to check on the issuance of stock;
there are plenty of stocks available which have these protective de-
vices. Second, it is important to guard securities from fire, theft, and
misplacement, by keeping them in a safe deposit box, in a good safe,
or in the custody of a securities broker. Third, it is neither necessary
nor desirable to sign the assignment form on the back of a stock
certificate until it is finally delivered for sale or transfer. Fourth, it
is important to notify the corporation immediately if any security
is lost or mislaid, so that sale or transfer to an innocent third party
can be prevented.

Dividends: Nature and Types

While the term dividend is ordinarily used to mean a cash pay-
ment to stockholders out of the past or present earnings of the cor-
poration, it is also used on occasion to designate distributions of
stock, bonds, or property of various kinds. These latter distributions
may be made out of earnings, but frequently are not. In view of the
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multitude of factors which may motivate noncash dividends, it seems
best to discuss them separately under the headings Stock Dividends
and Property Dividends and to confine the present section to the
ordinary variety of cash dividends.

As noted in a preceding page, cash dividends are usually disbursed
by check on a “payment date” to “stockholders of record” a few days
earlier. The great majority of successful American corporations pay
four dividends yearly on each class of stock, at approximate quarterly
intervals. A few pay monthly, semiannually, or annually, and a
similar few make disbursements at irregular intervals. Concerns with
erratic earnings obviously must pay when they can. These remarks
apply equally well to both preferred and common stocks.

As respects the amounts paid on each successive distribution, cor-
porate policies vary considerably. Preferred stocks usually get regu-
lar and equal periodic dividends, unless poor earnings, payments on
arrears, or participations cause differences. Common stocks usually
receive payments based on one of four identifiable plans:

1. Stabilized regular dividends: payments based on a rate which the
directors feel the corporation can afford over a period of time. The excess
carnings of good years will compensate the coiporation for narrow mar-
gins or shortages in bad ycars. Suitable for utilities, banks, insurance
companies, and other types with steady earnings. Examples, American
Telephone and Telegraph, Chase National Bank, Pacific Gas and Elec-
tric Company.

2. Regular dividends at rates occasionally revised as earnings vary: pay-
ments based on the average level of current earnings. Suitable when earn-
ings are reasonably steady but subject to some growth or cyclical change.
Examples, Continental Oil Company of Delaware, Union Pacific Rail-
road, Endicott-Johnson Corporation.

8. Moderate regular dividends plus extras as warranted: very widely
used when a stable basic dividend is warranted but extra payments are
desired as earned. Examples, Standard Oil Company of Indiana, Borden
Company, Swift & Co.

4. Amount (and time) of each dividend based on the situation at
the time: not so popular with investors as the other methods, but used
considerably by concerns operating in cyclical industries. Examples,
Libby, McNeill & Libby, Great Northern Iron Ore Properties, Pittsburgh
& Lake Erie Railroad, Douglas Aircraft Co., Inc.
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Dividends: Corporate Objectives

Affirmative decisions with respect to dividend payments are made
in practically all instances by the directors of the corporation. Nei-
ther preferred nor common stockholders have any contractual rights
which entitle them to receive dividends. They will get them, in the
order of preference as established in the corporation’s articles, when
and if the directors order the payments.

The fact that the corporation’s directors have authority over
dividend policy does not mean, of course, that an established and
capricious board can refuse indefinitely to make payments when
the corporation is in a position to pay. If a corporation should and
normally would pay dividends, minority stockholders can get a court
order which will compel payments.® But the directors’ preferences are
entitled to great weight in such matters, and the courts will not inter-
fere unless the directors’ attitude amounts almost to an abuse of
discretion.

It is to be expected that directors will order dividend payments
only after reviewing the interests of both the corporation and its
stockholders. If the corporation has accumulated some surplus out
of earnings, and if there is presently a more than adequate cash
balance, and if the cash is not soon to be needed for working capital,
plant expansion, debt retirement, or possible losses, dividends are
in order. If the corporation has attained its full growth and is vir-
tually debt-free, as is National Biscuit Company, almost the entire
current earnings may be distributed. If money for expansion is still
needed, a corporation whose stock is widely held might find a liberal
dividend policy advantageous because the attractive dividend would
make the stockholders willing to buy new stock from the corpora-
tion at frequent intervals. The American Telephone and Telegraph
Company is the outstanding exponent of this principle. However,
a corporation whose stock is held in large blocks might find new
prorata share offerings not acceptable to many of its large holders;
such a corporation is likely to limit dividends and retain its earn-
ings, if it needs money for expansion or debt retirement. Large
stockholders are likely to prefer low dividends for another reason:
dividends are fully subject to personal income taxes. If earnings are
retained by the company and invested in expansion, the stock-

% Dodge v. Ford Motor Co., 204 Mich. 459 (1919).
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holder’s personal income tax does not reach them, even though they
cause his shares to rise in value; and if he ultimately realizes these
gains in cash by selling some of his stock, he will pay only a rela-
tively modest ‘“capital gains” tax. These considerations, as well as
others less commonly encountered, are likely to shape each corpora-
tion’s dividend policy. The investor who understands such policies
before buying stock may avoid unwelcome surprises.

Dividends: Legal and Contractual Factors

Attention has already been directed to the fact that cash dividend
payments are usually made only out of accumulated earned sur-
plus (prior earnings) or current earnings, since law and business
practice discourage the payment of dividends out of paid-in funds.
However, many states permit payment of preferred dividends from
paid-in funds, and common stock payments may be made in some in-
stances, if the directors feel that such action is advisable.

A second legal factor of note involves the corporation’s own con-
tractual commitments. It has become customary for bond inden-
tures and bank loan agreements to forbid corporate dividends, es-
pecially those paid on common stock, when the corporation’s cash
holdings or net current assets fail to exceed a prescribed sum. Also,
such agreements commonly require dividends to be paid only from
earnings subsequent to the date of the loan or forbid them unless
surplus exceeds a stated sum. In a few cases preferred stocks are pro-
tected by clauses in the corporation’s articles forbidding dividends
on common stocks except when similar cash and surplus conditions
are fulfilled. Few of these restrictions have affected payments during
the boom of 1946-1949, but many may become significant as the
boom wanes.

A third legal factor which has important bearing on corporate
dividend practice is embodied in corporate tax law.** These influ-

10 The Federal corporate income tax at 1948 rates absorbed 38 per cent of taxable
corporate income if such income exceeded $50,000 and lesser percentages if the income
was less. Deficits incurred in any year could be “carried back” or “carried forward” for
not more than 2 years and deducted from taxable income in those years. Net long-term
gains on sale of equipment, real estate, or securities held as operating facilities or in-
vestments and not as inventories were taxed separately at 25 per cent and not inclyded
in taxable corporate income.

Taxable corporate income included: earnings from business operations, after deduc-
tion of all proper expenses, including depreciation, general taxes, state income taxes,
and bond interest; plus interest earned on receivables, corporate bonds, and most
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ences are varied. For example, certain types of investment com-
panies can escape corporate income taxes if they pay all of their net
income out in dividends to their stockholders; consequently, most
eligible ones do this. As an example with opposite effect, double tax-
ation of subsidiary and parent corporations successively on the same
income under certain conditions induces the parent company to
cause the subsidiary to limit its dividends, thus reducing the parent’s
income and its capacity to pay. Another possible tax factor is found
in the much-discussed Section 102 of the Internal Revenue Code.
This measure imposes a heavy tax on “improper accumulation of
surplus,” ostensibly to compel any earnings not actually needed in
the business to be disbursed in dividends. However, it is legitimate
to accumulate earnings for future debt repayment or for future ex-
pansion, so the Section is very difficult to enforce.

The fourth major legal factor affecting dividend policy is limited
to public utilities, banks, insurance companies, and similar institu-
tions whose finances are regulated by public authority. The regu-
latory agencies have discretionary authority to order or to suggest
firmly that dividend policy be subordinated to expansion or debt
retirement. The corporation has little choice but to comply.

Cash Dividend Policy: Summary

Since the dividend prospect is very important in establishing the
value of a stock and in determining whether it is suitable for a given
portfolio, it is important for an investor to review and understand
the controlling factors in each case. Information can be had from
the usual sources—prospectuses, annual reports, newspapers and pe-
riodicals, financial services—and facts not specifically stated may
usually be deduced from the corporate history. The salient points
to seek would appear to be:

Adequacy of net current assets and cash

Adequacy and stability of earnings

Requirements for expansion and debt retirement
Directors’ policies re expansion and debt retirement
. Directors’ attitudes toward dividend payments

Gk o 1o

Federal bonds; plus (approximately) 15 per cent of dividends received. Income from
state and municipal bonds was not taxable. Holding companies and subsidiaries could
file a “consolidated return” (i.e., as though they constituted one corporation) if 95
per cent of the subsidiaries’ common stocks were owned by the group, but the tax rate

in this case was raised from 38 to 40 per cent.
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6. Preferences (or circumstances) of dominant stockholder groups
7. Adequacy of earned surplus
8. Contractual restrictions on dividends
9. Restrictions imposed by regulatory agencies
10. Effect of dividend policies on the corporation’s own taxes

Although the practices of individual corporations varied widely.
the average American corporation in prewar years paid out about
65 per cent of its earnings in dividends. The ratio declined during
the war, and in the inflationary boom which followed the war most
firms devoted most of their increased earnings to plant construction
and augmentation of working capital. The 1948 dividend distribu-
tions averaged less than 40 per cent of earnings. However, the end
of the boom and the stabilization of earnings will probably tend to
restore prewar dividend policies.

Stock Dividends

Stock dividends may be defined as prorata payments to common
stockholders of additional amounts of common stock. Such payments
increase the number of shares in each stockholder’s hands but do
not alter his aggregate investment in the corporation, nor his prorata
interest in it.

Stock dividends may be classified roughly into two groups, big
ones and small ones. A big-percentage stock dividend, say from 10
per cent on up, will reduce the per share price of the stock propor-
tionately, since the same assets and earning power must now be
divided among more shares. This may be desirable to the stock-
holders, since lower priced shares sometimes sell more readily and
at a relatively higher price. Such a change may pave the way for a
corporate offering of new stock, by establishing a per share price
which is within the reach of more prospective purchasers. Stock
dividends may also be used to bring the value of the stock into equal-
ity or proportionality with that of another company, to facilitate a
merger or combination by exchange of stock.

Small stock dividends, ranging from 10 per cent down, are usually
used when an expanding corporation wishes to keep its cash earn-
ings in the business but feels that it should give its stockholders a
reasonable dividend. Texas Company and Standard Oil Company
of New Jersey were doing this in 1948. Inasmuch as the stockholders
already own the corporation, the logic of a prorata distribution of a
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few extra shares in it is a little hard to see. Presumably the payees
can keep their original shares and sell the new ones in lieu of cash
dividends—incidentally, the stockholders would encounter little or
no income tax in this case, since a stock dividend per se distributes
nothing and is not taxable—but brokerage fees on the trifling sales
would make them uneconomical. As a crowning absurdity, a small
stock dividend will require the distribution of a large number of
warrants representing claims to fractional shares. The stockholders
must then “match up” these fractions by buying or selling through
a dealer or the corporation itself, since fractional shares usually can-
not receive stock certificates, dividends, or other corporate privileges.

Stock dividends require the corporation to transfer an amount
representing the par value or the stated value of the new stock from
its surplus account to its capital stock account. Paid-in surplus may
sometimes be used for this purpose, and even il carned surplus is
used, the amount transferred is usually exempt from any dividend
limitations imposed by bond or bank loan contracts.

Dividend Payable in Property

Dividends payable in property usually fall into three categories:
(1) those paid in the bonds or preferred stock of the paying corpora-
tions, (2) those paid in the securities of other corporations, and (3)
those paid in merchandise. Ordinarily, none of the three is common.
In the past few years, however, the liquidation of many public utility
holding companies has been accomplished by the distribution of
subsidiaries’ stocks to the stockholders of the holding company.

The procedures involved in the payment of property dividends
are similar to those followed in the payment of ordinary cash or
stock dividends, with the addition of proper approval by stock-
holders if the dividend is a liquidating one. To the receiving stock-
holders, the income tax situation could be quite complicated. Gen-
erally speaking, property received as a liquidating dividend is not
taxable income but must be identified and recorded as representing
a portion of the original investment, at a proper portion of the
original cost. In most other cases property dividends are ordinary
taxable dividend income, to be recorded at market value. Because
of the complexity of these situations, corporations paying property
dividends usually obtain rulings from tax authorities and advise
their stockholders on the proper accounting procedures.
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Stock Splits

The term stock split is applied to a case in which a corporation re-
duces the par value or stated value of its stock and gives its stock-
holders a larger number of shares having the same aggregate par
value or stated value in exchange for their old shares. For example,
the Norfolk and Western Railway Company in 1947 split its $100
par common stock 4 for 1, giving each holder four new $25 par
common shares for each $100 par share previously held. Similarly,
the J. C. Penney Company in 1946 split its no par stock 3 for I, by
the simple process of issuing to stockholders two additional no
par shares for each share previously held, without making any change
in the aggregate stated value of its capital account. Thus stock splits
increase the number of shares outstanding without in any way affect-
ing total capital or total surplus. The result is to reduce the per
share value of the stock accordingly. Indeed, this is the purpose of
the split. Stock splits are fairly common actions, especially in bull
markets or when new stock sales are contemplated. Frequently they
are followed by establishment of a new dividend rate which is pro-
portionately greater than that paid before the split. As a rule in-
vestors regard stock splits as bullish gestures reflective of expansion,
good earnings, prospects for higher dividends, and hopes for higher
share prices.

The additional shares received in a stock split are not regarded as
taxable stockholder income. It is assumed that the total shares held
after the split represent the initial investment, whose cost must now
be prorated over the larger number of shares.

Assessments

Relatively few corporations now have legal power to impose assess-
ments on their stockholders, and even in cases of insolvency the de-
vice is little used. Only in mining and small promotional concerns,
where initial capital may need to be supplemented under possibly
adverse operating conditions, is the assessment economically fea-
sible. When state law and corporate articles permit assessments, the
usual provision authorizes the directors to require the additional
cash contribution on a per share basis on or before a date which
they designate. Proper notice must be sent to the stockholders. In
event of nonpayment, the defaulting shares may be seized and sold
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by the directors, the assessment deducted from the sales price, and
the balance (if any) remitted to the expropriated stockholder.

Rights

Corporations frequently raise money for expansion by selling ad-
ditional securities to their common stockholders. Usually the addi-
tional securities are common stocks, but preferred stocks or bonds
are sometimes sold in this way also.!* Since the common stockholders
are the residual owners of the corporation, no injustice is done if
the new securities are offered pro rata at a price below their market
value. The low price will assure the sale of the securities, thus ob-
taining the money for the corporation, and the stockholders may
even feel that the privilege of buying the new securities at a low
price is analogous to a special dividend.

When stockholders are offered the privilege to subscribe pro rata
to new securities, the privilege accruing to one old share is termed a
right. If the offer permits the purchase of one new share for each
10 held, a stockholder owning 100 old shares would receive 100
rights, which would entitle him to buy 10 new shares. The offering
may be a large one, permitting the purchase of as much as one new
share for each two held, or it may be a small one, such as one new
for each 20 held.

Technically, rights are handled in a manner similar to dividends.
Assuming that the charter properly authorizes additional stock and
that a stockholders’ meeting has approved it, the directors would
then order rights to be sent to stockholders of record at the close of
business on a stipulated date. The rights themselves would consist
of transferable lithographed certificates entitling the holder to re-
turn them within the prescribed period (usually 2 or 38 weeks) ac-
companied by his certified check, to obtain the promised stock.
Rights not exercised within the prescribed period usually “expire”
and become valueless. Stockholders who do not wish to exercise their
rights should consequently sell them promptly, so that the pur-
chaser may have time to use them before they expire.

It is obvious that rights to purchase new stock below its market

11 A favorite device is to sell convertible bonds or preferred stock under rights. The
bonds or preferred stock will be good grade, and if the conversion terms are attractive
they will be eagerly bought. Later piecemeal conversion into common stock will com-

plete the plan for ultimate common stock financing without the depressing effect on
the stock market which the direct sale of the new stock mightjrinm
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price would have value. The nature of that value may be illustrated
as follows:” Assume that the stock of the Example Corporation is
selling at $30 per share on July 25, after announcement that stock-
holders of record July 30 will receive rights to subscribe to one new
share at $24.50 for each 10 shares held. It may reasonably be calcu-
lated on July 25 that any 10-share block of stock now worth $30 per
share, or a total of $300, is about to be supplemented by a $24.50
cash investment, making a total value of $324.50. This new total will,
however, then represent 11 shares, or $29.50 per share. If the future
value of the stock is to be $29.50 and the subscription price is $24.50
when accompanied by 10 rights, it is clear that the 10 rights save
the subscriber just $5, or 50 cents per right. It is cqually clear that
the 50 cents per right, or total of $5 needed to bring the new $24.50
share up to an equality of $29.50 with each of the other shares, will
be raised by chipping 50 cents off each of the old $30 shares on the
stock-of-record date.? The value of the right is therefore no mysteri-
ous bonus from Santa Claus; it is just a portion of the stockholder’s
original equity, which he can salvage only by exercise of sale.

It is a familiar fact that the market price of a stock subject to rights
usually declines by approximately the value of the right, when the
right is separated from the stock at the stock-of-record date. The
same phenomenon is observed on dividend record dates. Since a
purchaser after this date no longer obtains the right or the dividend,
he pays less for his purchase.

Rights to purchase stocks which are actively traded on the public

12 The securities markets have a formula for the evaluation of rights to buy addi-
tional common stock, which is worked out as follows: Let M equal the market price of

the stock, S the subscription price, N the number of rights needed to obtain the privi-
lege of buying one new share, and R the value of a night. Before the stock-of-record

date, R_M_s
T N+1

In the case of the Example Corporation, M is $30, § is $24.50, and N is 10. Consequently,

_ ($30 — $24.50) _ $5.50 _
R = 0+ 1 =1 = 50 cents
After the stock-of-record date the formula becomes
M-S
R N

In this case the market price of the stock has already declined because the value of
the right has been separated from it, but if no other market change has occurred we
would compute

R= $29.50 — $24.50 _ 3

S
10 E-SOOems
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markets usually have an active market themselves. In most cases the
prices on stock and rights will be mathematically related, since no
careful purchaser would pay more for stock than a rights purchase
plus a subscription would cost him, or vice versa. Obviously, the
value of the rights will rise and fall in proportion to the difference
between the market price of the stock and the subscription price for
the new shares. Since the latter is usually a fixed sum, the rights must
fluctuate as the market price of the stock fluctuates, and in much
greater proportion.

When preferred stocks or bonds or the securities of subsidiaries
are offered to stockholders under a rights arrangement, it is clear
that the relationship between the value of the right and the value
of the stock will not be necessarily close. The value of the stock will
decline by something approximating the value of the right after
the stock-of-record date, but related market fluctuations cannot be
expected.

In most cases a right is not taxable income when received by a
stockholder from a corporation but represents instead the return of
a portion of his original investment.’* This is true in nearly all cases
in which the right carries the privilege of buying additional common
stock, bonds or preferred stock convertible into common stock, or
the common stock of an important subsidiary. Rights to buy non-
convertible bonds or preferred stock are usually regarded as taxable
income to the full extent of their value.

Although the rights technique frequently offers stockholders sub-
scription privileges requiring investment of important sums of
money on very short notice, the practice is popular with most in-
vestors. In fact, corporations like American Telephone and Tele-
graph Company and Pacific Gas and Electric Company, which have
used this device again and again, are popular with many investors
because they accept occasional additional investments in this way,
free of brokerage charges and other incidental costs to the investor.
And if the investor is unable or unwilling to exercise rights when
they are sent to him, they are usually salable through brokers at
a reasonable cost. The only real investment objection to the rights
device comes from small investors whose few rights do not permit
either economical subscription to whole shares or sale of rights in

18 Income tax accounting having to do with rights and the related stocks is intricate
beyond the scope of this book.
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economical quantities and from holders of large blocks of stock who
find the added investments asked of them to be burdensomely large.

Mergers

A merger is a combination of two or more corporations into a
single concern, which succeeds to the identities, assets, liabilities, and
stockholder interests of its predecessors. Mergers are worked out
very exactly by contract between the merging firms, subject to all
the restrictions imposed by law, and subject also to ratification by
the voting stockholders, but when they are complete they are com-
plete indeed.

The process is roughly as follows: the directors of the firms to be
merged work out a merger agreement which includes a complete
set of articles of incorporation for the successor corporation* and a
procedure for issuing stock in the new firm to the stockholders of
each of the old ones. Bondholders need not be provided for; the
new firm is automatically obligated on the debts of all of its predeces-
sors, and the merger process will not impair the validity of mortgages.
The merger terms must satisfy the statutory requirements in each
state in which any merging concern is incorporated. Large majorities
of the voting stock of each merging corporation must usually ap-
prove the merger, and if state laws or corporate articles or bond in-
dentures so require, the consent of majorities of preferred stock-
holders and bondholders may be necessary also. When all consents
have been obtained, the merger may be declared consummated; but
at this point many states, though not all, require that any dissenting
preferred or common stockholder be given a reasonable time to re-
fuse the merger and demand that his equity be appraised and paid
to him in cash. The appraisal will not be generous, since it must be
based on an assumed liquidation of the company; but if the dis-
senter does not demand this option promptly, he will perforce par-
ticipate in the merger on the terms thereof, for the original com-
panies lose their identities and existence completely in the new one.

In general, it may be stated that few stockholders find it good busi-
ness to demand cash payment as the means of avoiding participation
in a merger. It is usually more profitable to sell the stock. Of course,
the vast majority of stockholders do not disapprove proposed merg-

14 The successor corporation might be one of the old firms, with its articles amended
suitably, or it might be a new entity.
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ers. They usually agree with the managements that the mergers are
desirable; and in the occasional instances in which vigorous stock-
holder opposition to a proposed merger develops, the deal is more
than likely to be dropped. If a proposed merger plan is definitely
unfair, an aggrieved stockholder can usually get the courts of the
incorporating state to forbid it.

The terms of merger arrangements very commonly provide for
the issuance of new securities, similar to those previously held, to
the stockholders of the merging firms. That is, common stockholders
usually get new common stock, and preferred stockholders usually
get new preferred which is at least somewhat similar in privileges
and dividend rights to their old stock. This practice naturally re-
duces resistance to the merger. However, it must be conceded that
the combined firm will usually be different in size, nature of busi-
ness, and capital structure from any of its predecessors; and in the
process of framing new articles, many of the features of the old
stocks may be dropped. Mergers are thus likely to change both the
legal features and the quality of the securities held by some of the
participants, even when every effort is made to do justice to all con-
cerned. Investors who chose the old securities to obtain these specific
features and qualities may therefore be disappointed in the new
arrangement; but a definite financial loss is not often to be expected.

Ordinarily the securityholders involved in a merger will not realize
a gain or loss for income tax purposes when they receive their new
securities, as a merger is regarded as a tax-free reorganization under
present Federal law.

Exchanges or Recapitalizations

Occasionally corporations find it advantageous to attempt to retire
certain outstanding securities in exchange tor others, or to rewrite
their articles to make major changes in their outstanding stocks, or to
merge with subsidiaries in a manner which effects a major financial
readjustment. Such action may be taken in order to eliminate secu-
rities with obsolete or undesirable features, or to simplify the group
of securities which constitute the capital structure, or to eliminate
securities whose preferential rights prevent successful new financing,
or to retire preferred stock with burdensome accumulated dividends
attached, or possibly to scale down the entire capital structure to a
size proportional to a shrunken earning power. In any of these situa-
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tions, the usual procedure calls for the adoption of a “plan of re-
organization” by the directors, the voting stockholders, and (usu-
ally) by each affected class of stockholders, voting separately. The
plan will amend the corporate articles to authorize the desired new
securities and order their issuance in exchange for the outstanding
ones which are to be retired. Sometimes the plan will be binding
upon all stockholders, once it is formally adopted. In other instances
the exchange provided in the plan is optional to each stockholder;
or there may be a choice of exchange offers.

Procedures of this sort are of great concern to the investor, because
they may result in either advantage or disadvantage to him. The
state corporation laws and to a lesser extent the articles of incorpora-
tion should have provisions designed to prevent injustice in framing
such plans. However, plans which inflict considerable sacrifice on
classes of securityholders are possible in many states, if the proper
majorities can be persuaded to vote for them. Investors owning
stocks in weak corporations, and particularly the owners of pre-
ferred stocks, are vulnerable to this hazard. Such investors have
reason to be familiar with their rights under the state code and their
own corporate articles.

An exchange or recapitalization does not give rise to a taxable gain
or loss to the stockholder, provided the corporation undertook it for
normal business reasons. The new securities received by the stock-
holder would simply replace those surrendered by him, and for in-
come tax purposes their cost to him would be the cost of his original
holdings.

Repurchase of Stock

Practically all corporations have the legal right to repurchase
shares of their own stock from their stockholders. Such transactions
must of course be made at fair prices and under conditions which
give all stockholders reasonable opportunity to participate in them.
and the corporation must not expend so much on them that creditors
or other stockholders are jeopardized. In addition, some states fur-
ther discourage repurchase of common stock by requiring that sums
so expended be charged against earned surplus. Large repurchases
in such cases would soon exhaust the surplus and effectively prevent
further dividend payments.

Stock repurchased by the corporation ceases to draw dividends or
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to vote while it is held in the corporate treasury. It may be resold by
the corporation, however, after which it again attains full status as
outstanding stock.

Corporations buy their own stock for various reasons. During the
stock market break of 1929, Transamerica Corporation bought large
quantities of its own stock in an attempt to keep the market price
up to what the officers regarded as the “true” value of the stock. In
1931, Pacific Finance Corporation bought quantities of its own
stock at $15 per share, knowing that the corporate assets amounted
to $25 per share and that every share retired at $15 netted a $10 gain
to the remaining stockholders. During most of 1948 the Adams Ex-
press Company bought and sold its own stock to stabilize the market.
Swift & Company buys stock for resale to its employees on the in-
stallment plan. In 1948 Paramount Pictures, Inc., contemplated the
sale of some of its theater interests for cash and considered using the
proceeds to buy in and retire a portion of its stock, thus eliminating
capital no longer needed in the business.

Corporate stock repurchases are made in various ways. Most com-
mon is the ordinary technique of purchase through a broker, in the
securities markets. Occasionally a corporation planning to buy stock
may ask its stockholders for “tenders” at asking prices named by
the stockholders; the corporation would then accept the cheapest
tenders. Or the corporation may offer to buy, from each stockholder
who cares to sell, a stated fraction of his holdings at a stated price.
If the stock in question is common stock, the corporation may not
compel any stockholder to sell, except by an elaborate process of
stockholders’ meeting, amendment of the articles, and recapitaliza-
tion, which would affect every stockholder proportionately. If a
preferred stock were involved, the situation would be the same, un-
less the preferred stock were subject to a sinking fund or to a re-
demption provision in the articles. These features of preferred stocks
are discussed in Chapter 5.

Purchase or sale by a corporation of its own stock is chiefly sig-
nificant to the investor because of its effect on the market price of
his stock. However, such important matters as the company's cash
position, its surplus position, and the remaining assets and earning
power per share of stock may be affected by repurchases of stock.
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Holding Companies

Holding companies are concerns whose business includes invest-
ment in and control of other corporations through ownership of
their securities. The corporations thus controlled are referred to as
subsidiary companies. Holding companies do not always own all of
the securities of their subsidiary companies; in fact, they seldom
own large percentages of the subsidiaries’ bonds. But the essence of
holding company control lies in the ownership of most of the stock,
especially the common stock, and it is usual for holding companies
to own all or most of their subsidiaries’ common stocks. A publicly
owned portion of a subsidiary’s common stock is regarded as occupy-
ing a somewhat unique financial position and is termed a minority
interest.

Investors are interested in holding company problems because a
large percentage of the nation’s important corporations are holding
companies and because the holding company form of organization
poses certain financial problems which do not exist in a business
operated by a single corporation. The problems center about the
fact that all the corporations in a holding company system are still
legally separate concerns. Their managements may be the same peo-
ple and their policies may be coordinated, but their assets, incomes,
and obligations are legally independent. Thus the cash holdings of
a subsidiary are not available to the parent (holding) company, un-
less the subsidiary pays a dividend, buys something from the parent,
or makes a loan to it.* Likewise, the parent’s cash is available to the
subsidiary only by means of a loan or other formal transaction.
Dividends paid by a subsidiary are paid equitably (pro rata) on the
stock held by the parent company and on that held by minority in-
terests. If a subsidiary with substantial earnings is legally prevented
from paying dividends (for example, by a provision in a bank loan
agreement) , the holding company has no means of obtaining these
earnings as dividends, hence cannot credit them to its own earned
surplus. Lacking a surplus, it cannot pay dividends itself, even

15 The Associated Gas and Electric Corporation was forced into bankruptcy in 1940
when regulatory authorities ordered its subsidiarics to ceasc paying dividends and to
use the money for other purposes. Associated controlled the money but could not get it.

18 General Telecphone Corporation, for example, announced in June, 1948, that it
intended to invest additional funds in its subsidiaries by making loans to them and/or
buying additional common stock from them.
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though its indirect earnings in the subsidiary are adequate.”” Obvi-
ously, a subsidiary without earnings or surplus could not pay divi-
dends, even though other subsidiaries of the same holding company
and the holding company itself were prosperous.® The debts of a
subsidiary company are not the debts of the parent, and vice versa.
To be sure, the parent company which permits a subsidiary to be
forced into bankruptcy will probably lose its investment in the
subsidiary, but the parent company is ordinarily under no obliga-
tion to throw good money after bad by paying the debts of an un-
successful subsidiary which is not worth salvaging.’ Similarly, a
sound subsidiary has no more duty to pay the debts of a faltering
holding company than it has to pay those of any other stockholder.

This emphasis on the legal independence of different corpora-
tions should not blind the reader to the fact that holding systems
are usually substantially unified for financial as well as for operating
purposes. For example, the American Telephone and Telegraph
Company has on many occasions drawn dividends {rom prospering
subsidiaries and loaned or invested the money in other subsidiaries,
to finance expansion or to pay debts. It has sold its own securities
to obtain additional money for similar purposes. It draws its divi-
dend income each quarter from the subsidiaries best able to provide
it and leaves other possible sources untouched. The creditors of
subsidiaries are fully aware that the whole resources of the system
will support any sound subsidiary, and for that matter the parent
company also, up to the limits indicated by law and business discre-
tion. Unity is definitely a fact.

Holding companies commonly furnish their stockholders two sets
of financial statements, one on a ‘“‘corporate” basis and one on a
“consolidated” basis. The statements on a corporate basis show the

17 General Public Utilities Corporation comments in its 1946 annual report that its
subsidiaries’ dividends during the year were limited “by reason of regulatory commis-
sion orders or for other reasons,” thus restricting its own accumulation of earned
surplus.

18 In 1947 The Pacific Telephone and Telegraph Company encountered increased
expenses which for a time almost obliterated earnings. Other units of the American
Telephone system, including the parent company, were not so seriously affected. But
Pacific Telephone had to solve its own problem by reducing dividends.

19In 1933 the Deep Rock Oil Corporation, whose common stock was owned by
standard Gas and Electric Company, could not pay its bond interest and current ex-
penses. Standard did not find it convenient to save Deep Rock, so simply allowed it to

go into bankruptcy.
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assets, liabilities, incomes, and expenses of the corporations sepa-
rately, just as they legally stand. In that case the parent company’s
assets include the stocks it owns in the subsidiaries, and its income
includes the dividends received from the subsidiaries. On the other
hand, the consolidated statements show the entire group of com-
panies as though they were one business.>® On a consolidated balance
sheet all the companies’ cash, receivables, and physical assets are
shown as assets, and all the debt claims and stock owned by “out-
siders,” including the holding company’s securityholders, are shown
on the liabilities side of the statement; but intercompany debts and
securities holdings are not shown, since they are meaningless if the
companies are considered as one unit. On a consolidated income
statement all the companies’ sales, expenses, and net incomes would
be combined, except that intercompany payments would not be
shown.

The following simple hypothetical case involving subsidiary cor-
porations A and B and holding company H will illustrate the con-
trast between corporate and consolidated statements. In this case it
is assumed that in addition to its own business H owns 90 per cent
of the common stocks of A and B but none of B’s preferred. A and
B each pay $1,000 per year in common dividends. The dividends
paid by H are not shown, since they do not affect the consolidation.

Examination of the foregoing statements will make clear the sepa-
rate corporate positions of companies A, B, and H, with respect to
such vital matters as cash holdings, debts, surplus, earnings, and the
like. Their activities will be much influenced by these positions. But
the aggregate position of the system as a whole, and particularly the
scope of its earning power, will be shown by the consolidated state-
ments. For example, it is only on the consolidated income statement
that the entire $4,080 of earnings on the holding company stock-
holders’ equity is clearly shown; and it is only on the consolidated
balance sheet that their $29,300 of total equity ($25,000 stock ac-
count plus $4,300 surplus) is shown and compared with total system
assets of $51,000. Most investors place particular stress on consoli-
dated earnings as the true measure of the earning power of a holding
company investment, on the theory that earnings retained for capital

20 There are exceptions. “Consolidated” statements sometimes consolidate certain
subsidiarics fully but treat the securities owned in others as investments. This is dis-
cussed in Chap. 14
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expansion by a subsidiary are just as advantageous to a holding
company stockholder as they would be if paid into the holding com-

pany and retained by it.

Corporate and Consolidated Balance Sheet, December 31, 1947

Subsidiary | Subsidiary | Holding Co. | Consolidated
A4 B H companies
Assets
Cash...... ....... ......... $ 1,000 $ 2,000 $ 500 $ 3,500
Other Current Assets ...... . . 5,000 9,000 3,000 17,000
Fixed Assets (net). ......... . 9,000 15,000 6,500 30,500
Stocks of Subsidiaries at Cost
Price....... . .. ...... | ....... | ... 23,000
Total. . .ovooeeenanennns, $15,000 $26,000 $33,000 $51,000
Liabilities
Debts,etc............ oo ..., $ 3,000 $ 5,000 $ 1,000 $ 9,000
5% Preferred Stock.......... . 0 6,000 4,000 10,000
Common Stock....... ..... .. 10,000 10,000 25,000 25,000
Minority Interest in A and B
Common .. . . 2,700
Surplus... ... ... 2,000 5,000 3,000 4,300
Total . ..vviiieenn e $15,000 $26,000 $33,000 $51,000

Corporate and Consolidated Income Account, Calendar Year 1947

Subsidiary | Subsidiary | Holding Co. | Cousolidated
A B H companies

Sales............. ...... $20,000 $45,000 $12,000 $77,000
Expenses and Taxes. ........... 18,000 42,500 11,500 72,000
Dividend Income.............. 0 0 1,800
NetIncome......cccocvvnnnnn. 2,000 2,500 2,300 5,000
Minority Share

(Aand BCommon).... ..... | ...... . | ..o | «oiiin 420
Preferred Dividends. . . . 0 300 200 500
Earned for Common.... . ..... 2,000 2,200 2,100
Earned for H Common......... | ... .... | ........ 4,080

Holding company securities and the securities of their subsidiaries
are not unsound or otherwise dangerous to investors, as a rule. There
are, as has been noted, some legal intricacies in the use of multiple
corporations which may make the shifting of cash through the system
a little more difficult than in the case of a single corporation. This
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is especially true if the subsidiaries are publicly regulated utilities
in which intercompany loans and dividends are subject to the ap-
proval of the regulating commissions. Also, minority holders of sub-
sidiaries’ common stocks may sometimes find that the plans and
objectives of the holding company are not entirely in their best
interests. Finally, there are certain regulatory measures, especially
in the public utility and banking fields, which discriminate against
the holding company form of organization. However, these factors
do not seem important enough to justify the rejection of otherwise
satisfactory investment choices.

QUESTIONS AND PROBLEMS

1. Is a corporation in default on its contract, and thus liable to law-
suit, if it ceases to pay dividends to its stockholders? What if it ceases to
pay interest on its bonds? Why is the latter case different?

2. Could California businessmen incorporate a corporation in Dela-
ware and cause it to do all its business in Colorado? If they did so, which
state laws would govern it with respect to its power to pay dividends, re-
purchase its stock, or merge with another corporation? With respect to
the meaning of its contracts for the sale ot merchandise?

3. Why are investors indifferent to the terms of the corporation laws
under which their companies operate? If you had stock in a Maryland
corporation and the management proposed a merger plan which seemed
unfair to you, where could you ascertain your rights under the law?

4. Who frames a corporation’s articlesy May they ever thereafter be
changed? How?

5. What does a registrar do? Why is this important to a stockholder?

6. How much would it cost to obtain a replacement certificate if a
100-share certificate for General Motors stock was lost?

7. If U.S. Steel were to pay a $1 dividend on May 1 to stockholders of
record on April 20, and if you bought stock on April 19 but did not get
the indorsed certificate to the transfer office until April 21, who would
get the dividend?

8. Investigatc and classify the dividend policies of several leading cor-
porations, for example, Consolidated Edison, Chrysler Corporation, Allis-
Chalmers, Pennsylvania Railroad, Louisville and Nashville Railroad,
American Woolen, Container Corporation, Columbia Gas System.

9. Enumerate several reasons for omission or limitation of corporate
dividends. Are all of these signs of corporate weakness?

10. Why are stock splits more common than large stock dividends?
What is the difference?
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11. If you held stock in a successful corporation which needed all of
its earnings in the business, would you advocate (a) no dividends, (b)
small stock dividends, or (c) sale of additional stock under rights, with
cash dividends continued? Why? Which system would keep the price of
the stock the highest?

12. Why are stock dividends, stock splits, and liquidating dividends
not regarded as taxable income to the stockholder?

13. Is there any fundamental difference between an assessment and the
sale of new stock under rights?

14. Should the value of a right be regarded as a taxable dividend in-
come to the investor? Why?

15. Why does stock usually decline in price a day or two before the
stock-of-record date? Would this happen if the stock market were rising
strongly?

16. Why is it difficult to work out a merger which does not disappoint
at least some of the stockholders? If outstanding bonds were left un-
changed in their contractual features, but through the merger became
the obligations of the new corporation, could they be improved or weak-
ened in quality by the change? Explain.

17. Assume that the Imaginary Textile Company has 100,000 shares
each of First Preferred, Second Preferred, Third Preferred, and common
stock. All preferreds are 5 per cent cumulative, $20 par. The common is
no par. Assume also that the corporate articles now limit cach issue to
100,000 sharcs. Assume further that the earnings range between $600,000
and $200,000 annually, averaging $400,000, and that the common stock
usually gets 50 cents per sharc annually in dividends. The market prices
of the stocks are First Preferred, $20; Second Preferred, $17; Third Pre-
ferred, $15; common, $8. Expansion needs require the sale of additional
stock, but it is clear that additional stock cannot be sold until existing
preferred dividend requircments arc reduced to approximately half the
average carnings. Outline a recapitalization plan which these stockholders
will vote for, remembering that no stockholder will want any reduction
in his income, preferential position, market value, or prospects for gain.

18. What advantages may accrue to investors as a result of purchases
of its own common stock by their corporation? What errors and frauds
might occur?

19. Do you agree that investors in holding companies will find con-
solidated financial statements more illuminating than corporate ones?
Are the latter needed at all?

20. Does the consolidated balance sheet shown in the simplified ex-
ample on page 65 give an accurate picture of the cash position of com-
pany H?
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21. Would you like to be a minority stockholder in a subsidiary which
the controlling company wiches to expand greatly by use of reinvested
earnings? Why?
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Chapter 4: COMMON STOCKS
AND THEIR VALUE

Common stock may be defined as the residual ownership of a cor-
poration, which is entitled to all assets and earnings after the other
limited claims have been paid and which has the basic voting con-
trol. In short, common stock is the fundamental ownership equity.
No private business corporation is without common stock, most of
them draw the major portion of their funds from their common
stockholders, and nearly all are managed basically in the interests of
the common stockholders.

The investor in common stock thus occupies a position directly
comparable to that of the owner of a farm or a factory. Successful
operation means in either case good income from the business and
increased value for the investment; losses mean the opposite. Com-
mon stock bears the main burden of the risk of the enterprise and
also receives the lion’s share of the advantages of success; it is the
potent and dynamic element in corporate financing and the one
which commands the highest concentration of investor interest.

Perquisites of the Common Stockholder

Since the common stockholders usually control the corporation, it
is to be expected that corporate policies will be developed to further
their interests. Such corporate actions as dividend payments, stock
dividends, stock splits, recapitalizations, mergers, expansion, sale of
new securities, and use of rights are normally planned by manage-
ment with particular reference to their effect on the common stock.
Bondholders and preferred stockholders are not disregarded, of
course; but it is assumed that they will be content with the exact
preferences and advantages stipulated in the bond indenture and
the corporate articles, so that management discretion may be ap-
plied chiefly in the interests of the common stock.

For example, when a drought in the fall of 1947 impaired the
earnings of the New England Electric System at a time when money

69
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was urgently needed for expansion, the bondholders would probably
have chosen to eliminate dividends as a means of conserving cash.
But since the common stock interests were in control, the available
earnings were used to continue the dividends and the funds needed
for expansion were borrowed. Again, the planning of recapitaliza-
tion plans may be cited. When the Armour and Company manage-
ment in 1934 advanced a plan for eliminating arrearages and re-
suming cash dividends on the 7 per cent preferred stock, the plan
included substitution of a 6 per cent preferred for old 7 per cent
stock and issuance of common stock in settlement of the back divi-
dends on the old preferred. It was not an unjust plan, but its basic
purpose was to reduce the annual preferred dividend burden and
clear away the arrearages from past years, thus paving the way for
resumption of dividends to common stockholders. Other examples
involving other phases of financial and business policy might be
mentioned, but the point has been made: business corporations are
run by the common stockholders in the interests of the common
stockholders.

Investment Characteristics

Before proceeding further with the study of common stocks it
will be desirable to summarize the investment features usually at-
tributed to them. These features are in several cases generalizations
which are subject to exceptions, but on the whole a common stock
may be said to have the following characteristics:

1. It normally has control of the corporation and will exercise that con-
trol in its own interests.

2. It has unlimited ownership rights to the remaining gains from the
business, after other securityholders have received their (usually) limited
contractual payments.

3. It bears the principal hazards of the business, since other security-
holders, creditors, and employees usually have prior claims, and its
quality depends importantly on the amount and nature of the prior
claims.

4. Common stock may be sold by its holder to any willing buyer, but
in the ordinary course of business it does not come “due,” hence need
never be redeemed by the corporation; nor may the corporation or-
dinarily “call” it for redemption or force the stockholder to surrender
it against his wishes. (A formal recapitalization or merger or final liquida-
tion may be an exception.)
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5. The earnings on the common stockholders’ equity may be unstable.
Not only will the corporation’s total earnings fluctuate as business con-
ditions change and its own affairs progress, but all the creditors and
preferred stockholders must be allowed prior rights, thus making the
residual share more unstable than the total.

6. Dividends may fluctuate. Dividends must depend on earnings, cash
position, surplus position, expansion needs, debt situation, and manage-
ment policy. Even if management desires a stable dividend rate, it may
not always be feasible, for expansion, debt retirement, and cash accumula-
tion are often more important to the corporation.

7. Dividends are normally less than the earnings on the common stock-
holders’ equity; hence the value of that equity should grow as a result
of the investment of the undistributed earnings in the business.

8. Common stocks in general are a price-level hedge. That is, they tend
to earn, pay dividends, and bring market prices at levels which are
vaguely related to the general commodity price level. However, this is
only a long-run general tendency, subject to numerous exceptions, as will
be noted later.

9. Common stock prices fluctuate extensively. These fluctuations are
so extreme that even in high-grade stocks the timing of purchases and
sales is a major investment problem. Large profits or losses on such in-
vestments are therefore commonplace.

Investors in common stocks are thus afforded commitments which
are interesting, useful, potentially profitable, and hazardous. The
selection of such commitments requires more than average care and
competence, but is not so difficult that a careful investor should not
attempt it. In fact, the average careful investor needs common stocks
in order to create a balanced investment program. He must therefore
either learn to select them himself or accept the alternative of placing
that function in the hands of a friend, an investment counselor, or
some other informed person.

Stock Prices

Shares of stock of ordinary investment types range in price be-
tween $10 and $200 per share. A few sell higher, and a number of
good issues mingle with the more speculative types valued between
$1 and $10 per share. Great numbers of small and speculative cor-
porations have shares worth less than $1 each.

It is conventional for shares selling in normal price ranges to be
quoted in terms of dollars and eighths rather than dollars and cents
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per share. Thus Eastman Kodak was recently quoted at 4314, mean-
ing $48.1214 per share, and Celotex Corporation at 2914, or $29.50
per share. Pricing intervals smaller than eighths of a dollar are not
used on stocks worth much in excess of $2 per share. Shares selling
below $2 are sometimes quoted in dollars and cents, with pricing
intervals of 5 cents or 1 cent. In other markets they may be quoted
in sixteenths or thirty-seconds of a dollar.

Shares of stock are always quoted at prices which contemplate
transferring to the purchaser the ownership of the share and all fu-
ture dividends or other disbursements except those already of record
and in process of payment. Even accumulated back dividends on
preferred stock are transferred from seller to buyer. The price of
the stock must be determined with this in mind.

Fundamental Calculations

Investors in common stocks make constant use of five fundamental
calculations for gauging the merit of a common stock and testing the
reasonableness of its price. These calculations are in no sense final
determinants of quality or value, but they are convenient prelim-
inary indicators which, taken in conjunction with the investor’s
general knowledge of the industry and the company, tell whether
the stock is worthy of further investigation. Although the actual
arithmetic is usually done by securities analysts, so that the investor
may take the figures directly from securities manuals and analytical
reports, it seems best to review the processes briefly, The calcula-
tions in question determine (1) the earnings per share, (2) the net
asset value (or book value) per share, (3) leverage, (4) the price-
earnings ratio, and (5) the yield.

In computing earnings per share, assets per share, and other such
measures, it is customary to divide the appropriate sum of earnings
or assets by the number of shares outstanding, that is, owned by
the stockholders. The corporate articles may authorize additional
shares which have never been issued, and reacquired shares may be
held as treasury stock by the corporation, but these do not receive
dividends and would not share in the assets in the event of liquida-
tion, hence need not be included in the per share calculations.

Earnings per Share
Since the common stock is the lowest ranking security and the
residual claimant to the earnings of a corporation, it is usually possi-
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ble to compute its earnings per share by taking the net corporate
profit after expenses, interest, and taxes, subtracting the preferred
dividend requirement for the period (whether paid or accumulated
unpaid would not matter), and dividing the remainder by the num-
ber of common shares outstanding. This may be illustrated by refer-
ence to the 1947 income statement of the Budd Company. In that
year the company had a profit of $4,086,253 after payment of all ex-
penses, interest, and taxes. Preferred dividend requirements for the
year were $714,970. The remaining $3,371,283 amounted to 97
cents earned per share on the 3,476,439 common shares outstanding,
computed simply by dividing $3,371,283 by 3,476,439. Earnings per
share are computed in the same manner for quarterly or semiannual
periods, when the data are available.

If the company does not earn enough to pay the full preferred
dividend, the amount of the deficiency is regarded as a deficit to
the common stock. For example, if the Budd Company had had a
profit of only $400,000 in 1947, it would have been $314,970 short
of covering its preferred requirements of $714,970. Dividing this
$314,970 deficiency by 3,476,439, the number of common shares,
would indicate that the deficit per comon share was 9 cents. If the
situation had been worse—for example, if there had been a $200,000
loss after payment of all expenses—the deficit to the common stock-
holders would have been $200,000 plus the $714,970 preferred divi-
dend requirement. The total of $914,970 divided among 3,476,439
common shares would show a deficit of 26 cents per share.

Two special cases should be noted. When a corporation issues new
stock for property or cash during a business year, the new assets
contribute to earnings during only part of the year. In such cases
analysts often compute earnings per share on the weighted average
number of shares outstanding, rather than on the total number out-
standing at the year end. Second, when there are participating pre-
ferred stocks or special classes of common stock outstanding, it is
sometimes necessary to devise special calculations to show the proper
per share allocations of the earnings. The nature of such special cal-
culations must obviously depend on the rights to earnings as estab-
lished in the corporate articles.

If the stock under consideration is that of a holding company,
earnings per share may be computed from either the corporate or
the consolidated income statement. The earnings of the corporate
statement will include the dividends received by the holding com-
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pany from its subsidiaries, plus the profits from its own operations;
this may be a measure of the holding company’s capacity to pay divi-
dends from current earnings. Earnings per share computed from a
consolidated statement will show the per share profits of the busi-
ness as a whole, regardless of whether the subsidiaries paid dividends
to the holding company. This is the calculation most commonly used
by investors, because most investors wish to measure as earnings
per share the total earned increment accruing on their investment,
in both holding company and subsidiaries. Any minority interests
in subsidiaries’ earnings must of course be allowed for.

In calculations which appraise stock values on a per share basis
the investor must make mental allowance for any situation which
threatens to dilute his per share earnings or assets. This dilution
problem often occurs when corporations sell bonds or preferred
stocks which are convertible into common or have stock purchase
warrants or options outstanding which permit their holders to buy
new stock at a fixed price. Usually the conversion of bonds or pre-
ferred stock into common stock will reduce the senior claims to in-
come by a relatively modest amount. Stock purchase options may
call for prices which add relatively little to the earning assets of the
corporation. In either instance, therefore, the number of outstand-
ing common shares might increase greatly while the total earnings
available for the common stock increased very little. The result
would be a decline in per share earnings.

Investors generally place very great emphasis upon earnings per
share and the trend of earnings per share, arguing that both present
and future dividends are dependent upon earnings. This is probably
a well-founded position, especially if the earnings statements are
studied to make sure that they are fairly presented and free from
distortions due to nonrecurring incomes or expenses and if proper
attention is given to other developments in the company or the in-
dustry which are not yet reflected in the earnings figures.

Net Asset Value per Share

The net asset value per share, sometimes referred to as the book
value per share, attempts to measure the amount of assets which the
corporation has working on behalf of each share of common stock.
It is arrived at by taking the net (after allowance for depreciation
and depletion) balance sheet value of the corporate assets, subtract-
ing the face value of creditors’ and preferred stockholders’ claims,
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and dividing the remainder by the number of outstanding common
shares. The Budd Company at December 31, 1947, had total assets
carried at $97,099,359, after allowances for depreciation. Debts and
preferred stock amounted to $65,340,646. The remaining $31,758,-
713 indicated a net asset value of $9.14 for each of the 3,476,439
common shares.

Students of accounting will observe that this method of calculat-
ing net asset value per share makes no deduction from assets for such
balance sheet credit items as contingency reserves, inventory value
reserves, and self-insurance reserves. The reason is that these items
are usually tantamount to appropriated surplus and thus truly a
part of the stockholders’ net worth, unless there is definite reason
to regard them as offsets to assets which are likely to be lost in the
near future.

In any business in which available assets are a good measure of
carning power, the asset value per share may be highly significant.
However, it must be conceded that (1) corporate book values are
usually based on cost, not earning power, and (2) intangible assets
not on the books may be more significant than book values, in de-
termining earning power. Asset value figures should thus not be
overstressed, though the solid dependability of good assets in assur-
ing future earnings should not be belittled.

Because some corporations with very valuable patents, trade
names, good will, and other intangible assets do not show them on
their financial statements at all, it has become customary in recent
years to compute net asset values based on tangible assets alone.
That is, intangible assets are not included among the assets at all,
for this purpose. This practice sometimes results in very small book
values per share for some highly valuable stocks, but in other cases
it avoids distortion by excluding the dubious intangible values
which some corporate statements contain.

In computing book values for holding company stocks, consoli-
dated balance sheets are generally used. If minority interests exist,
they are allotted a proper share of subsidiary net worth.

The Leverage Factor

The leverage factor indicates the number of dollars employed in
the business for every dollar invested by the common stockholders.
Thus, if a $3,000,000 business employed $1,000,000 of creditors’
money, $1,000,000 from preferred stockholders, and $1,000,000 from
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common stockholders, it would have a leverage factor of 3; there
would be $3 of total assets for every $1 of common stockholder in-
vestment. Leverage factors in large business concerns usually range
from about 1.1, in very conservative enterprises, to about 5 or 6.

In a low-leverage enterprise the interest and preferred dividend
claims are small or nonexistent, and the bulk of the earnings are
available for the common stock. If the earnings are good, the divi-
dends can be large; if the earnings are small, a small dividend may
still be possible. Low leverage thus tends toward stability, security,
and high quality in the common stock. In a high-leverage enterprise,
however, the common stock position is dynamic but speculative. If
the earnings are good, the creditors and preferred stockholders re-
ceive their limited income, leaving the large remainder to the com-
mon; but if the earnings are small, the entire amount or more may be
needed to pay the prior claims. A high leverage factor means that
the common stock is taking a large risk in anticipation of a large
profit.

This may be illustrated in an imaginary $5,000,000 business. If
common stockholders invest the whole $5,000,000, their equity earns
just what the business earns, possibly 8 per cent or possibly 2 per
cent. But if the funds are raised by borrowing $2,000,000 at 4 per
cent, selling $2,000,000 of 6 per cent preferred stock, and selling
$1,000,000 of common stock, the case is far different. In this second
instance an 8 per cent return on the $5,000,000 of invested funds
would amount to $400,000. The lenders would get $80,000 in inter-
est, the preferred stockholders would get $120,000 in dividends, and
the earnings on the common stock equity would be $200,000, or 20
per cent. If the business earned only 2 per cent on its funds, however,
the interest requirements would be covered by only a small margin,

1 Leverage factors computed with regard to holding company stocks are sometimes
misleading, if the equity of the holding company common stock is regarded as junior
to all other securities in the system. For example, assume that holding company H,
which has only common stock outstanding, owns all the common stocks of subsidiaries
A and B. Subsidiary A has no securities outstanding except the common stock owned
by H; subsidiary B is financed 80 per cent with bonds which are in public hands and
20 per cent with the stock held by H. If the two subsidiaries are of equal size, a con-
solidated balance sheet would show 40 per cent in bonds preceding a 60 per cent
common stock equity, or a leverage factor of 1.67. Actually, the holding company’s
common stock has an absolute first claim (leverage 1.0) with respect to A’s property
and a very junior claim on B, This is unquestionably a stronger position than a simple
60 per cent equity in the whole system.
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the preferred dividend would not be fully earned, and the high-lever-
age common stock would show a deficit for the year.

It would be just as logical, or perhaps more so, to base the meas-
urement of leverage on corporate income rather than on capitaliza-
tion. After all, the most perfect demonstration of low leverage would
be in the concern whose interest and preferred dividend obligations
absorbed only a small fraction of its business earnings in the average
year. Conversely, high leverage would be illustrated by the firm
whose interest and preferred obligations took a large percentage of
its average earning power.

Price-earnings Ratio

The price-earnings ratio is simply the market price of the stock ex-
pressed as a multiple of the per share earnings of the corporation.
Thus, General Electric stock would be selling for sixteen times earn-
ings if it sold for $40 per share at a time when the annual earnings
amounted to $2.50 per share. The price-earnings ratio is a conven-
tional and highly regarded measure of stock value, because it gives an
excellent indication of corporate success measured against the price
of the stock.?

As an indication of typical price-earnings ratios on good-quality
stocks, Chart 2 has been compiled over the period 1928-1948 inclu-
sive. The chart shows the ratio of a weightad aggregate of prices to
earnings of 20 stocks, all of which are so high grade that each com-
pany earned profits and paid dividends in every year of the period.
Neither earnings nor dividends fluctuated extremely during the
period; so market values had no occasion to fluctuate because of such
changes. In short, Chart 2 is designed to show the variation in value
of dependable corporate earning power.

It will be noted that the average price has been around 14 to 15
times earnings. Ten times earnings has been a very low figure, and
18 times earnings has been very high. This chart provides a basic clue
to the values of high-grade common stocks. Unfortunately, it is diffi-
cult to provide so clear an indication of the value of lower grade
stocks. Their earnings and dividends are so erratic, and their futures
at any given time are so obscure, that it is not reasonable to attribute

2 Instead of the commonly used price-earnings calculations some writers invert the
ratio and compute the earnings yield—that is, the percentage which the annual per
share earnings figure bears to the price of the stock,
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their prices over a period of time to any measurable sustained earn-
ing power. For stocks whose earnings possibilities are definite and
limited, such as the utilities listed in Table 3, it can be assumed that
lower quality will result in a lower price-earnings ratio; but in the
cases of many dynamic speculations, especially high-leverage ones,
the possibility of great gain attracts enough buyers to cause a moder-
ately high ratio of price to probable earnings and dividends.

Yield

The yield refers to the percentage which the annual dividend bears
to the current price of the stock. If General Electric stock pays divi-
dends at the rate of $1.60 per annum and sells at $10, the yield is 4
per cent. Investors often compute yields in terms of the prices they
paid when they bought their stocks, even when both prices and divi-
dends have since changed. This may be satisfactory from a personal
historical standpoint, but it is rather pointless in a current review of
one’s investments. The significant yield factor in determining whether
to buy or sell now is the yield based on the present price and the
present or prospective annual dividend rate.

Chart 3 traces the long-term yield history of the same 20 stocks
whose price-earnings ratios appear in Chart 2. In addition, the aver-
age yield record of a group of high-grade bonds is also shown. For
the sake of convenience the yield scales have been charted upside
down; so the charted curves are high when stock and bond prices
are high, and vice versa. If allowance is made for abnormal inflation
in 1929 and abnormal deflation in 1932 and 1942, it appears that a
long-run normal average yield on these stocks approaches 5 per cent.
Yields under 4 per cent and over 7 have been exceedingly transitory.

The relatively low bond yields shown on the chart since 1938
raise a question as to the permancnce of both bond and high-grade
stock yields at their present levels. The supply-and-demand analysis
presented in Chapter 2 explains the situation, but the existing dis-
parity between bond and stock yields is unprecedented in modern
history and causes many analysts to believe that the bond yields must
ultimately rise or the stock yields fall.

Only the Future Is Significant
If yields and price-earnings ratios are to give a true index to the
present highness or lowness of the price of a stock, they must be based
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on estimated dividend and earnings rates of the foreseeable future,
coupled with the present price of the stock. To today’s seller or pur-
chaser, it is almost completely immaterial whether the stock did well
in the past or did poorly. It is future performance which is being sold
and bought. Of course, the past and the present may give some indi-
cation of the future, and for that reason it may be significant to study
them carefully and to compare present prices with past dividends
and earnings.

In most practical investment literature, yields and price-earnings
ratios are calculated using the present annual dividend rate and the
rate of earnings as shown by some recent report. This is a satisfactory
approach if it is assumed that the immediate present is the best clue
to the future; but it gives absurd results when the immediate present
is far out of line with any reasonable future expectations. For ex-
ample, the stock of the Cudahy Packing Company sold at $12 in carly
1948, shortly after reporting earnings of $1.32 per share for the 1947
fiscal year. The stock was then said to be selling for less than three
times earnings. Actually, Cudahy’s rosicst hopes for the future did
not contemplate an average earning power much in excess of $2 per
share per year; 1947 was a fluke of high order, and a price-earnings
ratio based on it was meaningless.

To repeat: yiclds and price-carnings ratios must be based on rea-
sonable estimates of average future dividends and earnings, if they
are to be meaningful in indicating which stocks are the most attrac-
tively priced. Past and current earnings and dividends are chicfly
significant as indexes of what can be expected in the all-important
future.

Quality and Price

Table 3 illustrates the tendency for high-quality stocks to sell at a
higher price-earnings ratio and at a lower yicld than stocks of lesser
quality. The 18 utilities in the table were chosen for illustrative pur-
poses because their earnings and dividend rates seemed reasonably
typical, and the year 1947 was used because it afforded reasonably
stable stock prices. The quality ratings used are based on those as-
signed to the stocks in late 1947 by one of the leading financial
services.

The degree of price stability to be expected in stocks of varying
quality is illustrated in Tables 4 and 5. The stocks included are sub-
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stantially the same in both tables. All are large issues, most are listed
on the New York Stock Exchange, the industries represented are
widely assorted, and the quality ratings are based on those assigned

Table 3. Yields and Price-earnings Ratios on Public Utility Common
Stocks of Different Qualities*

Average | Average | Dividend | Price- Yield,
Stock Quality price, | earnings, rate, earnings per
) rating 1947%  (1946-1947| 1947 ratio} cent
1 (2) 3 4 ()]
American Telephone. | Best 16214 $8.95 £9.00 18.1 5.54
Boston Edison. ... | Best 4514 2.64 2.40 171 5.32
Hartford Electric . . | Best 6214 2.95 2.85 21.1 4.58
Cons. Gas, Baltimore | Excellent 75%% 4,98 3.60 15.2 4.74
Cleveland Electric Excellent 3914 3.00 2.00 13.1 5.10
Penn. Water and Power | Excellent 6014 4,52 4.00 13.4 6.62
Commonwealth Edison | Very good 2934 1.94 1.40 15.1 4.76
Detroit Edison . | Very good 24Y4 1.64 1.20 14.8 4.95
Pacific Lighting. Very good 5614 4.85 3.00 11.7 5.31
Calif.-Oregon Power Good 23 2.30 1.20 10.0 5.22
Central Ill. E. & G.. | Good 2174 2.48 1.30 8.8 5.95
Consolidated Edison Good 2544 2.05 1.60 12.3 6.34
Central Hudson G.&E. | Fair to good 9 .65 .52 13.8 5.78
Empire District Flec-
tric .... .. ... |Fairtogood| 15}5 | 2.20 1.12 7.0 7.23
New England Electric. | Fair to good | 12}4 1.42 1.00 8.8 8.00
So. Carol. El. & Gas Fair A a7 .50 9.4 6.90
Calif. Electric Power Fair 8Y4 .76 .60 10.9 7.27
New England Gas &

Electric . Fair 1034 1.34 .80 8.0 7.44

* Quality ratings adapted from those of a leading financial service.
t Mean of highs and lows.

1 Ratio Column (1) to Column (2).

§ Per cent Column (3) to Column (1).

by a leading financial service in 1947. The year 1946 was a year in
which stock prices fluctuated only a little more than in the average
year of the past decade; the period 1937-1944 offers a price range no
greater than any typical boom-and-depression cycle will bring forth.
These tables show clearly two things: (1) that the price fluctuations
in stocks are disturbingly large, so much so that investors must time
their purchases and sales and plan their portfolios accordingly; and



COMMON STOCKS AND THEIR VALUE

83

Table 4. 1946 Price Ranges of 239 Leading Stocks, Grouped by Quality

Range as per cent

Quality of stocks

of average B Very Fair to
price est Excellent good Good go0d Fair

Below 20.0 1
20-29.9 3* 11* S 2
30-39.9 2 2 14 12 2 1
40-49.9 2 12* 14 1 2
50-59.9 1 11 12* 12 6
60-69.9 6 7 21* 9
70-79.9 . 11 11 10*
80-89.9 2 1 8 8
90-99.9 1 2 3
Over 100 1

Number of stocks. 5 16 50 59 70 39

* Median group.

Table 5. 19371944 Price Ranges of 297 Leading Stocks, Grouped by

Quality
Range as per cent Quality of stocks
of average :
/ prweg Best Excellent ::‘3 Good k g“;: dm Fair

Below 40.0 1

40-49.9

50-59.9 1 2

60-69.9 1 6 2

70-79.9 4* 8* 10 1

80-89.9 3* 7 3 1

90-99.9 2 1 1 2 1
100-109.9 2 8* 6 1
110-119.9 1 13 . 2
120-129.9 1 12 13 7 5
130-139.9 6 9* 6 10
140-149.9 3 2 9 13
150-159.9 1 12 10* 14*
160-169.9 6 10 18
170-179.9 4 6 10
180-189.9 2 6 1
190-199.9
Over 200 . 1
Number of stocks S 18 79 61 60 74

* Median group.
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(2) that the fluctuations of typical stocks in the “fair” category,
which is undoubtedly good enough to warrant consideration even in
modecrately conservative portfolios, are two to three times as great as
those in the “best” classification.

There is no evidence to show that low-priced stocks fluctuate more
extensively than high-priced ones of the same quality. All of the
stocks studied in Tables 4 and 5 were regrouped to test this theory,
and the results were very clear. If low-priced and high-priced stocks
of the same quality are compared, their percentage fluctuations above
and below their mean prices will average about the same. There
are many low-priced stocks which fluctuate violently, and most high-
priced stocks are relatively stable; but the reason is found in the fact
that most low-quality stocks are low-priced, and vice versa.

Market Factors

Though carning power, dividend prospects, and quality are the
major factors determining the value of a stock, there are market fac-
tors which may cause its price to depart extensively from a long-run
norm. These market factors are numerous. They may affect all stocks,
or an entire industry, or an individual stock issue. For example, a re-
duction in margin requirements might provide enough additional
buying demand to drive the general stock market upward; or an ex-
ceptionally heavy expansion program by the electric utilities might
deluge the markets with so much new utility stock that such stocks
would be in great oversupply and therefore weak; or an attempt by
a Jarge stockholder to liquidate a block of unseasoned stock might
find few buyers, hence depress the market for that particular stock.
Market factors are so important in the study of common stocks that
they must be mentioned at this point, but a discussion of them is re-
served for another chapter.

Determinants of Quality in Stocks

Because investors do not all prefer stocks with identical character-
istics, it is not feasible to define quality with mathematical exactness.
Many investors, for example, do not require that a stock pay large or
regular dividends. To others such a dividend practice is the exact
measure of desirability. But all will agree that a high-quality stock
must of necessity represent a profitable and an enduring equity. For
present purposes, therefore, a high-quality common stock is one
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upon which the corporation appears able to earn and pay reasonable
(though not necessarily completely regular) dividends into the in-
definite future, while maintaining its financial strength, its competi-
tive position, and the vigor of its business. This definition implies
that a public utility stock with very stable earnings and dividends,
such as Pacific Gas and Elcctric Company common, may be similar
in quality to an industrial like Allis-Chalmers Manufacturing Com-
pany, whose earnings are less stable but appear equally sure into the
long-run future. A low-quality stock, by obvious contrast, is one
whose future contributions to its owner’s welfare are uncertain be-
cause of weaknesses in the industry, the business, or the corpora-
tion’s finances.

There are two general approaches which an investor may make in
appraising quality. First, he may assemble all available information
on the industry and the company and undertake a comprehensive
and technical study covering stability, growth, profit margins, costs,
capital structures, and many other such items. This is not an impossi-
ble task, even for an amateur, though it requires time, patience, and
for accuracy, some experience. Security analysts regularly study and
compare corporate prospects along these lines, to determine both
quality and the probable actual amounts of future earnings and divi-
dends. Some of the techniques and criteria employed will be sug-
gested in a later chapter.

For the present, it will be sufficient to suggest that a high-quality
common stock is likely to be found in a well-entrenched and profit-
able large concern, which has a low-leverage capital structure and
which operates in an enduring and preferably growing industry. If
the stock is really high quality, earnings per share will probably have
been reported in at least nine out of the last ten peacctime years, and
dividends in all ten; and the average earnings and dividends, making
reasonable allowance for the postwar inflation of prices, will consti-
tute very satisfactory returns upon the value of the stock as reported
in the initial years of the period. Obviously, the company and its in-
dustry must be promisingly situated for a prosperous future.

If the investor has not the time or the facilities for conducting his
own investigation into the qualities of stocks, he may with reasonable
safety employ the conclusions of others. Financial advisory services,
financial periodicals, and brokers all prepare lists of stocks which
are classified or otherwise labeled as to quality and which may also
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contain ‘‘guesstimates’ respecting future earnings and dividends. Be-
cause the prediction of the future is an uncertain process, the con-
clusions reached by different analysts may differ, but they should be
sufficiently alike to confirm each other to a satisfactory degree. Some
analysts report their quality findings by assigning very candid and
comparable “grades,” such as A, B, G, to the stocks studied; others
use word terms, such as “investment grade,” “good quality,” or
“speculative”; while others use less categorical but more illuminat-
ing descriptive paragraphs. In any event, it will not be difficult for
the inquiring investor to obtain a consensus of informed opinion as
to the quality of any well-known stock in which he is interested. This
consensus may then be checked against his own conclusions or ac-
cepted as a guide to action.

Comparing Stocks for Investment

Most careful investors find it convenient to select common stocks
for investment by comparing price-earnings ratios, yields, and asset
values per share in the light of available information on market fac-
tors and quality. Since there are thousands of issues available for
consideration, some systematic method of choice is a practical neces-
sity. Probably the best first step is a review of the stocks already in the
portfolio, in order to choose the industries in which added holdings
would be most appropriate and to determine the most desirable
quality. Other preferences, such as the desire for stability of dividend
rate, for the stock of a large concern, for a low-priced stock, for a
listed market, or for a certain geographic location might further
guide the selections.

A knowledge of the economic and financial behavior of industries
is invaluable at this point. Familiarity with the capital structures,
earnings and dividend stability, and stock market reputations of such
diverse industries as electric power, banking, steel production, oil re-
fining, and the like will assist the investor in determining his needs.
Knowledge of the relative importance of various cost factors, such as
labor, fuel, and materials, and of the sales opportunities available
will make his judgments more accurate. Some introduction to these
industry factors will be provided in later chapters of this book, and
further sources of information will be cited; for the present, it is
sufficient to note that an acquaintance with industries will assist in
making basic decisions.
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. Having decided upon the quality and detailed features of the de-
sired stock, the investor may next look for issues which meet his
specifications. The most convenient source of inspiration will prob-
ably be the “recommended” lists of financial advisory services, in-
vestment periodicals, and securities brokers, which, as was previously
noted, are likely to include data on quality and other statistical in-
formation. Other suggestions can no doubt be drawn from quota-
tion sheets, friends, and the investor’'s own broker. From these nu-
merous sources it should be easy to select several stocks which appear
to be suitable and attractively priced. These may then be compared,
to arrive at a final choice.

The final step is, obviously, one of comparing values. If the inves-
tor is so minded, this may become an elaborate task, involving exten-
sive economic and financial research. If the investor is disposed to
spend his money on another’s recommendation, the job can be done
very simply yet reasonably well by reviewing a good analyst’'s sum-
mary of each stock and making a decision based on the summaries
plus a very few fundamental statistical measures. The most vital con-
venient statistical measures are:

1. The price-earnings ratio between the present price per share and
the estimated average per share earnings of the next five to ten years

2. The yield of the stock, based on the present price and the probable
average dividend of the next five yecars

3. The net assct value per share

4. The range (high and low) of the stock’s price during each of the
past several years

The first two of the foregoing measures require the investor to
estimate future earnings and dividends.®* Admittedly, this cannot be
done with great accuracy, but since future earnings and dividends
are the foundation of future investment values, the investor must
either predict them or abandon hope of gauging investment values
at all. But it is not impossible to make intelligent predictions of
earnings and dividends; the present figures are available as a starting
point, the trends up or down in recent years are known, and definite

3 Many professional analysts would probably argue that the market does not esti-
mate earnings and dividends into the distant future but tends to capitalize current
rates instead. Certainly the market often responds sharply to an unexpected change
in earnings or dividend rates. But an investor must always remember that it is the
future, not the present, which must justify his investment.
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further impressions of progress or decline can be drawn from studies
of the industry and the company. The net asset value per share is not
important for its own sake, but in many lines of business it is an im-
portant indicator of the earnings and share values which can be
expected. Past prices for the stocks are included because they reflect
the market’s consensus on the value of the stock over a period of
time and thus indicate something of its quality, reputation, and gen-
eral price behavior.

For purposes of illustration, the suggested method of comparison
may be applied to the stocks of three imaginary companies A, B, and
C, as shown in the accompanying table. It is assumed that all three
are in acceptable industries, that their characteristics and policies
meet the present requirements, but that some slight superiority in
quality is conceded to company A because it has no debt or preferred
stock. The figures compiled for comparison are shown on a per share
basis in the accompanying table.

Estimated | Estimated Price- . Net Price
Present . Yield,
Company Suture Suture earnings ot asset ranges,
earnings | dividends price ratio per cen value 1946-1948

A $2.50 $2.00 34 13.6 5.9 $33.00 ([42-29 (1946)
37-28 (1947)
36-30 (1948)
B 4.00 2.50 48 12.0 5.2 38.00 | 60-40 (1946)
52-41 (1947)
5340 (1948)
C 2.00 1.40 21 10.5 6.7 27.00 |31-19 (1946)
27-18 (1947)
B 25-19 (1948)

These figures clearly indicate that the market recognizes company
A’s superiority in quality, as they bring out its greater market price
stability and its higher price-earnings ratio. The yield of company
A’s stock is relatively high because it is able to pay 80 per cent of its
earnings in dividends, a ratio which is usually possible only to ma-
ture and strong concerns. The market prices in the table show that
the public respects the value of A’s stock; the annual lows (that is, the
lowest prices during each year) are not far below the present price,
and the highs have exceeded the present price in each year. The net
asset value appears to be adequate to support continued earning
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power at the estimated rate. Company B's stock is selling on a price-
earnings basis which recognizes a quality somewhat lower than A’s.
Company B’s stock yields less than A’s, probably because earnings
are retained in the company for expansion or debt retirement; this is
not necessarily a long-run disadvantage, but the stock would prob-
ably bring higher and more stable prices if a larger dividend were
paid. The net asset value is far enough below present stock prices
to require further investigation; the market price record is satis-
factory, though the present price is much closer to the highs of
the past two years than to the lows. The third stock, that of company
C, is selling at 10.5 times estimated earnings and promises a yield
of 6.7 per cent. These are attractive ratios for a good-quality stock;
they suggest that the stock may have drifted down in price as a result
of one of the temporary aberrations referred to as “market factors.”
A glance at the recent price ranges indicates that the stock is much
closer to its recent lows than to its highs and that it is definitely capa-
ble of selling higher, in line with its earnings and dividends. The net
asset value lends support to the impression that the stock is under-
valued. As between companies B and C, assuming that they appear
to be of equal quality, the investor would unhesitatingly choose G;
and unless the quality differences seem great, C is probably a better
choice than A.

Appraising @ Common Stock

It is never advisable to buy a common stock just because it is the
best of an available group. There have been times, for example in
1929, when nearly all stocks were grossly overvalued. It is therefore
desirable to have a method of appraisal which is independent of cur-
rent market prices.

In Chapter 2 it was suggested that a stock might be appraised by
estimating the future benefit payments to be expected from it and
discounting them down to the present at a reasonable discount rate.
Several methods of discounting the estimated future payments were
suggested. These methods are logical and worthy of consideration.

However, securities analysts commonly base appraisals of common
stocks on the same four factors which were considered as criteria for
comparing stocks in the preceding sectiop. The fundamental basis
for the appraisal will be estimated future earnings and dividends,
capitalized by the use of price-earnings ratios and yields which seem
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appropriate for the quality of stock being considered. The net asset
values and market price histories will then be used to modify or con-
firm the values based on earnings and dividend estimates.*

Obviously, an appraisal of a common stock can be based either on
““average” stock market conditions or on “current” ones. The charts
on price-earnings ratios and yields shown on a preceding page indi-
cate that in an average market a typical good stock sells for about 14
times earnings and yields about 5 per cent but that at various times
the same stock might sell at 18 times earnings and yield 4 per cent or
for 10 times earnings and yield 7 per cent. Investors make appraisals
on either an average or a current basis, to suit their immediate pur-
poses. The average market basis probably has the greatest practical
value, for current market appraisals are chiefly useful in deciding
whether to acquire or hold one specific stock instead of another, and
this can be done more readily by comparison of price-earnings ratios
and yields; but the decision as to whether to buy or hold the best
stock in a compared group involves an appraisal of its long-run
probable value. This calls for an appraisal based on average or nor-
mal stock market conditions.

The appraisal process involves not only the estimating of long-
term future earnings and dividends, but also the determination of
price-earnings ratios and yields which would be typical for the stock
to be appraised. This latter is no small task; “normal” price-earnings
ratios and vyields for the average high-class stock may be deduced
from Charts 2 and 3, but similar normal figures for a specific oil
stock may be higher or lower, both because the stock is an oil stock
and because its quality is not identical with that of the average repre-
sented on the chart. These questions can be answered, in a rough
way, by extensive research and comparison of the past records of
many stocks, including the one under study.

To illustrate the appraisal process, it may be assumed that the
imaginary company C of the preceding section appears worthy of
selling at 14 times earnings and on a 5 per cent yield basis, in a nor-
mal market. At 14 times earnings its future earning power of $2 per
share per year indicates an appraisal of $28 per share. The expected
average dividend of $1.40, on a 5 per cent yield basis, also appraises

4 The Value Line (investment advisory service) has a carefully worked out formula
in which these four factors are combined to produce a “value line” indicating the
market price each subject stock would have under normal market conditions.
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at $28; this is an unusual occurrence, for the earnings and yield ap-
praisals commonly differ by several dollars and must be averaged to
obtain the basic appraisal. The $28 basic appraisal is confirmed by the
$27 net asset value figure. The stock price ranges shown in the table
do not concur in the $28 appraisal, but it is a well-known fact that
postwar stock prices had not in 1949 fully reflected the change in com-
modity price levels and corporate earning power which the wartime
inflation caused. The appraisal therefore may be adjudged reliable.

It the stock of company C has a value of $28 per share by normal
market standards, it should be a satisfactory investment at $21.

It is not fantastic to use an illustration in which a good stock nor-
mally worth $28 sells for $21. Stock market prices fluctuate so ex-
tensively through the years that the prices of fine-quality stocks are
sometimes halved or doubled, and individual stock prices constantly
deviate above and below the group average. It has been said that an
alert investor need never pay more than 75 per cent of their normal
value for his high-grade stock investments and may count on selling
them at 125 per cent of normal value, if his purchases and sales are
not hurried. This is probably an overoptimistic statement, and it
clearly makes no allowance for errors, wars, and other unpredict-
able events; but it serves to emphasize the importance of appraisal
methods which give at least some impression of what the normal
value of a stock is.

Common Stocks as Price-level Hedges

During the 1941-1948 inflation investors were much concerned
to know whether common stocks actually live up to their theoretical
capacity to serve as a price-level hedge. The issuc was hotly debated
in 1947 and 1948 by many investment experts, but it is perhaps rea-
sonable to conclude that the evidence of the 1941-1948 period was
not complete at the 1948 year end, since corporate stock prices, earn-
ings, and dividends had not been finally stabilized on the new post-
war price level.

It seems reasonable, in considering this issue, to conclude that a
common stock might give evidence of service as a price-level hedge
if (1) its price rose or fell permanently with a change in the price
level, or (2) its earnings per share changed with the price level, or
(8) its dividends changed with the price level. A really good price-
level hedge would have to do all three.
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Table 6 presents a fragment of evidence on this subject. It com-
pares the postwar levels reached by stock prices, earnings, and divi-
dends with postwar cost of living and wholesale price indexes. In

Table 6. Common Stocks as Price-level Hedges—Increases in per Share
Prices, Earnings, and Dividends, Compared with
Increases in Commodity Price Levels

1947-1948 earnings

1947-1948 prices 1948 dividends
per share as
as percentages “percentages as percentages
of 1940-1941 prices of 1940-1941 of 1941

Cost of living (BLS)...... 161

Wholesale prices (BLS). ... 191

Dow-Jones 30 industrials. . 140 186 152
20 High-grade stocks. .. ... 167 119
200 Large manufacturers. . 209 148
Pennsylvania Railroad . 96 42 50
Chesapeake & Ohio R.R. . 108 83 86
Louisville & Nashville R.R.. 152 109 101
Union Pacific R.R..... ... 199 282 217
American Telephone . 104 79 100
Commonwealth Edison. . .. 104 92 79
Consolidated Edison. . . . 108 99 89
Pacific Gas and Electric. . . 141 98 100
Allis-Chalmers. ... ... 113 121 107
General Electric. . . 115 194 121
General Motors . 137 163 120
International Harvester 174 220 235
Borden............. 204 252 182
General Foods. ....... 99 139 100
General Mills....... . 165 238 188
Swift ........ 145 212 173
Chase National Bank 120 134 114
Continental Insurance 141 159 125
Home Insurance. 93 153 78
Security First National Bank 133 123 104
Socony Vacuum Oil 182 286 200
Standard Oil (Indiana). 157 286 142
Texas Company. . . .. . 1m 260 120
UnionOil............. .. 186 447 195

order to have a stable basis for comparison, postwar prices and earn-
ings are given at average levels for 1947-1948 and are stated as per-
centages of their 1940-1941 averages. The dividends of 1948 are
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shown as percentages of the same companies’ 1941 payments. On
the whole, it appears that industrial stocks’ earnings kept pace with
the advancing price level, but their prices and dividend payments
lagged behind, though not too far behind. Utility and railroad stocks
as a group did not do well; at year-end 1948 their contributions as
price-level hedges were nil. Inspection of the records of the indi-
vidual stocks and industry groups listed in the table indicates that
some stocks and some industries were better price-level hedges than
others; this is logical, for some industries and companies would
never be in a position to follow price-level changes, and others would
show great or small changes depending upon the circumstances at
the time.

The sensible conclusion, which coincides with theory and previous
experience, is that the common stocks of most nonregulated com-
petitive industries are potentially good price-level hedges but that a
widely diversified collection of stocks would be needed in order to
assure reasonably typical results.

Does Common Stock Ownership Pay?

The answer to this question is not an unequivocal one. The peo-
ple who manage their stock investments with diligence and skill
should ordinarily find them profitable. Others who invest without
either knowledge or luck probably do very badly. Although he has
no adequate data to support his belief, the author is under the im-
pression that the average stockholder investment in corporate prop-
erty probably pays its owners less than the 2.9 per cent paid by a
Series E bond. More may be earned and reinvested in the company,
but the owner does not get it. Even if market value gains due to re-
invested earnings are added to dividends distributed, the aggregate
of corporate investment in the United States is probably not very
profitable.

But there is no doubt that many corporate ventures do very well.
The 20 good stocks included in the price-earnings and yield charts
have earned and paid consistently. So have many others. Some have
gained spectacularly in earnings and market value. Most of the time
in recent years it has been possible to buy good common stocks which
pay 50 to 100 per cent more than good bonds and whose earnings are
far in excess of the dividends paid. These are surely potentially prof-
itable. Even if it be admitted that the reinvested earnings of recent
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years have not yet added materially to corporate stock values as re-
flected in market prices, they have strengthened the companies and
added to the assurance of future earnings and dividends. It is also
possible that in the more normal years to come some of these rein-
vested earnings may be recognized in higher stock prices; this usually
occurred in past decades.

The conclusion to be drawn from this and other evidence is that
common stocks should be profitable to those who have the skill to
identify quality and value correctly and who succeed in avoiding
calamitous errors. However, errors are possible; predicting the fu-
ture is not an exact science, and even the economic expert may be
wrong. And the chances for error as well as the damage an error may
cause increase in geometric proportion as the investor forsakes qual-
ity for the speculative grades of stocks.

Personal Policy in Stock Investment

For the great majority of reasonably well-informed and financially
middle-class investors, the best possible stock investment policy could
be summed up in three simple rules: First, buy only good-quality
stocks; second, buy stocks only when they can be had at attractive
prices; third, diversify well. More detailed ideas on procedure will
be presented in another chapter, but these are the essentials. The
choice of good-quality stocks is made because they yield almost as
much as speculative stocks and offer much greater security. It is to be
assumed that middle-class investors are too preoccupied with other
things to devote constant attention to speculation and that they
should not risk serious losses. Some minor speculation through the
medium of investment company shares might be an exception to the
rule. The reasons for stipulating attractive prices and adequate diver-
sification are obvious.

For the investor whose stake in the stock market must be small, say
under $5,000, adequate diversification is a difficult problem. The
solution may be found in investment company shares, provided the
investment companies in turn confine themselves for the most part
to conservative stocks. The investor of limited means has no occa-
sion to risk his funds in other than quality commitments which are
most carefully selected for assured future and attractive price.

The investor who has not the ability or the interest to study stocks
must turn to others for guidance, if he owns stocks at all. There are
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professional investment advisers and bank trust officers in every city
who will undertake the management of a stock fund of $25,000 or
more for a moderatc fee. Alternatively, the investor may obtain pro-
fessional guidance in the assembling of a portfolio and thereafter
simply retain it; or he may rely on periodic coaching by his broker
or banker. In this case, too, the investment company may be of value.
Of all these alternatives, the investment adviser or the bank trust
seem to offer the best solutions, even if they cost money. Somehow,
the idea of a dependent and gullible investor accepting free advice
about stocks suggests the image of a blind man following a road map.
If he is Iucky, he may get there.

Finally, some comment may be made about the stock investment
policies of competent and well-financed investors. These are the in-
vestors who should, from the point of view of social welfare, invest
in part in promotional and speculative enterprises. They have the
ability to understand them, the influence to control them, and the
resources to diversify widely against the risk. Many speculative enter-
prises are dominated by such investors. But these investors will also
find it desirable to make most of their smaller stock investments,
which are not to be supervised personally and intensively, in good-
grade stocks. Less care is needed with these, and they are less vulner-
able to price fluctuations, errors, and trouble.

The reader will note that these suggestions to stock investors lean
heavily toward the better grade stocks and that nothing is said about
trading for profit, aggressive and defensive policy, and similar ideas.
The reason for emphasis upon quality stocks is that the discussion
has to do with investment, which consists of keeping funds secure
and employing them profitably. Twenty years’ experience has con-
vinced the author that amateurs can be taught to do reasonably well
with good stocks but that even professionals fail to invest with con-
sistent success in speculative ones. This appears to be sufficient reason
to advise people to choose conservative stocks; and the advice will not
deprive the nation of needed investment in new and speculative in-
dustries, for people will not follow it.

As respects stock market fluctuations and trading for profit, these
will be considered in another chapter. Investors will find that some
added knowledge of market behavior will make for more successtul
investing. Most market traders will ultimately also discover that in-
vesting is a far more profitable process than trading.
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QUESTIONS AND PROBLEMS

1, Are some common stocks better quality investments than some
bonds? Why?

2. Are the perquisites ot ownership of any value to a middle-class
small-investor family?

3. Why would a middle-class small-investor family want to own com-
mon stock? When the hazards and the necessary effort of supervision are
considered, is it worth while?

4. At December 31, 1948, the Allis-Chalmers Manufacturing Com-
pany had net tangible assets amounting to $253,890,319. Its debts totaled
$103,989,941, its preferred stock at par value was $35,937,300, and the
balance represented the equity of the 2,515,562 no par common shares.
What was the book value per share? What was the leverage factor? Is
this high or low leverage?

5. Allis-Chalmers’s 1948 profit after allowance for income taxes was
$15,441,523, out of which the preferred dividend of $1,168,001 was paid.
What was earned per share on the common stock?

6. At a price of $28 per share, what was the price-earnings ratio? The
dividend rate was $1.60 per sharc. What was the yield on the $28 price?

7. Allis-Chalmers is a quality stock, despite its heavy postwar indebted-
ness, and probably is entitled to sell in an average market for 14 times
earnings and to yield about 5 per cent. It will probably earn an average
of $4 and pay $2 (object, debt retirement) for the next few years. Its
1948 price range was 42-27. Appraise it for investment purposes on a
normal market basis.

8. Would the fact that Allis-Chalmers has 359,373 shares of $100 par
314 per cent preferred stock, each of which is convertible at the holder’s
option into two shares of common, affect your appraisal in any way?
How?

9. Are carnings per share computed on a consolidated or a corporate
basis? Why?

10. Should a business which is acutely subject to the business cycle (for
example, jewelry manufacturing) have a high-leverage or a low-leverage
capital structure? Why?

11. Could one spcculate successfully in very high-class stocks by buying
them when they sold for 10 times earnings and paid 7 per cent and selling
them when they sold for 16 times earnings to yield 4 per cent? Would
there be much risk in this?

12. Would it not be more profitable to speculate in medium-grade and
speculative stocks, because they fluctuate more and the profits could be
greater? Why do not all investment professors get rich by doing this?
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13. What is meant by market factors> What kind of market factors
could cause Allis-Chalmers to sell at a price out of line with other similar
stocks?

14. If you wanted to compare the stocks of Allis-Chalmers, Inter-
national Harvester, Caterpillar Tractor, and Westinghouse Electric as
respects quality, but did not have time for extensive study, where could
you get information?

15. Are all stocks good price-level hedges? What kinds are not? Would
a high-leverage stock have any advantages in a time of inflation? Of defla-
tion? How about an investment company stock?

16. The Caterpillar Tractor Company in early 1949 had total assets
$145,000,000, debts $70,000,000, and 3,764,000 common shares. It was pay-
ing a $1.50 annual dividend, earned $3.66 in 1948, and appeared capable
of averaging $3 per share in carnings for the next few years. Its quality
seemed comparable with that of Allis-Chalmers. Appraise it as of January,
1949, when Allis-Chalmers brought $28, and in a subsequent “‘normal”
market.

17. Look up the subsequent market records of both stocks and see if
your January, 1949, conclusions were sound.
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Chapter 5: PREFERRED STOCKS
AND THEIR VALUE

Corporate managements have learned that some stock-buying in-
vestors prefer the type of fundamental ownership equity represented
by common shares, while others prefer to accept limited rights to
dividends and other corporate benefits in exchange for the greater
security afforded by a prior claim. Preferred stocks have been devised
for the benefit of the investor who wants priority. Preferred stocks
are ownership shares which typically are entitled to a limited annual
dividend out of available earnings before the common stock gets any-
thing and in case of liquidation to a limited sum out of the assets
before the common stock gets anything. Some corporations create
more than one class of preferred stock; such classes may rank in se-
quence (first, second, third, etc.) in priority of claim, or they may be
equal in this respect.

Since preferred shares are definitely a part of the ownership, their
claims are inferior to those of bondholders and other creditors. Fur-
thermore, the corporation does not owe them anything; they may be
entitled to receive dividends before other stocks get them, but the
dividends will be available only if the directors declare them, and
this should be done only if the corporation can afford the payment.

The investment merits of any class of stock in a corporation issu-
ing more than one class will depend importantly on the special fea-
tures and privileges granted to that class by the articles of incorpora-
tion. Preferred shares are not all alike; aside from the question of
priorities, they may be voting, callable, convertible, cumulative, and
participating, or they may have some of these features, or none of
them; and there are many other features which they may or may not
have. Every state permits its general business corporations to issue
such classes or types of shares as the corporate managements deem
advisable, if the shares follow certain basic legal requirements and
are properly authorized in the corporate articles. The legal require-
ments are usually very general in nature, being concerned chiefly

98
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with fairness and fraud prevention; in consequence, the powers and
privileges of the various classes of shares are established by detailed
provisions in the articles. The articles will also indicate the maxi-
mum number of shares of each class of stock which the corporation
is authorized to issue.

Investors in preferred stocks ought to be familiar with their rights
under the corporation code and the articles of their corporation.
However, the state codes are lengthy, technical, and inaccessible
documents; so most investors assume that the law will be fair and
just and confine their inquiries to the corporate articles. The im-
portant provisions in the articles are summarized in official prospec-
tuses and in the major financial reporting services, such as Moody’s
or Standard & Poor’s. These sources are usually adequate.

Avuthorized Stock

One of the very important determinants of the quality of preferred
shares is the number of shares outstanding or authorized by the arti-
cles. Prior rights to earnings or assets can assure a high degree of
safety, if the number of shares enjoying the priority is small and if
the articles limit the number which may be issued. In checking the
number of authorized and outstanding shares it is desirable to note
all of the classes of stock which the articles permit, since several
classes with equal or varying preferences could be authorized.

Dividend Provisions

Preferred stocks nearly always have some sort of preference as to
dividends. The usual provision calls for quarterly dividends which
must be paid up to date before a dividend may be paid on any lower
ranking preferred or common stock. Most modern issues are also
cumulative; that is, preferred dividends which are not paid cumulate
and must be paid up in full before dividends may be resumed on the
lower ranking stocks. Issues on which dividends are noncumulative
never get their payments if the corporation is forced to omit them
at the regular payment time. A few preferreds have special varia-
tions, such as the provision that unpaid dividends cumulate up to a
limited amount only or to the extent earned but no more; these pro-
visions are designed to forestall the possibility of excessive accumu-
lations which might embarrass the company.

When corporations issue preferred stocks which rank sequentially
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—that is, a first preferred, a second preferred, etc.—the first pre-
ferred is usually entitled to all accumulated and current dividends
before any payments may be made on the second preferred. The
second preferred will then have similar preferences over the next
ranking issue. Sometimes a junior or lower ranking preferred will
be noncumulative, when the senior (high-ranking) preferred is fully
cumulative.

Clearly, a cumulative preferred is a more satisfactory investment
vehicle than a noncumulative one. There are times when even strong
corporations must omit preferred dividends temporarily, and it is
better for the investor that these be merely deferred rather than lost.
Furthermore, there is greater incentive for the management to try
to pay dividends regularly if unpaid ones cumulate; for cumulated
dividends presumably must be paid sometime, whereas unpaid non-
cumulative dividends embarrass no one but the unpaid stockholder.

When preferred dividends have accumulated unpaid, they are re-
garded as being attached to the stock. If the stockholder sells his
stock, the purchaser obtains title to the dividend accruals. If the cor-
poration itself acquires the stock, the dividend rights are retired.

Preferred stocks are ordinarily entitled to their preference divi-
dends and no more. They seldom receive rights or other special dis-
bursements. Exceptions are found in the case of participating pre-
ferreds, which will be discussed later.

Asset Preferences

' Most preferred stocks are preferred as to assets. That is, if the firm
is liquidated, they receive their par value or a stated sum plus all
cumulated unpaid dividends, plus a premium or bonus in some in-
stances, before lower ranking stock gets anything. Very commonly
the articles specify that in case of involuntary liquidation (under
compulsion of law or because of insolvency) the asset preference is
limited to par or stated value plus cumulated dividends but that if
the liquidation is voluntary a premium must be paid also. This
premium may vary from nothing to 25 per cent, but it is generally
between 5 and 10. These three items—par or stated value, possible
premium, and cumulated dividends if any—are all that most pre
ferreds are entitled to receive.



PREFERRED STOCKS AND THEIR VALUE 101

Voting Power

In a majority of corporations preferred stock does not vote on
ordinary management matters or to elect directors. This feature was
probably written into the articles in most cases by men who regarded
preferred shareholders virtually as creditors, with limited risk and
limited rights. There is at the present time a pronounced trend
toward full voting rights for preferred shares. However, it must be
admitted that common shares usually far outnumber preferred
shares, so the usual one vote per share provision will not give the pre-
ferred holders much power; and it must be further conceded that
most of them will not be much interested in voting anyhow.

Preferred stockholders are much more likely to take an interest in
management when they do not receive dividends than when they
do. Consequently, the considerable number of corporations which
give unpaid preferred holders (1) the right to elect certain directors,
or (2) the right to elect a majority of the directors, or (3) some
other significant voting power are placing their preferred stock-
holders in a position where they can at least become vocal in self-
defense. This is a sound provision. The preferred stock will seldom
undertake to displace a management which is conscientiously bat-
tling adversity, but neglect and fraud can be summarily chastened.
The usual provision giving preferred stockholders these powers
makes them effective only after omission of several consecutive quar-
terly payments or when total payments are 2 or 3 years in arrears.

Even more important than a vote on management matters is the
preferred stock’s right, voting as a single class of stock, to veto certain
types of proposals. The veto power should extend to all such matters
as (1) amendment of the articles to change the preferred stock’s own
privileges, (2) amendment of the articles to authorize more pre-
ferred or higher ranking preferred, (3) issuance of bonds or pre-
ferred stock, (4) mergers or substantial change of business. Action
adverse to its interests on these matters could greatly weaken a pre-
ferred stock without at all injuring the common. State laws in a num-
ber of states specifically give each class of preferred stock a veto on
some of these matters, but not all states do so. Stronger protection is
afforded in the articles of many corporations.

Investors are probably justified in indifference to their preferred
stocks’ voting rights in 95 cases out of 100, for most managements
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are scrupulously fair toward their senior securityholders, but in
scattered instances very unjust measures are attempted. The pre-
ferred stock which does not have sound voting or veto rights has in-
adequate defenses in such cases. Since there are many preferred
shares on the market, the wise investor will merely choose among
those whose voting and veto powers are adequate. There is no point
in being unnecessarily vulnerable.

Call Features

Most modern preferred stock is callable or redeemable. That is,
the corporation reserves the right to pay it off at prices specified in
the articles and retire it. Many old preferreds are non-callable, how-
ever, either because the articles say so or because the articles do not
mention redemption at all.

Table 7. Price Ranges on Callable and Non-callable Preferred Stocks

Annual Call Price range
Tssue dvidend price
1934 1948
Archer-Daniels-Midland. . . . $7.00 115 117-110 Retired
Atlas Powder. ........ 6.00 110 107-83 Retired
Beatrice Creamery. .. .. 7.00 110 100-55 Retired
Glidden Company.... . . . 7.00 105 10714-83 Retired
General Motors. .. . . 5.00 120 109-8934 | 12534-119
Montgomery Ward. ....... . 7.00 N.C. 133-88 178%4-162
Midland Steel Products. . ... . 8.00 N.C. 851444 140-128
US.Steel. ..o o o 7.00 N.C. 9914-6714 | 14084-12914

Some preferreds may be called in part—that is, in blocks consist-
ing of 10 or 20 per cent or some other fraction of the original issue
—but some must be called in their entirety or not at all. Usually the
stockholder must be given 2 or 3 months’ notice prior to the call
date. The call price, which is specified in the articles, consists of par
or a stated value, plus a possible premium, plus all cumulated un-
paid dividends. The premium is usually the same as that payable in
voluntary liquidation, any amount from nothing to 25 per cent, but
generally between 5 and 10 per cent. Sometimes the call premium
declines or rises with the passage of time.

A call feature in a preferred stock is of no advantage to the in-
vestor, but it enables a prosperous corporation to retire high-rate
preferreds. The call price thus limits the advantage an investor can
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gain by purchase of preferreds in corporations whose financial stand-
ing is improving, for it is clear that the market price is unlikely to go
very far above the call price. Investors are understandably reluctant
to pay much more than the call price for any callable preferred, even
if it is of high quality. Table 7 illustrates the effect of call prices on
some high-grade preferreds which were outstanding in 1934.

Convertible or Warrant-bearing Preferreds

About one-fourth of all preferred shares are convertible into the
common stock of the company at the option of the individual stock-
holders. This privilege permits the preferred holder to participate
more fully in the company’s success if it succeeds but to retain his
preferred position otherwise. Very seldom does the company have
the option to compel conversion.

Corporations sell convertible preferreds in order to attract money
at lower dividend rates than would otherwise be possible. Also, this
may be a means of obtaining new common stock capital in the long
run, for the preferred stock will tend to be converted into common
whenever conversion offers an opportunity to obtain higher divi-
dends on stock having at least as much market value or a higher
market value with no reduction in dividend income. Convertible
preferreds have been very popular with investors since 1934, for the
combination of senior rights to income plus opportunity to convert
to common stock in case of price-level inflation seems to meet a
definite need. In fact, this popularity is so great that preferreds with
options to convert into common stock at prices far above current mar-
ket values usually sell at higher prices and yield much less than com-
parable ordinary preferreds.

Convertible preferred shares are usually exchangeable for com-
mon shares in amounts indicated in the corporate articles. In most
cases the ratio of exchange—the number of common shares received
for each preferred share—decreases through the years, and in some
instances the conversion right lapses altogether after a time. If the
stock is both convertible and callable, the stockholder may usually
exercise his conversion option after he receives notice of a call but
before the payment date.

Conversion rights should be protected against dilution. The cor-
poration’s articles should specify that, if the value of the common
stock is altered by splits, stock dividends, mergers, or rights, the con-



104 INVESTMENTS

version terms will be proportionately adjusted. Sometimes the prob-
lem of rights is solved by offering them to convertible preferred
stockholders and to common stockholders simultaneously.

Instead of making a preferred issue convertible, some corporations
have attached common stock purchase warrants to their preferred
certificates. These can be detached and submitted with a check for
the indicated amount to buy new common stock. When such war-
rants are valuable, contracts for the purchase and sale of preferred
must stipulate whether the stock is to be transferred with warrants
or ex-warrants.

Participating Preferreds

A few preferred issues are made participating, which means that
in case other stockholders get large dividends or special benefits the
preferred participates in them also. For example, the Southern Cali-
fornia Edison Company’s Original Preferred has a preferential right
to a b per cent cumulative dividend; but in case any other stock
issued by the company gets a larger dividend or a special disburse-
ment (including rights) the Original Preferred gets an equal rate.
A more common type of provision is found in the case of the Kelsey-
Hayes Wheel Company, whose Class A (preferred) stock has a prefer-
ence to cumulative dividends of $1.50 per share per annum; but after
the Class B (common) stock has also received $1.50 in any year, any
additional dividends must be paid on all shares alike. The terms un-
der which preferreds participate vary greatly.

Participation frequently extends to the matter of asset distribu-
tion, if the corporation is liquidated. In the case of the Kelsey-Hayes
stocks, the Class A has a preference to $35 per share; but after Class
B has also received $35 per share, all remaining assets are divided
equally among all shares.

Par Values

Most preferreds have par values, even when the issuing company’s
common stock is no par. In such cases the asset preferences, call
prices, and dividend rights are usually calculated as percentages of
the par value. But there is no necessary relationship between these
basic rights and par values. For example, Tide Water Associated Oil
Company has a no par preferred which is entitled to cumulative divi-
dends of $3.75 per annum, is callable at $107, and would receive
$100 in involuntary liquidation. Again, Capital Administration



PREFERRED STOCKS AND THEIR VALUE 105

Company, Ltd., has a $10 par preferred which receives a $3 cumula-
tive dividend, is callable at $55, and would get $50 in involuntary
liquidation. It seems reasonable to conclude that par values are not
fundamentally significant investment attributes.

Sinking Funds

A considerable number of preferred issues obligate the corpora-
tion to purchase and retire some of the shares annually. The amount
to be retired may be fixed at a definite sum, or it may depend on the
sales volume or earnings. It may be a large amount or a relatively
small one. Usually there is provision for selecting shares by lot, to be
redeemed at the call price, if the corporation cannot buy them on
the open market at or below the call price. Sinking funds are impor-
tant to the investor because they progressively reduce the number of
preferred shares outstanding and thus improve the security behind
those remaining. Sinking fund purchases also help to sustain the
price of the stock on the market.

The corporation is not under any inflexible legal obligation to
pay into a preferred stock sinking fund. The usual provision in the
articles requires the stipulated sinking fund to be provided after
payment of the preferred dividend but before payment of dividends
on any lower ranking class of stock. Unpaid sinking fund install-
ments may or may not cumulate.

Restrictions on Common Dividends

In recent years it has become common practice to write into the
corporate articles certain limitations on dividends to common stock
and on disbursements to repurchase common stock, to be effective
during the time that the preferred stock is outstanding. These limi-
tations usually forbid such outlays except when (1) the corporate
working capital exceeds a stated amount and (2) the accumulated
earned surplus exceeds a stated amount. Such restrictions add sub-
stantially to the quality of the preferred stock, for they prevent the
weakening of the business by payment of ill-advised dividends on
the common.

Accumulated Preferred Dividends

When a corporation is compelled to omit preferred dividends for
several years, the amount of unpaid accumulations is often large
enough to pose a serious problem. Efforts to pay current dividends
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and several years' arrears in a short period would drain working
capital severely; and a conservatively slow payment program would
tax the patience of junior preferred and common stockholders. Cor-
porate managements are therefore likely to try to settle large divi-
dend arrearages by offering the stockholders new securities, if an
acceptable plan can be found. Small arrearages are usually paid up
in cash.

If a substantial dividend arrearage is to be settled by issuance of
new securities, it is usually not best to do it by simple declaration of
a dividend payable in the new securities, for two reasons. In the first
place, such a dividend need not be accepted in lieu of cash by any
stockholder who does not wish to do so, and inevitably some would
refuse; thus not all the arrearages could be cleared. Second, the value
of the new securities distributed as a dividend would be taxable in-
come to the stockholders.

The method of settling large preferred arrearages commonly in-
volves some such procedure as the following: (1) After earning
power is sufficiently recovered to make the project feasible, a formal
“plan of recapitalization” is adopted by directors and stockholders.
(2) The corporate articles are amended to create a new class of pre-
ferred stock superior in priority to the existing preferred. (3) Divi-
dend payments are announced on the new prior preferred but not on
the old preferred. (4) Old preferred holders are offered the option
to exchange their shares for an equal amount of new prior preferred
plus some extra new preferred or common to compensate for the
accrued dividends attached to the old stock. They will do this be-
cause (a) they want dividend-paying stock, (b) the extra stock re-
ceived in lieu of back dividends is not taxable as income, and
(¢) the new preferred will be prior in claim to the old. (5) After a
year or two, when the exchanges have been largely completed, the
arrears can be paid up on the remaining old preferred, and regular
dividends may then begin on it and the common.

There are infinite variations to this general plan for eliminating
dividend arrears. Sometimes several classes of stock are involved, and
sometimes the privileges or dividend rates of the new preferreds
differ from the old. Sometimes the recapitalization is not consum-
mated by voluntary exchange of stock but, instead, becomes manda-
tory upon all stockholders when approved by the requisite majori-
ties. In general, it may be stated that the recapitalization plans of
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the past few years have been approved by heavy majorities of pre-
ferred stockholders. The plans have seldom been generous to pre-
ferred holders, but usually they have not been excessively harsh.

Fundamental Calculations

There are four basic calculations ordinarily used in indicating the
investment merit of a preferred stock and gauging the reasonable-
ness of its price. These calculations determine (1) the earnings per
share, (2) the adequacy of dividend coverage on the over-all basis,
(3) the asset coverage per share, and (4) the yield.

Earnings per Share

The earnings per share as ordinarily computed on preferred
stocks show the number of carned dollars per share out of which the
preferred dividend may be paid. The figure does not purport to
show how much could legally be paid to the preferred shares. For
example, if a corporation having 100,000 preferred shares outstand-
ing has $1,000,000 in profits left after paying all expenses, interest,
and taxes, the earnings per preferred share would be $10. If the
annual preferred dividend rate is $5 per share, that is the dividend
rate which would be paid; the $10 earnings figure merely indicates
that ten dollars was available where five would suffice.

When corporations have more than one issue of preferred stock
outstanding, it is customary to divide the available profits by the
total number of such shares, if the two issues are of equal priority.
For example, General Motors at year-end 1948 had 1,000,000 shares
of $3.75 dividend preferred and 1,835,644 shares of $5 dividend pre-
ferred. The corporation had $440,447,724 in profits in 1948; divided
among the 2,835,644 preferred shares, this indicated earnings of
$155.38 per preferred share.?

But corporations frequently have issues of preferred stock which
rank successively, rather than equally. In such case it is customary to
regard all of the profits as available to the first preferred; dividing

1 For typical examples, see those consummated by Radio Corporation of America in
1936, by Curtis Publishing Company in 1940, by Barker Brothers Corporation in 1936,
and by Armour and Company in 1984.

2 Despite the difference in dividend rate these General Motors shares are regarded
as being equal in claim, since both are no par and their call prices are not far apart.
However, when two equal-ranking preferreds of substantially different par values or
income rights are involved, special arithmetic techniques are required.
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total profits by the number of outstanding first preferred shares pro-
duces the desired figure of earnings per share. The profits available
to the second preferred are those remaining after the first preferred
dividend requirements are subtracted from total profits; this sum is
then divided by the number of second preferred shares. The process
may be illustrated by the figures of the Associated Dry Goods Cor-
poration. This company in 1948 reported profits in the amount of
$6,104,161. There were outstanding 129,204 shares of $100 par first
preferred stock and 56,901 shares of second preferred stock. Dividing
the available $6,104,161 by 129,204 shares produced a figure of
$47.24 earned per share on the first preferred. Subtracting the
$774,720 actually needed for the first preferred dividend left
$5,329,441 of profits available for the second preferred; this
amounted to $93.66 per share on 56,901 shares.

The technical weakness in the earnings per share calculation is
apparent in the Associated Dry Goods illustration. Because the num-
ber of second preferred shares is small, the earnings appear to cover
the second preferred dividend more adequately than they do the
prior requirement. Such is not the case. In fact, the only situation
in which earnings per share are a reliable index of preferred stock
quality is one in which the corporation has no significant interest-
bearing debt and in which the calculation is applied to a first pre-
ferred stock only. Despite this limitation, earnings per share figures
are generally reported in leading analytical services.

Dividend Coverage on the Over-all Basis

Analysts desiring a better measure of preferred stock quality than
the earnings per share figure have developed a figure generally re-
ferred to as “times dividend earned, over-all basis.” The computa-
tion involves dividing the business earnings actually available for
the securityholders by the total amount of interest and preferred
dividend requirements. That is, if a corporation had $1,500,000 of
earnings left after paying all operating expenses and taxes, and if its
bond interest required $500,000 and its preferred dividend $250,000,
the total of $750,000 required to meet all prior requirements and
the preferred dividend would be earned 2.0 times. Obviously, this
computation could be easily adapted to measure the coverage for a
second preferred stock also. If a second preferred requiring another
$250,000 of annual payments existed in the above case, it is apparent
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that $1,000,000 annually would be needed to meet interest and both
preferred requirements. That sum divided into the $1,500,000 actu-
ally available indicates a coverage of 1.5 times for the second pre-
ferred as compared with 2.0 times for the first preferred.

The logic of this method is supported by the tact that the earning
power of a going business is properly measured by what it can earn
for its investors after payment of operating expenses and taxes.®
After all, interest payments on bonds are normally part of the earn-
ings from business operation, regardless of accounting definitions.
If these earnings are applied first to the payment of interest, then to
a first preferred dividend, and then to a second preferred dividend,
the adequacy of the earning power to meet each requirement is
properly measured by checking to see how many times over all the
cumulative required sum is earned.

In comparing the quality of preferred stocks in similar concerns
in similar industries, the “times dividends earned” figure is a good
one. In comparing preferreds in different industries, however, it is
necessary to bear in mind that the amount of available earnings
fluctuates far more in some industries than others. In the electric
power industry a preferred whose requirements are earned two times
over all in the average year is of investment grade; but in the steel
or railroad industries such a preferred would be rated little better
than fair, for the earnings would doubtless fall below the preferred
dividend requirement in bad years.

Assets per Share

A figure showing net assets per preferred share, or book value per
preferred share, is of value in some instances. It is computed by
taking the net assets after depreciation and other allowances, sub-
tracting all debts, and dividing the remainder by the number of
preferred shares outstanding. The result indicates the book value of
the net assets available to support each preferred share. The compu-
tation may be adapted to a situation involving more than one class of
preferred stock by procedures similar to those used in computing
earnings per share. The book value idea is useful in indicating

3 Some lapse of logic may be detected in that this method treats the entire income
tax as an expense prior in claim to the bond interest, instead of as an addition to the
sum required for dividends on each successive class of stock. However, orthodoxy and
convenience combine to recommend the technique here indicated.
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whether earnings depend on solid assets or chiefly on the intangibles
of good will and going-concern value, and it is highly significant in
investment companies and other concerns dealing in securities and
receivables; but it is open to all of the criticisms noted in connection
with the book value of common stocks.

Yield

The yield of a preferred stock, measured by expressing the annual
dividend rate as a percentage of the price of the stock, is fundamental
in gauging its attractiveness for investment. In fact, the yield and
the quality of the stock are the main determinants of its attractive-
ness. In the case of common stocks it is customary to give great atten-
tion to undistributed earnings, which are reinvested to improve fu-
ture earnings, and to the possibility of market profits; but since these
factors are not usually of prime importance to preferred holders, the
yield and quality (certainty of payment) factors receive greater em-
phasis.

Table 8 provides an indication of the relationship between qual-
ity, as evidenced by over-all dividend coverage, and yield. The sta-
tistics in the table are not perfect, since they are based on 1947
earnings without any reference to future prospects, but their impli-
cation is clear.

Table 8. Earnings Coverage and Yield on Utility Preferreds

Times dividend Yield on
Stock earned, over-all | market price,
basis, 1947 12/31/47
Connecticut Light & Power $2.00. . 2.80 4.19,
Consolidated Gas, E. L. & P., Balti-
more 49, . R 2.72 40
Pacific Gas and Electric 6%. . 1.93 4.3
Southern California Edison 4.329, 1.66 4.3
South Carolina Electric & Gas 57 1.59 58

Investment Position of Preferred Stocks

Prior to the stock market boom of 1927-1929 preferred stocks
were regarded as the small investors’ province. They were widely
held in comparatively small blocks. However, the situation now
seems to be changing, at least with respect to the better grades of
preferreds. The better grades are now sought by insurance com-
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panies, endowed institutions, trustees, and other conservative large
holders who want security and a reasonable income. Lower grade
preferreds are still sold to members of the general public who are
willing to bear speculative risks for a somewhat higher return.

The slow change which is taking place in the ownership of high-
grade preferreds may make their market steadier and more similar
to the bond market than has been the case in times past. However,
high-class preferreds have always been reasonably resistant to market
fluctuations, as is indicated by the price ranges shown in Table 9.
Lower grade preferreds are inclined to fluctuate violently in price,
almost as much as common stocks of similar quality. The very low
prices recorded for the Armour and Company and Kelsey-Hayes
Wheel preferreds during the 1937-1945 period shown in Table 9
were the result of temporary dividend omissions, coupled with a de-
pressed stock market. This was a characteristic performance, which
will no doubt be repeated with these or other stocks in future market
slumps. The very high price reached by the Armour stock in 1945
and 1946 reflects not only the return of prosperity to the company,
but also the imminent payment in cash of substantial dividend ac-
cruals.

Table 9. Extent of Price Fluctuation in Preferred Stocks of Different

Qualities
» 3 ),

Stock and call price Quality 1;;‘:;7?;;5;’ f ”tleoj;;ﬂge’
American Can Co. $7.00 (N.C.) Best 199-150 |{21014-184
International Harvester $7.00 (N.C.) Best 193-138 202-175%4
National Lead Co. $7.00 (N.C.)... Best 19915-145 207-178
Consolidated Edison $5.00 (105) Excellent 110-78 10934-10514
Pacific Gas and Electric $1.50 (N C.) Excellent 46-1514 | 4734-36
U.S. Steel $7.00 (N.C.) . Excellent 160-9134 166-142
Tri-Continental $6.00 (110). Good 11214-5614 114-105
Armour and Company $6.00 (115). .. Fair 12714-28Y4 139-112
Kelsey-Hayes $1.50 35) . ... ... Fair 3515434 3415-191%

The prices and dividend rates in the table indicate that the best

preferred stocks yield about one-third more than the best corporate
bonds, while poorer ones may yield as much as speculative common
stocks. Preferreds which suspend or appear likely to suspend divi-
dend payments usually drop drastically in price; dividend stability
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seems much more important in preferred stocks than in common is-
sues. This principle is illustrated by the decline of the Armour pre-
ferred to 50 in early 1949, when working capital problems and an
earnings deficit forced suspension of dividends.

A considerable number of investment analysts believe that pre-
ferred stocks are not suitable investments for most people who hold
them. Their arguments usually include the following statements: (1)
Preferred stockholders bear ownership risks with only a limited re-
turn available if the business succeeds. (2) Preferred holders can
lose their capital, but the chance of market appreciation is severely
limited, unless the stock is bought speculatively on a very low mar-
ket. (3) Preferred holders have no legally enforcible right to divi-
dends. (4) Accrued dividends are seldom settled in a fully satis-
factory way. (5) Price instability is far greater in a preferred stock
than in a bond yielding only moderately less. The obvious implica-
tion of these statements is that there is no reasonable compromise
between the creditor position of a bondholder and the residual owner-
ship position of the common stockholder. This is hardly a conclusion
which can be accepted unqualifiedly; there are many cases on record
in which the priorities of preferred stockholders have saved them
from substantial losses which have fallen upon the common stock-
holders. However, there do seem to be many preferred shares in
second-grade corporations which sell in good times at prices out of
proportion to the limited benefits they can confer, in view of the
risks to which they are subject.

The author is convinced that many people who require a steady
income of somewhat larger amount than can be had in high-grade
bonds might do well to consider preferreds. The preferreds will fluc-
tuate a little in price, so they should not be regarded as completely
liquid assets, and they should be purchased only at times when
reasonably satisfactory prices can be had, but their good yields and
dividend stability will justify the effort. Very fine-grade preferreds—
the stocks of large, strong concerns with ample working capital and
long unbroken dividend records, which never encounter serious
earnings deficits, whose average earnings cover the preferred divi-
dend at least 5 times over on the over-all basis in the case of a typical
industrial and 2.5 times or better in a utility—can usually be bought
to yield rates about midway betweeén those of the best corporate
bonds and the best common stocks.
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Slightly lesser grades of preferreds, such as those labeled “excel-
lent” in Table 9, will yield about as much and fluctuate about as
much as the best grades of common stocks, but as compared with
commons they are easier to evaluate as to fairness of price and offer
greater dividend stability. They also offer substantial assurance
against the ultimate losses of principal which so many investors sus-
tain in common stocks. Industrial preferred stocks of this quality
would typically cover their dividend needs 3.5 times on an over-all
basis in an average year, and utilities would cover theirs 1.75 times.
Naturally, this applies only to large, strong, established companies
with good records.

Lesser grades of preferred stocks tend to behave much like com-
mon stocks in the market, fluctuating with the speculative tides and
with the quarter-by-quarter business progress of the issuing com-
panies. In such cases the nature of the industry and the competitive
position of the company are of great importance to the investor.
Naturally, the legal position of the preferred, as respects call price,
convertibility, and other special details, will be important in all
cases.

Guaranteed Stocks

The railroad, telegraph, and certain other industries afford in-
vestors a considerable number of “guarantced” stocks. These are
stocks whose dividend payments are either guaranteed by a parent or
affiliated company or are contractually paid as a lcase rental by the
guarantor corporation. The latter type is the most common. In these
cases the guarantor has leased the entire property and business of the
lessor concern and has agreed to pay as a lease rental all operating ex-
penses, maintenance costs, taxes, interest, and a stipulated dividend
on the lessor’s stock. The legal arrangements vary greatly as to tech-
nical details and duration, but most such leases run for very long
periods.

Guaranteed stocks may originally have been either common or
preferred, but if their dividends under a contract are guaranteed and
fixed in amount, the preferences will be immaterial for the life of the
contract. If the guarantor is financially strong and the contract has
many years to run, any guaranteed stock is of good quality. If the
guarantor is not strong or if the contract is nearing completion, the
future of the guaranteed stock may depend on the earning power of
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the property and on the capital structure of the property-owning
corporation.

Most guaranteed stocks are products of the railroad and telegraph
merger era, from 1875 to 1914. By modern standards they are rela-
tively small issues. Most of them are traded over the counter, and
apparently trading is not active. A few of the larger issues, such as
Northwestern Telegraph Company (guaranteed by Western Union
Telegraph) and Cleveland & Pittsburgh Railroad Company (guaran-
teed by Pennsylvania Railroad), are listed on the New York Stock
Exchange. Needless to say, some guaranteed stocks are of prime qual-
ity and some are very speculative.

QUESTIONS AND PROBLEMS

1. Would it be legal to issue a preferred stock which is preferred as
to income but not as to assets? (Note: Investigate the Midland Stcel
Products Co.’s $2 preferred.)

2. How would you determine the protective features of the law of
Delaware, as they apply to preferred stock? What manner of provision
might be there?

3. If you owned a preferred stock, and the management proposed a
very unjust recapitalization plan, and a majority of the other preferred
stockholders voted to approve it, could you do anything about it? In this
case would therc be any advantage in investing in a large issue, whose
holders would be sure to include some competent and well-financed large
holders, trustees, and institutions?

4. Where would you look to find out about such things as call prices,
cumulation of unpaid dividends, voting power, and the like?

5. Look up the essential charter provisions of Glidden Company $2.25
preferred, American Car and Foundry Company $7 preferred, U.S. Steel
preferred, Empire District Electric Company preferred, and Union Pa-
cific preferred. Do you think that investors should ever buy preferred
stocks without studying these provisions?

6. Why would anyone ever pay more than the call price for a pre-
ferred stock?

7. Would you care for a convertible preferred if you thought the in-
flation was over and that stock prices in general should not rise much in
the next few years? Why?

8. Do stock purchase warrants attached to preferred shares need pro-
tection against dilution? How could it be done?

9. Are par values fundamentally important to preferred share-
holders? Why not?

10. If you held 100 shares of a 1,000,000-share preferred issue which
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you knew to be high quality, would you regard a sinking fund p.ovision
requiring the company to retire 10,000 shares annually as of any particu-
lar importance?

11. What kind of dividend restrictions might be imposed on common
stock for the benefit of the preferred? Why is this done?

12. Would you regard a chance to buy a medium-grade preferred with
4 years’ accumulated back dividends at 70 per cent of par as a bargain?

13. Describe the preferred stock recapitalization plan worked out by
Armour and Company in 1934. Was it a tfair plan?

14. The earnings per share on Amecrican Tobacco $6 preferred were
reported as $83.33 for the year 1948. What dividend did the stock reccive?

15. Assume that an imaginary Million Dollar Corporation earned
$1,000,000 in 1948 after payment of all expenses and taxes. If it had out-
standing $10,000,000 of 3 per cent bonds, a 100,000-share issuc of $3
dividend First Preferred, a 50,000-share issue of $3 dividend Second Pre-
ferred, and 100,000 common shares, what were the earnings per share on
the First Preferred? On the Second Preferred? Which is the best quality
stock? Prove this.

16. If the First Preferred was good enough in quality to sell on a b per
cent yield basis, what would its price be? If the Sccond Preferred yielded
7 per cent, what would its price be?

17. List a number of criteria, both legal and economic, which would
cnable you to classify a preferred stock as high quality.

18. Which is the strongest sccurity, a guaranteed common stock or the
preferred stock of the guarantor?

19. Look up the common stock of the Northwestern Telegraph Com-
pany (a guaranteed stock) and see if you can tell why the price is so low.
Compare its quality with that of the Southern Railway Mobile & Ohio
Certificates and with the Cleveland & Pittsburgh Railroad 7 per cent
guaranteed stock.

20. Do you agree with the critics of preferred stocks who say that they
have neither the unconditional promise of a bond nor the speculative
possibilitics of a common stock but that they have the major disadvan-
tages of both types?
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Chapter 6: CORPORATE BONDS
AND THEIR VALUE

In essence, corporate bonds are the promissory notes of the debtor
corporation. They are called bonds instead of notes or mortgages
chiefly to indicate that they are part of a mass borrowing arrange-
ment, termed a bond issue, through which the corporation borrows
the sum it needs. Corporate bond issues normally range in amount
from $100,000 to $100,000,000; smaller or larger ones are not un-
known.

All bonds of the same issue are part of a single elaborate bond
contract and will therefore be similar or identical in their terms.
Thus, all of the Socony-Vacuum Oil Company 214s of 1976, which
were sold in amount of $100,000,000, have the same interest rate, ma-
turity date, protective covenants, and other features. Individual
bonds are usually of $1,000 denomination, though an issue may in-
clude some units as large as $100,000 and some as small as $100. In-
terest is usually payable semiannually, though quarterly or annual
payments are sometimes found.

Most bonds are issued in bearer form, that is, payable to bearer.
The bond therefore does not show the owner’s name and may be
transferred to a new owner by the simple act of delivery. At each in-
terest date the owner clips the appropriate printed and dated coupon
from his bond and collects it through his bank, which handles the
coupon in a manner somewhat similar to that used in collecting
checks. In recent years an increasing number of bonds have been sold
in registered form, which means that they are issued to specific
named bondholders and must be returned to a transfer office for re-
issue when acquired by a new owner. Holders of registered bonds
receive interest by check. Bonds registered as to principal only repre-
sent a compromise between the bearer and the fully registered forms;
in this case the bond bears the owner’s name and the principal will
be payable only to the registcred owner, but interest coupons pay-
able to bearer are attached to the bond.

116
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As might be expected in a field where borrowers and lenders are
free to contract on any basis they desire, bonds vary greatly in their
terms. With respect to maturity, the choice ranges from perpetual
bonds, which never come due, to the early maturities of equipment
obligations, which have a term of only a few months. With respect
to pledged security, some bonds are secured by liens on real property,
some by pledge of collateral or chattels, and some are unsecured.
With respect to investment quality, some bonds are superbly certain
and others are highly dubious. With respect to special contractual
features, such as the right of the bondholder to have his bond con-
verted into stock or the right of the debtor to pay off the bond before
maturity, bond contracts are so diverse that an entire section of this
chapter must be devoted to an enumeration of commonly used de-
vices.

Bondholders are creditors, with rights and privileges which are
definitely fixed in the bond contract. They ordinarily have no voice
in the management of the debtor enterprise, and they usually receive
only stipulated interest earnings and the return of their principal at
maturity. Since they are in no sense owners or partners, their rights
are contractual and enforcible at law. If the proper payments are not
made or if other agreements are not fulfilled by the debtor, the bond-
holders’ representatives may take action in court. Remedies may in-
clude a court order forcing the debtor to perform, appointment of a
receiver to administer the business for the benefit of creditors, bank-
ruptcy proccedings, or a foreclosure and sale of property belonging
to the debtor.

The Corporate Bond Contract

There are three partics to a corporation bond contract, the bor-
rowing corporation, the bondholders, and the trustee. The trustee is
a bank or trust company, which is chosen and paid by the corpora-
tion but serves mainly to protect the bondholders. The trustee’s func-
tions usually include (1) countersigning the bonds to assure authen-
ticity, (2) collecting interest and principal payments from the
debtor and distributing them to those entitled, (3) acting as mortga-
gee or collateral holder if the bonds are secured, (4) verifying the
performance of the debtor corporation’s promises on behalf of the
bondholders, and (5) taking legal action on behalf of the bond-
holders if necessary. Obviously, the bondholders cannot usually be



118 INVESTMENTS

parties to the framing of the bond contract, but they adopt its pro-
visions when they choose to acquire bonds.

The contract itself, known as the bond indenture, is a complete
lengthy legal document which constitutes the agreement between
the parties. The bonds themselves are certificates of participation in
this contract. In the indenture the corporation promises to pay prin-
cipal and interest, promises to pay the trustee, promises to pay its
taxes and other debts, and promises to maintain its property and
conduct its business prudently. It will usually also agree not to enter
a merger, sell its property, or change its business greatly, except
under certain conditions; and it may agree to make sinking fund
payments, to limit its indebtedness, and to limit its dividend pay-
ments. The trustee will promise to fulfill his functions faithfully
throughout the entire life of the bond issue. The bondholders agree
to allow certain grace periods in event of default, to abide by ma-
jority rule in certain situations, and to look only to the corpora-
tion's assets, not to the personal assets of directors or stockholders,
for their payments.

The bond indenture will contain many other provisions, includ-
ing: (1) the total amount of bonds authorized to be issued under
the indenture or a statement that the authorized amount is unlim-
ited; (2) statement that additional bonds may be issued in the future
(open indenture) or that the first sale of bonds is the only one per-
mitted (closed indenture) ; (3) statement of the purposes for which
additional bonds may be issued, such as for construction or acquisi-
tion of property; (4) stipulation that all bonds must be of the same
issue or that a series of issues, possibly having different interest rates,
maturity dates, and call prices, may be sold under the basic inden-
ture! (in the latter case each series issue would have a supplemental
indenture detailing its special features); (5) details of the collateral
or mortgage security to be provided; (6) mechanics of interest pay-
ments, registration of bonds, and principal repayments; (7) terms
of special features such as sinking funds, call provisions, and conver-
sion options.

During the depression of the thirties there was complaint to the

1 Pacific Gas and Electric Company recorded its First Refunding Mortgage inden-
ture and sold the Series A issue under it in 1920. Series A through I have now been
retired. Series J through §, all issued in 1941 or later, were outstanding in July, 1949

They all have different maturity dates and call prices, and all pay 314 per cent or less
interest instead of the 314 to 7 per cent paid by predecessor series.
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effect that bond indentures did not sufficiently protect the bond-
holders’ interests and that bond trustees were too slow in acting
when defaults occurred. Under the provisions of the Trust Inden-
ture Act of 1939, which is one of the series of Federal reform meas-
ures known as the Securities Acts, new bond issues must avoid these
faults. The trustee must be financially independent of the debtor,
and vigilance and positive action must be made obligatory on the
trustee by the terms of the indenture.

Secured and Unsecured Bonds

Creditors often find it advantageous to have a legally enforcible
lien on the property of a corporate debtor, so that in case of default
they may have prior rights secured by that property. Such liens have
no function unless default occurs, hence add little to the attractive-
ness of bonds sold by very strong borrowers such as the American
Telephone and Telegraph Company. However, the economic tur-
bulence of the thirties has proved that moderately good borrowers
can quickly become weak ones, in which case a prior claim is su-
perior to an unsecured one.

In modern practice a corporate enterprise is seldom liquidated
when business disaster forces it to default on its debt. Instead, the
corporate properties are placed temporarily in the possession of a
trustee in bankruptcy while the corporation is “reorganized.” Re-
organization consists of (1) determining what amount of bonds and
stocks the future earning power of the firm will support, and (2) dis-
tributing these new securities to the old securityholders in order of
priority. Creditors who have liens on a sufficient amount of valuable
and profitable corporate property will get full value in new securi-
ties. Creditors who have liens on property of insufficient value, or
who have second liens, may get lower grade securities in whole or
part. Unsecured creditors, preferred stockholders, and common
stockholders will get progressively less favorable treatment, each
group in turn, and some groups may get little or nothing.

A second advantage in a well-secured position is experienced if
the corporation pays interest during the bankruptcy proceedings.
Sometimes a corporation is placed in bankruptcy because it cannot
meet a large maturing debt or because it cannot pay all of its interest
and rent obligations during a time of poor earnings. In that case,
even while the bankruptcy trustee is in charge, there may be earn-
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ings sufficient to pay some interest. If interest is to be paid, however,
it will be paid only to claimants who are so well secured that the
ultimate bankruptcy adjustment would have to pay them anyhow.
Such situations are not uncommon.

In the event that it seems best to liquidate a defaulting corpora-
tion instead of reorganizing it, lien-protected bondholders will have
first claim to the sale procecds of the property covered by their liens
and a prorata share with other creditors in a general claim against
all corporate assets for any uncovered balance. In this case the bond-
holder will often be better off if his lien covers assets which are not
single-purpose assets but, instead, are gencrally useful to other firms
and other industries, hence salable at a good price.

Mortgage Security

The most common method of providing security for a bond issue
is to mortgage some or all of the corporation’s property for the pur-
pose. This is accomplished by a trust deed, which gives the bond
trustee a lien on the property. Bondholders formerly preferred
mortgage-secured bonds issued under a closed indenture, but experi-
ence has shown that this leads to an undesirable proliferation of in-
dentures and liens and occasionally to difficulties in financing ex-
pansion, if all available property is already encumbered. Also, the
problem of determining the quality and relative priorities of bond
issues secured by different portions of the same corporation’s prop-
erties was frequently a baffling one.

The modern trend is toward large open indentures secured by
mortgages covering all or most of the debtor corporation’s property.
If bonds of different qualities are desired, any number of open in-
dentures ranking in sequence may be created, for example, one se-
cured by a first mortgage, one secured by a second mortgage, and
one unsecured. Fach indenture may then provide for successive series
of bonds to be issued under it, when the corporation needs the
money. All series issued under the same indenture would have equal
priority.

Mortgage-secured open indentures usually also carry an after-
acquired property clause, which obligates the corporation to bring
under the mortgage all property acquired subsequent to the date
thereof. This clause is intended to assure the bondholders that their
lien will cover new and added property as it is acquired, not just
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the depreciating original assets. While clever attorneys have devised
ways to defeat the clause—for example, property can be bought sub-
ject to an existing mortgage, or subsidiaries can be set up to acquire
and mortgage the new property, or a purchase money mortgage can
be created,® or after a merger the successor corporation can deny that
the clause applies to it—most corporations comply with it faithfully.
Also, modern indentures often specifically obligate the debtor cor-
poration not to use these evasive devices.

In order to prevent reckless issuance of bonds under an open ‘in-
denture, the authorization of new bonds is often forbidden except
(1) to obtain money to retire equally secured or better secured
bonds, (2) to finance not over 75 per cent of the cost of new property,
and (3) to obtain a very limited amount of working capital. This
latter provision is for use in emergencies. Additionally, the new
bonds are often forbidden in any case unless the corporate earnings
during the past three or five years have been adequate to cover the
total proposed interest charges by a safe margin.

Mortgage bonds are said to have either senior or junior liens, de-
pending on the priority of their claims. The senior liens are those
which have the most advantageous positions. They include first mort-
gage bonds, such as the Chicago and North Western Railway First
3s of 1989; purchase money mortgage bonds, which take senior rights
against property acquired with the bond proceeds, even though an-
other indenture contains an after-acquired property clause; and
prior lien bonds, such as the Missouri-Kansas-Texas Railroad Prior
Lien 4s of 1962, which were given a preferential position as a part
of a reorganization plan. It is also customary to class as senior bonds
certain apparently junior issues, which are really well secured be-
cause of the adequacy of the mortgaged property, because the pre-
ceding lien is small in amount, because prior liens previously out-
standing have been retired, or because the issue in question has a
junior lien on part of the property and a first lien on other parts. For
example, the $49,000,000 Pennsylvania Railroad Consolidated Mort-
gage 414s of 1960 are now junior to only $2,000,000 of prior bonds,

2 A purchase money mortgage is one which is given to the seller as part of the
payment for newly purchased property or one which is given to a lender who provides
the money to pay the seller. In either instance the purchasing corporation acquires the
property subject to the purchase money mortgage, hence cannot give its old bonds a first
mortgage on it.
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other senior claims having been retired. Since their mortgage covers
property of ample value, these bonds are regarded as senior claims.

Junior bonds are those whose claim is subordinate to a first lien on
the property. They may be either secured or unsccured. The lien
status of junior bonds is often clearly defined in the bond title, as is
that of the Chicago, Indianapolis & Louisville Railway Second 41/4s
of 2003. But corporations otten dignily the position of junior issues
by other labels such as general, ov consolidated, or fust refunding,
or first leasehold. All relunding mortgages are likely to be originally
junior mortgages; their function is to secure new bonds which will
provide money as needed for expansion and for retirement of cxist-
ing scnior bonds. They may eventually become senior bonds, but
the wise investor will appraise them on the basis of their immediate
position rather than on their expectations.

One form of junior bond which should be understood by all bond
buyers is the leasehold mortgage bond. Such bonds are commonly
used to finance the construction of office buildings, hotels, apartment
buildings, and other structures erected on leased land. The debtor
corporation first leases the land at long term trom a fee owner, agree-
ing to pay all taxes plus a lease rental; then it mortgages its lease
plus the building it plans to ercct, as sccurity for first leasehold mort-
gage bonds. It the rental income from the building proves sufficient
to pay the expenscs, taxes, land rental, and principal and interest on
the bonds, all will be well; but it the building earns less than ex-
pected the bondholders may lose, tor operating expenses and taxes
must be paid and if the landowner is not paid he can repossess his
land and the attached building together. Thus a leaschold mortgage
is clearly a junior lien. If trouble develops, the bondholders may
have to forego their interest, take over the ownership, or even pay
the ground rent, to save their investment.

Collateral Security

Bonds which are secured by deposit of other bonds and stocks are
termed collateral trust notes or collateral trust bonds. 'The pledged
securities are generally assigned and delivered to the trustee of the
collateral trust bonds, but the rights to receive the income and to
exercise the voting powers of the pledged securities are usually re-
tained by the debtor corporation. The pledged collateral may consist
of (1) stocks and bonds of subsidiary and affiliated corporations,
(2) stocks and bonds held as investments, or (3) portions of closed
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or limited senior issues of the borrowing corporation. In every in-
stance, the relative quality ol a collateral trust bond will be judged by
the adequacy and quality of the deposited collateral.

Collateral trust bonds as a class did not perform very satisfactorily
for investors between 1925 and 1935, chiefly because the device was
ideal for use in much of the reckless and ill-advised finance of that
period. Loosely drawn indentures permitted the withdrawal or sub-
stitution of good collateral, collateral was somctimes vastly over-
valued, and indenture terms were not carefully obscrved. But previ-
ous misuse of a sound device is not necessarily a good rcason for
mistrusting it now; many completely satisfactory collateral trust
issucs arc outstanding, such as the Potomac Fdison Company 3s ol
1974 and the Philadelphia Company 414s of 1961, and the collateral
trust method scems as reliable a method of providing security as any
other.

Chattel Security

The only common use of chattels for bond security is found in the
widespread practice of financing locomotives, railway cars, busses,
large trucks, and similar equipment by selling serial notes or certifi-
cates secured by them. Equipment obligations, as such securities are
called, have an enviable record for soundness and are usually bought
by banks and insurance companies on a low yicld basis.

The usual equipment purchase transaction requires the purchas-
ing concern to make a down payment of 15 to 25 per cent of the cost.
The balance is financed by the sale of equipment obligations which
are sccured by the equipment itsclf. The cquipment obligations
will be arranged to maturc a few at a time over the next 5 to 15
years, so that interest and principal can be paid conveniently as the
cquipment is used. Maintenance of the equipment is the obligation
of the purchaser.

There are two well-known legal arrangements for handling equip-
ment obligations. Under the most common Philadelphia, or equip-
ment lease, plan the legal title to the equipment is placed in the
trustee. The equipment obligations are not bonds, but certificates of
beneficial interest, each entitled to semiannual dividends and to prin-
cipal repayment at a stated date. The trustee leases the equipment to
the purchaser for a rental sufficient to meet the scheduled dividends
and maturities, and upon retirement of the last certificates the equip-
ment is given unconditionally to the purchaser. Under the New
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York, or conditional sale, plan the trustee receives the equipment
from the manufacturer and sells it to the purchasing corporation in
return for a series of equipment trust notes. These notes are interest-

$1.705.000

Chicago. Milwaukee, St. Paul and
Pacific Railroad Company

2%% Equipment Trust Certificates. Series KK
(Philadelphia Plan)

Tomarure each April 1 and Octaber 1, 1953 t0 1962, tn smounts as Listed below,
Semi-annual dividends April 1 and O:tober 1

To Fe uncomditionally guarantced as to payment of par value and divie
dends by Chicago, Milwaukee, 8t Paul and Pacific Railvoad Company

These Certificates are to be 1ssued under an Agreement to be dated as of October 1, 1949,
which will provide for the issuance of $4,%00,000 par value of Certificates to be secured by
nine 4500 H P and one 1500 H P Dhesel freight locomotives, three 1000 H P Diesel road
switching locomotives, one 2000 H P Diesel transfec locomotive and ten 1000 H P. Dresel
switching locomotives, all estimated to cost approximately $6,000,000.

AMOUNTS., MATURITIES AND YIELDS
(aecrued dividends 1o be added)

$25,000 Apr.1,195% 1607% $150,000 Apr 1,1958 215%
15,000 Oct 1,1953 165 145,000 Oct 1, 1958 2.20
50,000 Apr 1,1954 170 110,000 Apr.1, 1959 225

20,000 Oct 1,1954 150,000 Oct 11,1959 230

B
prgvy

VR
2833

P
=]

150,000 Apr 1, 1955
140,000 Oct 1, 1955
50,000 Apr 1,195
40,000 Oct 1, 1956
50,000 Apr. 1, 1957
40,000 Oct. 1, 1957

150,000 Apr 1,1960 233
150,000 Oct 1, 1960 2
35,000 Apr 1,1961 2
150,000 Oct 1, 1961 2
35,000 Apr 1,1962 2
50,000 Oct. 1,1962 2

Dclicry em ov about October 24, 1049

Harris, Hall & Company

(Incorporsted)

Blair & Co., Inc. Equitable Securities Corporation
Phelps, Fenn & Co. Schoellkopf, Hutton & Pomeroy. Inc.
Robert W. Baird & Co. Hayden. Miller & Co. Weeden & Co.
Incorporatad Incorporated
Adams & Peck William Blair & Company
Kebbon. McCormick & Ce. Martin. Burns & Corbett, Inc.

CHarT 4. Newspaper advertisement of October 17, 1949, offering equipment ob-
ligations for sale to the public.

bearing and of serial maturities; when sold to investors they provide
the money to pay the manufacturer. When the notes are paid off by
the purchasing corporation, the conditional sale becomes final and
complete.

The good record of equipment obligations is probably due to
(1) the fact that the equipment is essential and must be retained at
any cost by the purchaser; (2) the mobility of the equipment, which
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makes repossession easy; (3) the gradual improvement in the se-
curity, since the debt is liquidated faster than the property depreci-
ates; and (4) the ready salability of repossessed equipment. Re-
ceivers and bankruptcy trustees usually pay interest and principal
installments on equipment obligations even when mortgage bonds
are in default.

Debentures

Debentures are bonds which are not secured by any kind of lien
or pledge. Such bonds would ordinarily be the lowest ranking obli-
gations of a company which also had secured bonds outstanding. For
example, in carly 1948 the $35,000,000 of Illinois Central Railroad
Debenture 434s of 1966 were junior to $207,000,000 of other bonds.
But not all debentures are inferior in rank. The United States gov-
ernment, most of our states and municipalities, and many of our
strongest corporations issue no bonds except debentures. Some great
corporations—such as Socony-Vacuum Oil Co., Standard Oil Com-
pany of New Jersey, and Texas Company, to name but three—pre-
fer to finance with debentures to avoid the nuisance of property
mortgages, but they assure debenture holders of seniority either by
(1) agreeing not to mortgage their property while the debentures
are outstanding, or (2) promising to secure the debentures equally
under any mortgage which may be created. This latter promise,
which is known as the equally secured or ratably seccured clause,
sometimes results in an issue of dcbentures acquiring mortgage se-
curity and ultimate seniority over other bonds.

Features of Bond Contracts

Reference has already been made to the multitude of features
which appear in bond contracts. Several of these are discussed in
ensuing paragraphs. In addition, it seems desirable to review certain
fairly common situations in which bonds are issued jointly by several
debtors, guaranteed by corporations other than the debtor, assumed
by successor corporations, or extended or adjusted by joint agree-
ment between debtor and bondholders.

Maturity Provisions

Most bond issues have definite maturity dates on which all out-
standing bonds are due and payable. These maturity dates are un-
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conditional and may ordinarily be deferred only by individual
agreement between the bondholder and debtor or by a bankruptcy
adjustment. However, a few bond indentures may obligate bond-
holders to accept majority rule in ‘“‘amending” the indenture to
extend the maturity date, if extension is requested by the corpora-
tion.

For the past twenty years the normal life term provided in new
corporate bond issues has ranged from 10 to 50 years. The longer
maturities have been sold by well-established railroad and utility
companies and have usually been high quality, either mortgage
bonds or convenant-protected debentures. The Southern Pacific
Railroad First Mortgage Series F 23/s of 1996 and the Southwestern
Bell Telephone Debenture 234s of 1985 are good examples. How-
ever, the majority of recent rail and utility bond offerings have
ranged from 25 to 35 years’ term. Industrial bonds usually have
shorter terms; 10 to 25 years would be typical. Of these, the shorter
maturities may represent debt which the companies hope to repay
out of earnings or convertible bonds which are expected to be ex-
changed for stock at an early date; or they may be low-quality bonds
which would not sell advantageously at long term. Recent govern-
ment bond offerings have ranged from 90 days to 26 years.

Outstanding issues include old bonds nearing maturity and old
bonds of very long maturity. The latter include many issues sold
prior to 1925 or created in corporate reorganizations, which do not
mature until long after the year 2000. Examples are the New York
Central 5s of 2013 and the Northern Pacific Railway 3s of 2047.

On a minority of bond issues, and notably on equipment obliga-
tions, building bonds, and municipal bonds, the maturities are made
serial. That is, the bonds mature in installments over the life of the
issue. Each bond has its own definite maturity date and bears interest
up to that date, but the debtor is able to pay off the entire issue in
installments planned to suit his own convenience. Serial bonds are
regarded as ideal for borrowing municipalities which wish to amor-
tize debts out of tax revenues and for corporate debtors who expect
to pay out of the earnings of the financed property. Serial maturities
also afford the bond buyer a chance to select a repayment date which
is exactly to his taste. However, they have two patent disadvantages:
(1) the small number of identical bonds (same maturity) outstand-
ing limits the market and tends to reduce the salability of the bonds,
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and (2) the inflexibility of prearranged maturities sometimes em-
barrasses the debtors when business conditions are bad. Despite
these disadvantages the serial maturity idea seems to be gaining in
popularity since the war, especially among industrial concerns seek-
ing funds for expansion. Serials may be secured or unsecured, high
quality or speculative.

Sinking Funds

About one bond issue out of every eight provides for a sinking
fund. This is an arrangement under which the debtor pays annual
or semiannual contributions into a fund designed to retire some or
all of the bonds before maturity. Obviously, this arrangement is not
used on serial issues.

Sinking fund provisions usually require the debtor to make
annual or semiannual payments to the trustee. Each payment may be
a definite sum, or it may be a percentage of the debtor’s gross sales,
a percentage of his net earnings, or some other sum based upon his
ability to pay. The payment may be required in cash, or it may be
optionally in bonds which the debtor has purchased in the open
market. The trustee is usually required to purchase bonds if he re-
ceives cash payments, in order to reduce the outstanding debt; and
if the bonds are not available at a fair price, the trustee is authorized
to select certain bonds by lot. These will then be retired by payment
of face amount plus a small premium, probably not exceeding 5 per
cent.

Sinking funds are found on both high-grade and speculative bond
issues. They may be designed to retire all or a large portion of the
issue by the maturity date, or they may rectire only a small percent-
age of it. In various situations, the sinking funds are intended to
(1) retire the bonds as rapidly as the debtor’s finances will permit,
(2) increase the security behind the bonds by a steady retirement
program, and (3) keep the market buoyant by sending the debtor
or the trustee out to purchase bonds for the sinking fund. Small
sinking fund requirements are sometimes attached to long-term
utility and railroad bonds by regulatory commissions, in order to
compel the company to reduce its indebtedness out of earnings.

There is little disadvantage for the investor in purchasing a sink-
ing fund issue, unless the bonds are callable for sinking fund pur-
poses at unfairly low prices, or unless the sinking fund is so ill-
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PROSPECTUS

Northern States Power Company

(a Wisconsin corporation)

$10,000,000
First Mortgage Bonds, 3% Series due March 1, 1979
Dated March 1, 1949 Due March 1, 1979

The Bonds in the first instance will be in temporary form later exchangeable for definitive Bonds. Temporary
Bonds will be delivered at the office of Halsey, Stuart & Co. Inc., 35 Wall Street, New York, N. Y. Interest
will be payable on March 1 and September 1 of each year at the office of the Trustee in Milwaukee, Wisconsin,
or at the agency of the Company in Chicago or New York. The definitive Bonds will be in coupon form in the
d ination of $1,000, reg ble as to principal only, and in fully registered form in the denominations of
$1,000, $5,000, $10,000 and authorized multiples of 810,000, Coupon and registered Bonds are to be
interchangeable.

The Bonds will be redcemable, other than for the Sinking Fund, at the option of the Companv as a whole at
any time or in part from time to time prior to maturity, upon at least 30 days’ notice, at the principal amount

. thereof plus the regular redemption premiums set forth on page 3 hereof. The Bonds will also be redeemable
upon like notice for the Sinking Fund on June 1 in each year beginning with the year 1950 at the Sinking Fund
redemption prices set forth on page 3 hereof, plus accrued interest in cach case.

THESE SECURITIES HAVE NOT BEEN APPROVED OR DISAPPROVED BY THE
SECURITIES AND EXCHANGE COMMISSION NOR HAS THE COMMISSION
PASSED UPON THE ACCURACY OR ADEQUACY OF THIS PROSPECTUS.
ANY REPRESENTATION TO THE CONTRARY IS A CRIMINAL OFFENSE.

Underwnitin
Price to Discounts an Proceeds to
Public (1) Commussions (2) | Company (1) (3)
Per Unit + 102.75% 0.55% 102 20%
Total $10,275,000 $55,000 $10,220,000

(1) Plus accrued interest from March 1, 1949, to the date of delivery.

(2) In the Purchase Contract referred to herein the Company has agreed to indemnify the several
Underwriters against certain habil in fon wt e R ion 8 an
Prospectus

(3) Beforo deduction of expenscs payable by the Company estimated at $80,000,

The Bonds are offered when, as and if issued and subject to acceptance by the Underwriters, to approval of
counsel, to prior sale and to withdrawal, Ilation or modification of the offer without notice.

The list of Underwriters set forth under the caption “Underwriting”, subcaption
“Underwriters” includes:

HALSEY, STUART & CO. Inc.
DICK & MERLE-SMITH OTIS & CO. WM. E. POLLOCK & CO,, INC,
AUCHINCLOSS, PARKER & REDPATH LAIRD, BISSELL & MEEDS

The date of this Prospectus is March 2, 1949,

Cuart 5. Cover page of prospectus dated March 2, 1949, oftering bonds for sale
to the public.
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designed as to threaten the debtor’s solvency. The latter difficulty is
not often met, but the former is common. See, for example, the Stand-
ard Oil Company of California 23/s of 1966, which were marketed in

1941 at 10214 and were quoted in 1946 as high as 107 but are callable
for sinking fund at 100.

Call Provisions

Bond issues which may be paid off before maturity at the option
of the debtor are said to be callable or redeemable. Most corporate
bond issues are callable, though most state and municipal bonds are
not. United States government long-term bonds are usually callable
during the last two to five years of their terms, but not carlier.

Callable issues may be callable in part or only as an entire issue.
Corporate bonds are usually entitled to a call premium of 3 to 10
per cent if called soon after issuance, but the premium diminishes
and disappears in the last years. This is desirable, since it permits
necessary refunding to be done in advance of final maturity, which
might occur during a depression when refunding was impossible.

There is no advantage to an investor in having a call provision in
his bond. If interest rates fall, the company may retire the bond at a
premium, but he will have to reinvest at lower interest rates. If inter-
est rates rise, the bond will not be called, but he will not gain any-
thing. And always the call price remains as a virtual ceiling to the
market value of a bond, a figure which a purchaser exceceds only at
his peril. For example, the well-sccured non-callable Great Northern
Railway Series D 414s of 1976 were sclling in 1946 at 125; but the
almost identical Secries E 414s of 1977 were selling at 108, because
they were callable at 105.

Conversion

Convertible bonds are those which may be exchanged for stock
at the option of the holder. About one issue in twenty contains a
conversion option. Nearly all conversion options provide for conver-
sion into common stock, though occasionally the exchange is into
preferred stock. Convertible bonds are sold to investors who believe
that the corporation’s position may improve, and who therefore hope
to profit from future conversion, or to people who prefer bond se-
curity but who wish the option of taking stock if inflation reduces
the buying power of bond dollars. Corporations sell convertible
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bonds because they find that they sell more readily or at a lower
interest rate than equally well secured ordinary bonds, or because
they hope to get the bonds converted into stock the next time the
stock market is high.

Bonds may be convertible during the entire life of the issue, as is
the case in the Standard Factors Corporation 4349, Debentures of
1960, or conversion may be available for only a limited time, as in
the case of the Westinghouse Electric Corporation 2.659, Deben-
tures of 1973, which cease to be convertible after July 1, 1958. Usu-
ally the conversion option permits the conversion of a $1,000 bond
into a definite number of shares of stock, as in the above cases; but
variations are found, such as the privilege of exchanging $1,000
American Telephone and Telegraph 234s of 1961 plus $500 in cash
for 10 shares of stock in the company. It is common practice to pro-
vide in the indenture that the number of shares obtainable for a
$1,000 bond shall decline as time passes. For example, a $1,000
bond may be exchangeable for 40 shares during the first five years,
80 shares during the sccond five years, and 20 shares thereafter. In
most cases the conversion terms are such that conversion is unattrac-
tive at the time the bonds are sold but would be profitable if the
stock rose sharply in price; but there is no uniformity on this point.
Consequently, some convertibles are always on the point of being
converted, and some are never near it. Conversion usually takes place
at a rapid rate when the total market price of the shares into which
a bond is convertible is greater than the value of the bond as a bond;
but if the stock is not paying a dividend, conversion will be de-
layed.

It should be noted that convertible bonds have the priorities and
contractual rights common to all bonds, hence should remain valu-
able in a depressed market in which stocks decline sharply. On the
other hand, the bonds should have as great a value in a strong market
as the shares into which they are convertible.

Conversion options are usually elaborately protected against dilu-
tion. That is, the indentures provide that if the company splits its
stock, pays a stock dividend, issues stock under rights, or merges, an
appropriate adjustment will be made in the conversion terms. In-
vestors who buy convertible bonds should make sure that the dilu-

tion provisions are adequate.
Mention should be made of two devices somewhat related to the
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conversion privilege, which are infrequently used with bond issues.
The first is to attach a warrant to the bond. This warrant entitles the
bondholder to purchase for cash a certain number of shares of stock
in the company at his option, at times and prices stated in the war-
rant. The warrant may be detachable, in which case the bondholder
could sell it and retain his bond; or it may be exercisable only by
the bondholder himself. The second device is to make the bond
participating, somewhat after the manner of a participating pre-
ferred stock, so that the bond would get larger interest payments in
case the company had large earnings or paid large dividends.

Income Bonds

Income bonds are bonds on which the payment of interest is man-
datory only to the extent of current earnings. Such bonds are seldom
if ever offered for sale as new financing but are often issued in bank-
ruptcy reorganizations to replace fixed-interest obligations. This is
especially true in cases involving building corporations and rail-
roads.

Sometimes a portion of the interest is mandatory and a portion is
contingent upon earnings, as in the Governor Clinton Company
2s—4s (2 per cent mandatory, 4 per cent if earned) of 1952. Usually
any unpaid portion of the contingent interest accumulates and is
payable if and when carned in the future, though there are many
and various exceptions. Frequently interest on mcome bonds is paid
only once a year. The income bond has the merit of being a realistic
instrument, which will not force a concern with intermittent or
limited earnings into bankruptcy, yet will definitely compel payment
when earnings are available. It is probable that many of the income
bonds arising out of reorganizations between 1935 and 1945 will
prove to be good investments. They are now parts of acceptable
capital structures, have sound indentures, and many have mortgage

security.®

Debt-limiting and Dividend-limiting Covenants
Among the features often found in corporate bond indentures arc
covenants in which the corporation binds itself not to incur addi-

8 The Atchison, Topeka & Santa Fe Railway Adjustment 4s of 1995 were issued in
1906; they have worked out well. Similar hopes may be entertained for new issues such
at Chicago, Milwaukee, St. Paul & Pacific 414s of 2019; the Gulf, Mobile & Ohio 5s of
2015; the Wabash 4s of 1981; and the Erie 414s of 2015.
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tional long-term debt or to pay dividends except under certain con-
ditions. Debt-limiting covenants usually do not prohibit bank loans
or other short-term debt, but they often limit new bond issues to 75
per cent of amounts required to buy or build new fixed assets and
require that total debt be limited to a sum whose interest charges
would have been amply covered by recent earnings. Sometimes cov-
enants attached to the indentures of senior bonds do not limit addi-
tions to junior issues. Any covenant is likely to apply to the sub-
sidiaries of a covenanting corporation as well as to the corporation
itself.

Dividend limitations usually take the form of prohibiting cash
payments except from earned surplus accumulated since the date of
the bonds and at any time when the remaining net working capital
would be less than a stipulated sum. Variations on these limitations
are numerous. Sometimes the limitations apply only to dividends on
common stock and sometimes to all dividends.

Debt-limiting and dividend-limiting covenants are seldom damag-
ing to corporate cfficiency, though they might be if they were too
severc. They do afford the bond investor protection against a specu-
latively minded corporate management and must be regarded as val-
uable to bondholders. However, stockholders who prize continuity
of dividends may not appreciate this bondholders’ advantage.

Modification of Indenture

Considerable numbers of bond indentures now carry provisions
permitting modification of the bond indenture when proposed by
the company and consented to by two-thirds or three-fourths of the
outstanding bonds. Usually these majority-rule modifications may
not alter the principal sum, interest rate, or due dates of either prin-
cipal or interest.

However, any provision of any bond contract may be altered by
private agreement between debtor and creditor. Corporations fre-
qently propose changes in bond contracts when there are no inden-
ture provisions permitting the changes. These changes often extend
the maturity date, for mutual advantage, as was done in the case
of the Illinois Central Railroad First 314s of 1951; or they may make
interest payments contingent upon earnings for a time in order to
avoid defaults. Such private agreements affect only the bonds which
consent to them. The bonds are usually overprinted to evidence the
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changes and are subsequently known as extended bonds, stamped
bonds, assented bonds, etc.

Assumed Bonds

When a debtor corporation sells its assets to another, the succes-
sor firm may by proper declaration assume the bonds and make them
its own. If the debtor is merged into the successor corporation, the
assumption is automatic. In either case the bonds will continue to
bear the name of the original debtor, but they arc fully binding
upon the successor for payment. If the bonds are secured by lien,
the sale of the property or a merger will not affect the lien; it re-
mains in full effect. Thus the Pere Marquette Railway First 334s of
1980 are now the obligation of the Chesapeake and Ohio Railway, a
successor by merger; but they retain their original title and their
original lien.

Guaranteed Bonds

A considerable number of corporate bonds, especially in the rail-
road field, have been guaranteed by firms other than the debtors.
Some of the guaranties assure payment of both principal and in-
terest, some assure interest only. The guaranty may be extended to
enable the guarantor’s subsidiary to borrow at lower interest rates,
as has been done for the bonds of the Cincinnati Union Terminal by
the railroads which own the terminal company’s stock; or it may be
extended as part consideration for a lease of the debtor’s property,
as in the case of the FEl Paso and Rock Island Railway 5s of 1951,
guaranteed by Southern Pacific Company. An effect somewhat sim-
ilar to a guaranty is achieved when a lessee company agrees to pay a
long-term rental which is more than sufficient to service the lessor’s
bonds: this is illustrated by the Northern Central Railway bs of 1974,
which are serviced from lease rentals paid by the Pennsylvania Rail-
road.

A guaranty or a lease contract will add strength to a bond if the
guarantor or lessee is financially powerful. However, the legal effects
of guaranties and lease contracts are not usually so potent as those of
outright assumptions, and an assumption undertakes only an un-
secured obligation. Consequently, many guaranteed or lease-assured
bonds are strong because of their own lien security rather than be-
cause of guaranty or lease.
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Bond Terminology

Corporate bond issues are commonly given titles which undertake
to describe the terms of the contract. Thus, promissory instruments
running 5 years or longer are bonds or debentures; shorter ma-
turities are notes. An equipment obligation (Philadelphia plan)
may be a trust certificate. To identify the type of lien, the words
mortgage, leasehold mortgage, collateral trust, and secured are used;
for further clarification, adjectives such as first, second, refunding,
consolidated, general, divisional, prior, and adjustment may be used
singly or in combination. To describe the pledged property, such
words as bridge, terminal, or equipment may be included. Addi-
tionally, such descriptive terms as income, sinking fund, purchase
money, extended, series, serial, participating, and convertible are
used.

Since a bond title conventionally includes the corporate name, in-
terest rate, and maturity date, a not unusual bond is described as
Chicago and North Western Railroad Second Mortgage Convertible
Income +14s of 1999. Another is Shawinigan Water and Power Co.
First Collateral Trust Sinking Fund Series N 3s of 1971.

Computation of Bond Yields

As has been previously noted, the yield on any investment is one
of the determinants of its attractiveness. This is especially true of
bonds. Yet the concept and the calculation of bond yields are both
difficult.

A bond usually promises payment of a definite principal sum on
its due date, plus interest at a stated rate on that maturity value dur-
ing the interim. Thus, a $1,000 4 per cent bond due in 1968 would
pay $40 interest per annum until 1968 and $1,000 principal at that
time. There is a further possible complication, in that the bond may
be called for redemption at a premium (that is, at a price in excess
of face value) before 1968. These circumstances lead bond investors
to compute, on occasion, at least four types of yields: the nominal
yield, the current yield, the yield to maturity, and the yield to call
date.

The nominal yield is simply the percentage which the annual in-
terest payment bears to the face of the bond, in brief, the rate named
in the bond, otherwise known as the coupon rate.
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The current yield is the percentage the annual interest payment
bears to the price of the bond. Thus, the current yield on a $1,000
4 per cent bond priced at $900 would be measured as $40 divided
by $900, or 4.44 per cent. The current yield is commonly used in
appraising speculative bonds whose repayment at maturity is doubt-
ful. It is not much used on good bonds.

The yield to maturity is the most common measure of yield on
good bonds. For purposes of approximation it may be visualized as
follows: assume that on July 1, 1948, a $1,000 4 per cent bond due
July 1, 1968, is priced at $900. The purchaser who holds that bond
to maturity will obtain an annual cash income of $40, plus an aver-
age annual appreciation of $5 on his principal, as the bond rises from
its present value of $900 to its maturity value of $1,000. The com-
bined annual gain is therefore $45. The average investment in the
bond during the 20 years consists of the mid-point between the
$900 cost and the $1,000 maturity value, or $950. (This assumes
that the $5 annual appreciation adds itself to the principal in daily
installments during the whole 20 years.) The yield to maturity is
the percentage which the combined annual gain bears to the average
investment—in this case $45 divided by $950, or 4.74 per cent.

If the bond is bought above par the formula is the same: yield =
combined annual gain divided by average investment. Assume a
$1,000 bond duc in 15 years, paying a 3 per cent coupon rate, and
priced at $1,060. The combined annual gain would be $30 cash
interest minus $4 annual depreciation (one-fifteenth of the $60 pre-
mium), or $26. The average investment would be $1,030, the mean
of $1,060 and the $1,000 maturity value. The yield to maturity by
this (approximate) method is therefore $26 divided by $1,030, or
2.52 per cent.

In commercial practice the yield to maturity is computed by a
slightly different method, as the discount rate which, compounded
semiannually, will reduce all future interest and principal payments
to a present value equal to the quoted price. Since this is rather diffi
cult to compute by arithmetic, yields to maturity are usually taken
from bond tables, which are published in great detail and in a
number of forms. Excerpts from bond tables are shown on accom-
panying pages. All the tables show the bond price as a percentage of
face value, show the number of years remaining before the bond
matures, indicate the nominal or coupon interest rate of the bond,



186 INVESTMENTS

and show a yield rate based on semiannual compounding. Though
the tables are usually detailed enough to permit an approximate
yield or bond value to be read directly from the columns, it is some-
times necessary to interpolate—that is, estimate a figure part way
between two shown in the table—if fractional years or fractional
bond prices are involved. Yields taken from tables in this manner

Table 10. Bond Prices at Which a Bond Due after 20 Years Will
Produce Indicated Yields

Yield to Nominal interest rate paid
maturity,

percent | 2% | 2%% | 3% | 3%% | 1% | %%

2.90 86.41 | 93.96 | 101.51 | 109.06 | 116.60 | 124.15
3.00 85.04 | 92.52 | 100.00 | 107.48 | 114.96 | 122.44
3.10 83.69 | 91.10 | 98.52 | 105.93 | 113.34 | 120.75
3.20 82.38 | 89.72 97.06 | 104.41 | 111.75 | 119.09
3.30 81.08 | 88.36 | 95.63 | 162,91 | 110.19 | 117.47
3.40 79.81 | 87.02 94.23 | 101.44 | 108.66 | 115.87
3.50 78.55 | 85.70 92.85 | 100.00 | 107.15 | 114.30
3.60 77.32 | 84.41 91.50 | 98.58 | 105.67 | 112.75
3.70 76.13 | 83.15 90.17 | 97.19 | 104.21 | 111.24
3.80 7495 | 81.91 88.86 | 95.82 | 102.78 | 109.74
3.90 73.79 | 80.69 87.58 | 94.48 | 101.38 | 108.28
4.00 72.64 | 79.48 86.32 | 93.16 | 100.00 | 106.84

Source: Excerpted from Rollins Tables

are seldom greatly different from those computed arithmetically by
the approximate method.

A yield to call date is the percentage rate which will discount fu-
ture interest and principal payments back to the present quoted
price, assuming the bond to be called for redemption at a definite
future date. If the call price at the assumed date is the par value of
the bond, the yield calculation is easy; a bond table will provide the
answer if “years to call date” is substituted for years to maturity.
However, if the call price is above par, the yield must be either ap-
proximated by the arithmetic method or estimated by proportioning
in bond tables. A formula for this process is included in many bond
tables.

Transactions in Bonds

Corporation bonds and most public bonds are quoted in percent-
ages of par value. That is, a $1,000 bond selling for face value would
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be quoted at 100; if it were to sell for $900 it would be quoted at 90.
The rule would also hold for $500 or $100 bonds; at a price of 90 a
$500 bond would sell for $450 and a $100 bond for $90.

When it is desired to quote bonds in percentages and fractions, it
is conventional to use eighths. Thus Northern Pacific Railroad 414s
of 1975 were quoted at 10274, meaning $1,028.75 for a $1000 bond,

Table 11. Bond Prices at Which a 3 Per Cent Bond Will Produce
Indicated Yields

Yield to Years to maturity

maturity,
per cent 19 19Y4 20 20Y4 21 21V

2.50 107.53 | 107.68 | 107.83 | 107.98 | 108.13 | 108.28
2.60 105.97 | 106.09 | 106.21 | 106.33 | 106.44 | 106.56
2.70 104.44 | 104.52 | 104.61 | 104.70 | 104.78 | 104.87
2.80 102.93 | 102.99 | 103.05 | 103.10 | 103.16 | 103.21
2.90 101.45 | 101.48 | 101.51 | 101.54 | 101.56 | 101.59
3.00 100.00 | 100.00 | 100.00 | 100.00 | 100.00 | 100.00
3.10 98.57 | 98.54 | 98.52 | 98.49 | 98.46 | 98.44
3.20 97.17 { 97.12 | 97.06 | 97.01 | 96.96 | 96.91
3.30 95.79 | 95.71 | 9563 | 9556 | 9548 | 95.41
3.40 04.44 | 9433 | 94.23 | 9413 | 94.03 | 93.93
3.50 93.10 | 9298 | 92.85 | 92.73 | 92.61 | 92.49
3.60 91.79 | 91.64 | 91.50 | 91.35| 91.21 | 91.07
3.70 90.51 | 90.34 | 90.17 | 90.00 | 89.84 | 89.68
3.80 89.24 | 89.05 | 88.86 | 88.68 | 88.50 | 88.32
3.90 88.00 | 87.79 | 87.58 | 87.38 | 87.18 | 86.98
4.00 86.78 | 86.55 | 86.32 | 86.10 | 85.88 | 85.67

Source: Excerpted from Sprague Tables

and Pennsylvania Railroad 31/s of 1952 were quoted at 9914, mean-
ing $995 for a $1,000 bond. Quotations in United States government
bonds are an exception in the matter of fractions; they are traded in
percentages and thirty-seconds. Certain short-term Federal bonds
and municipal issues are also commonly quoted by yields; that is, a
bond might sell on a 2.25 per cent basis. The actual price would be
computed as the one which would allow a 2.25 per cent yield to
maturity.

It is also conventional in the securities markets to assume that an
agreed price for a bond covers only the principal of the bond. A pur-
chaser would pay extra for any interest which had accrued since the
last interest date. Thus a 4 per cent $1,000 bond bought 3 months
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after the last semiannual interest payment at a price of 90 would
cost the purchaser $910—$900 for the principal and $10 for 3
months’ accrued interest. If at the end of another 3 months the cor-
poration failed to pay the 6 months’ interest, that would be the pur-
chaser’s misfortune. He could not get his $10 back from the seller.

An exception to the “price plus accrued interest” rule is made in
the case of bonds which are already defaulting their interest pay-
ments and on income bonds which may not be able to pay at the
next interest date. Such bonds are traded flat, that is, with the under-
standing that no accrued interest will be added to the stated price.
It is customary to mark a flat quotation with a small letter “f” or
some other identifying mark.

Whether a coupon bond is traded flat or “‘and interest,” it is ex-
pected that the seller will deliver it with all unpaid coupons attached;
past due and unpaid coupons and all future ones become the prop-
erty of the buyer. No question can arise if the bond is registered;
transfer of ownership will automatically transfer all subsequent pay-
ments of every sort.

In order to compute the accrued interest on corporation bonds
which are traded, certain standard rules are followed. They are as
follows: (1) A bond coupon or interest check pays the interest
through the day of its due date. (2) The period from an interest
date through the corresponding numbered day of the next month
is one full month, and is counted as 30 days, regardless of actual
elapsed days. Each successive month is similarly counted. (3) The
seller receives and the buyer pays interest for days elapsed in addi-
tion to full months since the last interest date, up to but not counting
the day when the buyer’s broker pays for the bond. (4) In prorating
a year's interest, a year is assumed to be 360 days. For example, if a
$1,000 4 per cent bond which pays interest on February 1 and Au-
gust 1 is traded on May 15 but payment is to be made on May 17,
accrued interest for 105 days would be computed; 3 months or 90
days would accrue through May 1, and May 2 to 16 inclusive would
add 15 more. The accrued interest would be 105£., of $40, or
$11.67.

Investment Position of Bonds

Except for the relatively few issues which are convertible or which
bear stock purchase warrants, bonds entitle their holders to stipu-
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lated income and principal payments in dollars, and nothing else.
Such an investment is obviously a speculation on the general price
level. If the price level rises, the bond dollars will buy less; if it
falls, they will buy more. Bondholders who buy long-term bonds
also speculate on the future of interest rates; if interest rates rise, a
fixed-interest bond will decline in value; if interest rates fall, such a
bond will tend to rise, unless limited by a call price.

Despite these uncertainties, bonds have long been regarded as the
most conservative type of securities investment. They are creditor
instruments, enjoying a creditor’s seniority of position. Good bonds
have records of consistent payment and freedom from trouble which
cannot be equaled in stocks, real estate, or mortgages. They provide
investment outlet for 75 per cent of life insurance funds, 50 per cent
of commercial bank funds, 65 per cent of mutual savings bank funds,
and a probable 50 to 60 per cent of endowment and trust funds.

Of course, not all bonds are good bonds. One authority estimates
that in the middle thirties interest payments were suspended on 6
per cent of the outstanding utility bonds, 16 per cent of the railroad
bonds, 38 per cent of the foreign bonds, and 2 per cent of the mu-
nicipals.* Most of these were the obligations of overbonded rail-
roads, speculatively financed building corporations, pyramided hold-
ing companies, and foreign public projects. Careful investigation
would have disclosed their speculative nature; in fact, it did for those
who took the trouble to study the subject. However, even the reck-
less or blundering bondholder usually salvages something, for re-
organizations or adjustments are much less severe on creditors than
on the lower ranking stockholders.

Ownership of Corporate Bonds

Corporation bonds range in quality all the way from near perfec-
tion to long-shot speculations. The best issues often yield only 1
per cent more than United States government bonds of similar ma-
turity. The poorest may yield 15 per cent or default their payments
entirely.

Obviously, bonds of such diverse qualities would not appeal uni-
formly to all investors. The better grades, those yielding 314 per
cent and less in the 1949 markets, are held in huge sums by insur-
ance companies, endowment funds, corporate trustees, and conserva-

¢ Charles Clark, Barron’s, July 29, 1940.
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tive private investors. The bulk of these holdings are in fairly large
blocks and would appear to be in strong hands—that is, they are
not in the possession of people likely to be forced to liquidate them.
Comparatively limited amounts of corporate bonds are now held as
bank investments by commercial and savings banks.

The speculative grades of bonds are much more widely scattered
in ownership and are generally held by individual investors and in-
vestment companies who are more interested in price than income.
These bonds are therefore certain to respond quickly to variations
in stock market prices and speculative psychology.

Since the war the very substantial growth of pension trusts and
private trusts established in bank trust departments, coupled with
an unprecedented expansion in corporate bond holdings by life in-
surance companies, has produced an almost incredible demand for
good-grade corporate issues. This demand has been met by an almost
equally incredible volume of new bond sales by corporations en-
gaged in postwar expansion. Despite the large supply of new bonds,
however, the demand has been so insistent that the “spread” be-
tween the yields on good corporate bonds and on government bonds
has remained smaller than before the war.

The heavy demand for good corporates by life insurance com-
panies and endowment funds reflects the fact that such investors
have (1) legal limitations on type and quality of their investments,
(2) a desire for maximum income with minimum administrative
costs, (3) relatively slight emphasis on liquidity, and (4) little or
no income tax liability. They are able to choose between long-term
government bonds and high-grade corporates, with risk and yield as
the factors controlling their choices. Consequently, the highest grade
corporates follow a yield pattern very similar to that which Federal
Reserve policy establishes for government bonds. Slightly lower
grade corporates are influenced by this pattern, but each successive
lower grade is more sharply affected by business risks and speculative
attitudes.

Bond Yields

Because of the peculiar effects of length of term on the prices of
bonds their values are perhaps best shown in terms of yields. Table
12 presents a comparison of corporate bond yields with other leading
forms of conservative investment. As shown by the table, the best
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long-term corporate bonds in 1947 yielded about one-sixth more
than long-term United States government bonds. Yields on the
“good” category, which are the weakest bonds considered suitable
for banks and other conservative institutions, are substantially below
those available on the very best preferred and common stocks. Bonds
lower in quality than those in Table 12 often yield little more than
high-class common stocks and bank stocks but seem to be much less
reliable as investments. They are bonds of companies which are cur-
rently solvent but do not appear strong enough to face a depression
with confidence.

Table 12. Percentage Yields on Selected Investments

(Bond yields include amortization to maturity)

End of vear
1927 1932 1936 1941 1947
U.S. Treasury notes*.... . . . 3441 2.45% 0.98% 0.62% 1.47
. . 197t | [1.74¢
Long-term U.S. bonds*. .. . 3'.21T 343t | 243t {2.21 238
Long-term municipal bonds*. . . 3.90t 437t 2.76t 2.25% 2.35¢
Best (Aaa) corporate bondsf . . o 4.46 4.59 3.10 2.80 2.86
Very Good (A) corporate bonds] - 4.92 6.61 3.78 3.27 3.16
Good (Baa) corporate bondst 5.32 8.42 4.53 4.38 3.52
High-grade bank stocks .. 2.89 6.55 3.68 5.80 4.28
High-grade common stocks .. 3.92 8.11 4.02 0.90 5.32
High-grade pfd. stocks* . . 5.40 5.80 4.26 4.15 4.07

* From Standard Trade and Securities Seruvsce.
t Exempt from Federal income tax.
t From Moody’s Investors Service.

The easy money conditions prevailing since 1935 have caused a
sharp contrast between the yields on long-term and short-term bonds.
Both short-term government bonds and corporates afforded yields
almost as high as long-term bonds in late 1928, and the corporates
did so in 1932. In subsequent years, however, investors’ search for
profitable short-term investments in a money market which Federal
Reserve policy kept well supplied with funds drove short-term yields
down to extremely low levels. Long-term yields also declined, but
not nearly so far, for investors preferred short-term holdings at frac-
tional rates of interest to long-term bonds on which the return would
remain low for many years. This is a normal attitude; short-term
interest rate bargains can be made at very low or very high rates
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under extreme market conditions, for neither borrower nor lender
is burdened with an onerous arrangement for very long. But long-
term bond transactions establish yields which endure through many
years, hence are not ordinarily made at yield rates reflecting tem-
porary extremes of credit shortage or abundance.

The influence of risk on bond yields is illustrated in Chart 6. The
chart shows the yields of various classes of corporate bonds through
the depression of 1938, the unsettled period 1939-1942, the war
episode, and the postwar boom. The most impressive lesson to be
gained from Chart 6 is that all bonds tend to look good when busi-
ness is good. When all corporations make money and maintain
sound working capital positions second-grade bonds look secure, rise
in price, and their yields approach those of quality bonds. But when
business is not so good the weaknesses become apparent and the
low-grade bonds decline in price, while the good issues retain their
high estate. The moral to be pointed is this: second-grade bonds may
be good speculative vehicles when bought at a major discount by an
expert, but when business is good and bond yields are low it is un-
wise to compromise on safety. The wise investor will get the very
best; the yield will be almost as good, and the risk will be small. The
price of any bond is subject to basic changes in interest rates, but
this hazard is small compared to the business risk on a mediocre
bond.

Bond Prices

If the yields on bonds are the measure by which the market evalu-
ates them, then bond prices must be regarded simply as the mathe-
matical product of yield, nominal interest rate, and years remaining
before maturity. It will be apparent at once that a bond maturing
within a few years will fluctuate less in price as its yield changes
than will a long maturity. There is thus greater security for one's
principal in a short maturity, assuming quality to be good. Table 13
illustrates this principle. It will be observed that a 3 per cent bond
maturing in 2 years or even 5 years need not fluctuate extremely in
price if market conditions cause it to yield 2 per cent or even 5. But
a 3 per cent bond with 30 years to run depreciates drastically if it
must yield 5 per cent. In view of the present low yields at which
corporates are being sold, it is especially important that long-term
bonds be good ones. To add the hazard of higher yield because of
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poor quality to the obvious hazard of a rise in basic interest rates
would seem to belie any interest in security of principal.

Table 13. Bond Prices Necessary to Permit a 3 Per Cent Bond to
Produce Indicated Yields

Yield, Years to maturity
per cent 2 5 10 20 30
20 101.95 104.74 109.02 116.42 122.48
2.5 100.97 102.34 104.40 107.83 110.51
3.0 100.00 100.00 100.00 100.00 100.00
3.5 99.04 97.72 95.81 92.85 90.76
4.0 98.10 95.51 91.82 86.32 82.62
5.0 96.24 91.25 84.41 74.90 69.09
6.0 94.42 87.20 77.68 65.33 58.49
7.0 92.65 83.37 71.58 57.29 50.11

Interest Coverage

One of the important criteria by which analysts judge any bond
is the adequacy of its interest coverage—i.e., how many times the
necessary interest payment has been earned. This is measured by
dividing the annual interest requirements into the business earnings
after all expenses but before income taxes. If its bonds are to be
classed as good, the typical utility or railroad must earn its fixed
interest charges four times; a typical industrial must earn them six
times or more in the average year. It is very important that interest
charges be small enough so that poor years’ earnings will usually
cover them, or at least so that unearned interest charges will not de-
plete working capital disastrously.

If the corporation has two or more issues of bonds which are suc-
cessive in priority, it is significant to compute the coverage for the
first lien bonds by dividing their interest alone into the available
earnings. A high ratio of coverage would of course indicate a well-
secured first lien. The coverage for the second lien is then computed
on the over-all basis, by dividing its interest plus that of the senior
issue into the earnings. Coverage for a third lien could be similarly
figured. However, this process of computing interest coverage on
successive liens has one weakness; it may show a senior bond as be-
ing amply covered by earnings, hence quite secure, when the junior
bonds are not even fully covered. It must be remembered that if any
mandatory bond interest is defaulted a bankruptcy proceeding could
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ensue. Bankruptcy might cause temporary suspension of interest pay-
ments and declines in the prices of well-secured senior bonds.

When a corporation such as a railroad operates both owned and
leased properties, its fixed charges will consist of interest and lease
rentals. In some cases the lease rentals exceed the bond interest in
amount. Interest coverage on railroads is computed as “coverage for
fixed charges,” with fixed charges including both intcrest and lease
rentals. Usually it is not easy to determine whether the lease rentals
should be regarded as prior to, equal to, or junior to the bond in-
terest.

An increasing number of bond issues carry sinking funds whose

Table 11. Earnings Coverage in 1947 for Bond Interest and Other
Fixed Charges, Selected Corporations

Llarnings Duterest .

. « Times
Corporation avarlable, and charges,
earned
thousands thousands

Chesapeake & Ohio 3 05,725 $ 8,833 7.44
New York Central 37,753 41,428 91
Southern Pacific 76,127 19,653 3.87
Boston Edison .o 12,896 1,845 6.99
Consolidated Edison . 63,932 13,443 4.76
California Electric Power 2,501 441 5.70
Budd Company .... 7,800 1,113 7.01
Socony-Vacuum Oil. . . 133.707 2,814 47.50
Swift & Co.. . 56,431 1,146 49.25

* Before income taxes.

requirements are mandatory on the corporation. In the case of many
railroad issues arising out of bankruptcy reorganizations, these sink-
ing funds must be provided out of carnings before the remaining
earnings can be appliced to junior bond interest. In these cases ana-
lysts often compute the earnings coverage on bond charges rather
than bond interest, including in the bond charges the mandatory
sinking fund as well as the interest. The times-charges-earned figure
on a junior bond thus gives a realistic measure of the adequacy of
pre-tax earnings to cover senior bond interest, senior bond sinking
fund, and junior bond interest.

When interest coverage on holding company bonds is being con-
sidered, it should be remembered that subsidiary bonds, subsidiary
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preferred stock, and subsidiary income taxes will usually be senior
to holding company bonds, if the holding company derives its in-
come from subsidiary common stock dividends.

Criteria of Quality

Quality in a bond might well be defined as certainty of payment.
A high-quality bond is one in which there seems little chance of
difficulty but which is amply protected by lien and indenture terms
if difficulty should arise. Desirability of a bond is further enhanced
if it secms likely to be stable in price, readily salable, and useful as
collateral.

The principal tests by which experienced bond men appraise cor-
porate bonds are as follows:

1. Adequacy of earnings to cover intcrest and charges, in average yecais
and poor years

2. Lien protection, including priority, adequacy of amount of property
under lien, durability of value of property, provisions regarding addi-
tional bonds, and provisions for releasc or substitution of lien

3. Indentuic provisions, especially on limitations on new debt, divi-
dends, repurchase of stock, merger, sale of business, and amendment ot
indenture

4. Nature of the industry, including its permanence, growth, earnings
stability, compctitive situation, labor problems, and relations with gov-
crnment

5. Strength of the company, competitively and financially

6. Marketability of the bonds, including size of the issue, market in
which traded, sinking fund if any, cligibility for banks, legality for sav-
ings banks and trustees

The individual who is thoroughly familiar with the bond features
discussed in this chapter, and who is willing to make point-by-point
comparison of these features as they occur in different bond issues,
will have no trouble in classifying bonds into quality groups. The
yields available on bonds of similar maturity and quality may then
be compared and checked against the bond yield indexes published
by the financial services. However, the individual investor will prob-
ably find it easier to accept the guidance of the quality ratings and
the bond analytical summaries prepared by leading financial serv-
ices such as Moody’s or Standard & Poor’s. These are well done and
will also provide price and yield comparisons for convenient study.
Good dealers’ and brokers’ surveys may serve the same purpose.



( DRPORATE BONDS AND THEIR VALUE 147

Bond Policy for the Individual Investor

In these times of low yicld rates on good-grade corporate bonds,
it would appear that the individual investor would select them only
because he wanted safety, price stability, and relative freedom from
need to supervise them. To get these things, he would need to con-
fine his holdings to very high-grade issues, those which Moody clas-
sifies as Aaa, Aa, and A and which Standard & Poor’s label A1, Al,
and A. These would yield at long term somewhere around 3 per
cent, as compared with 2.9 available in Series E governments, 2.5 in
other governments, and perhaps 2.25 in good tax-free municipals. In
many situations the good corporates will serve just as well as the
government bonds, and the slight advantage in income may make
them a logical choice.

Fixed-interest bonds in the B categories (Baa, Ba, and B) range
from the reasonably good to the definitely speculative. In practically
all cases, however, they should be watched as carefully as the typical
common stock, for their value is not so free from impairment as is
the case in the A groups. In good times the yields on these bonds
will range between 3 and 5 per cent, depending upon quality and
maturity date, but in bad times their price declines may be drastic,
as indicated in Chart 6, and the bonds are not free from the chance
of permanent loss. Since high-grade preferred stocks can be had
at prices which yield as much or more than these medium-grade
bonds, and since the preferreds do not burden the company with in-
flexible fixed charges in bad years, it would seem that they should
generally be chosen instead of medium bonds. Definitely, medium-
grade bonds do not afford the safety, price stability, and freedom
from care which are sought in the superior bonds.

Finally, the case of speculation in bonds may be considered. Bonds
rated B, Caa, Ca, C, and D may be expected to fluctuate widely in
price, and the investor who buys them “right” may make money on
them. This is particularly true of issues in default of interest, or in
danger of defaulting, and of income bonds. The latter, particularly,
may fluctuate sharply when interest omission is not imminent, and
it should be noted that temporary omission on an income bond is
not damaging to a corporation, since it does not force bankruptcy
proceedings. Bonds of these types, held strictly as speculations, are
often more appropriate to individual portfolios than the Baa and

Ba grades of fixed-interest bonds.
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QUESTIONS AND PROBLEMS

1. What are the basic differences between the rights of bondholders
and preterred stockholders?

2. Which would yield the most, safe bonds or equally safe preferred
stock? Why?

3. What is in a bond indenture? How would you discover the terms
of a bond in which you were interested?

4. Why are bond buyers interested in lien security? May a debenture
issue have any of the advantages of lien security? How?

5. Are open indentures as satisfactory to the bondholder as closed
ones? Why? What special added feature is important to make sure that
the lien always covers ample property, if the indenture is open?

6. Suppose that a $100,000,000 corporation has three bond issues, one
a $20,000,000 first mortgage on half of its property, another a $5,000,000
first mortgage on the second half of its property, and the third a
$10,000,000 second mortgage on the second half of its property. Rank
these bonds in order of quality.

7. Under what conditions might a leaschold mortgage bond be high
grade?

8. Why is the Philadelphia plan for financing equipment regarded
as stronger legally than a simple chattcl mortgage on equipment to which
the debtor has received title?

9. Would you want the 60-year bonds of a merchandising firm own-
ing chiefly inventory and doing business in leased premises? Why would
a railroad or telephone bond be diflerent? Or would it?

10. Would serial bonds be a good choice for an individual investor?
Who would want them?

11. What are the advantages of a sinking fund to the investor? Are
there any possible disadvantages?

12. Would you ever buy a bond above its call price? How far above?

13. Would a policy of investing in high-grade convertible bonds be a
means of combining investment safety with inflation insurance?

14. What advantage could mortgage security have for an income bond
maturing in 20152

15. Does unpaid income bond interest accumulate?

16. Explain the meaning of the italicized terms: Shawinigan Water
and Power Co. First Collateral Trust Sinking Fund Series N 3s of 1971.

17. Assume that a 3 per cent bond due in exactly 20 years is selling at
94. Determine the nominal yield, the current yield, and the yield to
maturity. Obtain the yield to maturity by the arithmetic method, from
the Rollins table, and from the Sprague table. Then price the bond at
105 and make the computations.
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18. Assume that the 3 per cent bond above pays interest on March 1
and September 1. You bought the bond on June 12, and the transaction
was paid for on June 14. Neglecting commissions, taxes, and mailing
costs, how much was your total payment?

19. Why does deterioration in the quality of a long-term bond cause a
drastic change in its price?

20. Why do fixed charges as reported on railroad statements include
lcase rentals?

21. What kind of bond investments do you regard as appropriate for a
middle-class family? For a wealthy family?

22. Would you expect a 214 per cent bond duc in 20 years selling at
92 to be better quality or worse than a 10-year 3 per cent bond selling at
1022 Why?
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Chapter 7: EMBARRASSED OR
INSOLVENT CORPORATIONS

When a corporation encounters financial difficulties, its securities
may offer both a problem and an opportunity. The bad news will
usually cause both stocks and bonds to decline sharply in market
price, thus forcing the owners to choose between painfully severe
losses and the further hazards involved in waiting for a possible
future recovery. Speculatively minded purchasers, on the other hand,
may buy the securities at prices far below their long-run values, if
they can correctly anticipate the outcome of the situation. The secu-
rities markets usually continue to trade in the stocks and bonds of
an embarrassed or bankrupt concern; so decisions to buy or sell can
be implemented without difficulty.

Embarrassment and Insolvency

Financial embarrassment exists when the corporation is so short of
liquid assets that it finds constant difficulty in meeting its obliga-
tions, or when its earnings are so deficient that debt service (i.e., the
regular contractual payment of interest and sinking fund and prin-
cipal maturities if any) tends to impair its cash position, or when
large-scale debt maturities are impending and must be refunded in
markets where bonds are difficult to sell. Financial embarrassment
thus presents a situation in which the corporation is not bankrupt,
is still meeting its obligations, and in which the stockholders are still
in control, but in which some emergency adjustment of the corpora-
tion’s affairs is needed. Such an adjustment may be made in various
ways, either by voluntary agreement between the corporation and
individual creditors, or in some cases by agreements between the
corporation and its bondholders acting as a group.

Insolvency exists when the corporation is definitely unable to pay
currently maturing debts or when its property at a fair valuation is
worth less than the amount of its debts. Insolvency might possibly
be cured by a voluntary adjustment between a corporation and its

150
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creditors, but when matters have reached this critical stage it is
usually necessary to resort to court supervision through receivership
or bankruptcy proceedings. Court supervision prevents the corpor-
ate assets from being seized piecemeal by unpaid creditors while
negotiations are proceeding, sees that a fair adjustment is planned,
and compels greedy claimants to accept a fair plan.

Financial Problems

Corporate financial troubles have many causes, including such
diverse ones as management incompetence, embezzlement, depression
losses, loss of markets, errors in financial planning, and simple in-
ability to sell securities in adverse markets. The necessary corrections
are also diverse in nature. If the concern is so ineffective that little
hope for successful operation exists, a plan to liquidate the assets
or to sell operating units to other concerns will be best. If more
working capital is required, ways must be found to sell new securities
or to subordinate existing claims so that new borrowing will be pos-
sible. If impending bond maturities constitute the difficulty, the
bonds must be extended or exchanged for others maturing at a
later date. If inadequate earning power is the source of trouble, it
may be necessary to convert bonds into income bonds or stock and
to reduce or eliminate the old stockholders’ equity in accordance
with the probable real net worth remaining in the company.

In relatively few instances will it be advantageous to liquidate a
large-scale corporate enterprise. Sale of the assets in most cases would
net so little that almost any alternative is preferable. The obvious
solution is to correct the concern’s present financial troubles and try
again.

The details of corrective plans developed in different cases vary
considerably, but the general procedures and the methods of evalu-
ating the rights of the securityholders in an embarrassed corporation
are now quite definite. Investors who are familiar with these matters
and who are capable of appraising the potentialities of an embar-
rassed corporation’s business are therefore able to obtain a fair idea
of the outcome of the average situation.

Protective Committees

When securityholders learn that a corporation is encountering
serious difficulties, they sometimes form protective committees to
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consult with the management and to participate in court proceed-
ings if any occur. Protective committees are self-appointed and usu-
ally develop around interested investment bankers and a few large
holders of the securities. Normally a committee represents only one
class of securityholders—i.e., first mortgage bondholders, debenture
holders, preferred stockholders, etc.—so there may be a different
comrnittee for each class and, quite possibly, two or three competing
committees for some classes.

A protective committee may choose to represent only the closed
group who organized it, or it may offer its services to all holders of
its class of securities. In the latter instance it may ask the holders for
an indication of their approval of its ideas, or it may ask them for a
proxy or power of attorney, or it may even ask them for possession
of their securities plus a power of attorney to vote them or submit
them for exchange in an adjustment or reorganization proceeding.
A protective committee which has the authority to speak for and
commit a large group of securityholders is obviously a potent force
in planning any corporate adjustment, for it can provide many as-
senting votes to a plan it approves or an almost insurmountable
block of dissenting votes if it disapproves.

Investors who are asked to support a protective committee should
scrutinize its personnel and ideas, to make sure that their interests
are compatible with those of the committee and that they approve
its program. It is desirable that the committee members be aggres-
sive in the interests of the securityholders, for a group which is not
determined in its own behalf may be asked to make undue sacrifices,
but it is also important that they display a reasonable spirit of com-
promise, for uncompromising attitudes may delay a reconstruction
program and cause further losses.

When a protective committee enters into extensive negotiations,
securityholders are often asked to deposit their securities with the
committee and to authorize expenditures for legal and other costs
by the committee. If the negotiations are successtul, the corporation
or its successor will probably pay the committee’s expenses, but this
is not always the case. While the negotiations are in progress, the de-
positing security owners will possess the committee’s deposit receipts
instead of their bonds or shares. These deposit receipts are transfer-
able but are usually not so easy to sell as the original securities would
be. In general, it may be concluded that an investor will risk distinct
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disadvantages if he deposits his securities too hastily; but, on the
other hand, he may help to delay the solution of his problems if he
withholds his cooperation too long.

The contumacious attitude of many protective committees during
the financial troubles of the early thirties, and the excessive expenses
which many of them incurred, led Congress in 1935 and 1938 to
limit the activities of protective committees in Federal bankruptcy
cases. These legal limitations have greatly reduced the scope of com-
mittee activities but have not eliminated them.

Voluntary Adjustments

Embarrassed corporations often believe that they can avoid de-
faults and expensive court proceedings if their bondholders will
accept temporary reductions in interest rates, or conversion of their
bonds into income bonds, or deferments of maturities on early-
maturing bonds, or some other change of bond terms which will help
to solve the immediate problem. Proposals along these lines are com-
monly advanced by managements after consultation with representa-
tive bondholders or protective committees. From the standpoint of
the bondholders it is worth while to make reasonable concessions to
avoid the expense, delay, and probable cessation of interest payments
which a corporate bankruptcy would entail, but it is important to
make sure that the proposed adjustments are fair, that they can actu-
ally be consummated, and that they will save the situation if con-
summated.

Most bond indentures provide that certain changes may be made
in the indenture if the holders of a large majority (possibly 75 per
cent) of the outstanding bonds agree, but the permitted changes
seldom include matters affecting interest payments or maturity
dates. Adjustments on these matters must therefore be made between
the corporation and each bondholder individually. There arc two
ways of doing this: the corporation may offer to exchange new securi-
ties having the desired features for those currently outstanding, or it
may ask the bondholders to send their bonds back to the trustee to
be stamped as agreeing to the desired modifications of the original
indenture.

Under either of the above procedures only the consenting bond-
holders will be bound, and if their sacrifice is successful they will
assure full and prompt payment to the noncooperating minority,
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who will continue to have a legal right to collect on the original
basis. Because these facts are well known it is often difficult to per-
suade bondholders to join in a voluntary adjustment; each holder
would prefer to profit as a member of a noncooperating minority.
Corporations meet this problem by making the proposed adjust-
ments as attractive as possible—for example, if an extension of a
bond maturity is sought, a cash bonus of 1 to 5 per cent may be paid
to bondholders who consent to the change. The proposal will be
vigorously urged upon all bondholders in advertisements and by
mail and by use of salesmen.

It is usually not best to rush to comply with a corporation’s re-
quest for voluntary adjustment. Even though the bondholders are
merely asked to deposit their bonds in escrow, with no exchange or
stamping permitted unless enough bonds are obtained to assure
success, the depositing bondholder has surrendered his freedom of
action. And after the cxchange or stamping is completed, the new
or stamped bond is a new security, unlike the old, and salable or
pledgeable only as a new issue. There is usually plenty of time, after
mature consideration and consultation with others, to accept a
sound exchange or modification plan. Such proposals are usually
analyzed at length in investment periodicals and advisory services;
these should be consulted before any plan is accepted or rejected.

Adjustment by Majority Rule

Corporations whose financial troubles are limited to embarrass-
ment may sometimes obtain adjustments which are binding on all
of the affected classes of creditors, providing the requisite majorities
can be persuaded to approve them.

As noted in the preceding section, corporate bond indentures
commonly provide that indenture terms relating to sinking funds,
working capital, limitation of debt, nonpledging of property—in
fact, almost anything other than interest payments and maturity
dates—may be altered by request of the corporation and approval
of two-thirds or three-fourths or some similar fraction of the bonds.
This type of indenture modification is binding on all of the bonds,
since the indenture itself provides the method for doing it. In the
proper circumstances relief from sinking funds or freedom to borrow
necded working capital might make the difference between surviving
a crisis and becoming insolvent.
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A second though infrequently used device for obtaining financia!
adjustments by majority rule is found in Section 5 of the Delaware
Corporation Laws. This Section permits a Delaware corporation to
include in its articles a clause providing that any financial adjust-
ment agreed to by certain majorities of its stockholders and creditors,
and approved by the Delaware Court of Chancery, shall be binding
upon all. As a part of the corporation’s very existence, this clause
thereafter is a part of every contract the corporation may make and
is automatically accepted by every stockholder and every creditor.

The third procedure under which creditors’ claims may be ad-
justed by majority rule is applicable only to railroads. Under the
so-called Mahaffie Act, which the President signed in April, 1948, a
railroad may propose a readjustment of the terms of any or all of its
outstanding securities, or an exchange of existing securities for new
ones of a different nature, in order to forestall financial difficulties.
The proposal must first be addressed to the Interstate Commerce
Commission, which will investigate to see if the plan is equitable
and in the best interests of all concerned. If the ICC decides affirma-
tively, the proposal is submitted for the approval of each class of se-
curityholders affected by it. If 75 per cent of the holders approve,
the ICC may then order the adjustment placed in effect. Dissenting
securityholders may carry an appeal to the courts, alleging .that the
plan is inequitable or improper, but there can be no bargaining
advantage gained by refusing to cooperate in a fair plan.

The Mahaflie Act procedure may also be tried by railroads which
are already in receivership or bankruptcy, if the supervising judge
approves the attempt.

The Mahaffie Act is a streamlined successor to Chapter XV of the
Bankruptcy Act, which was placed on the statute books experimen-
tally in 1939-1940 and again in 1942-1945. The most important re-
adjustment handled under Chapter XV was that of the Baltimore
and Ohio Railroad Company, which was completed in 1945, approxi-
mately two years after the plan was first undertaken.

Equity Receivership

When a corporation is insolvent or unable to pay its obligations,
it becomes important to prevent creditors from dismembering it to
their own and others’ ultimate disadvantage by attaching portions of
its property or commencing foreclosure suits. The corporation or a
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friendly creditor may accomplish this by requesting a Federal or
state court to appoint a receiver to take over the corporation’s prop-
erties. The function of a receiver is to conserve the properties and
to operate the business, if that is the best method of conserving it,
while the stockholders, the creditors, and the judge work out a sound
method of settling the corporation’s affairs.

If it appears that the corporation’s property should be liquidated,
the judge will order this done and the proceeds paid to creditors and
stockholders in order of priority. If it appears that the claimants
will be better compensated as bondholders and stockholders in a
continuing business, the judge will agree with the claimants and
their protective committees that a reorganization plan is in order.
The reorganization plan will usually call for the formation of a
new corporation with a capital structure which the protective com-
mittees deem suitable; the plan will allot the new securities to the
old bondholders and stockholders and, possibly, may provide other
new securities to be sold for cash. The plan must be equitable in
that it allots the well-secured claimants more or better grade securi-
ties than lower ranking claimants get, and all creditors must be
allotted the full value of their claims if stockholders are to receive
anything. If the earning power of the reorganized corporation does
not appear promising, the old stockholders may get little or no par-
ticipation in it unless they contribute new money. When a reorgani-
zation plan has been outlined, agreed to by a large majority of the
entitled claimants, and decreed ‘‘equitable” by the judge, the next
step is a “sale” of all of the old corporation’s property at auction
“for the benefit of creditors.” The sale allegedly must be for spot
cash; so usually the only bidder is the group consummating the
reorganization plan, who represent most of the creditors and who
therefore do not need to raise cash to pay themselves. Dissenting
creditors who will not participate in the reorganization plan must
be given their fair share of the sale price in cash, and the reorganiza-
tion managers must somehow raise this money; but the amount is
usually small, since a nonparticipant in the reorganization plan is
entitled only to a share in the sale proceeds, and the reorganization
managers need not bid much more than the liquidation or junk
value at the sale.

Equity receiverships and reorganizations were common in both
Federal and state courts up to 1933. Since that time most large cor-
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porate insolvencies have been handled in Federal bankruptcy courts,
for the bankruptcy courts have been given the power to compel
recalcitrant minorities to share in equitable reorganization plans;
this supposedly speeds up the reorganizations, for minorities cannot
demand special advantages as the price of cooperation, cash to pay
dissenters does not have to be raised, and the fiction of a sale is un-
necessary. Equity procedures are still used in small corporate insol-
vencies handled in state courts, when no serious dissents arise.

It is important to note at this point that equity reorganizations
and bankruptcy reorganizations are available only in cases of actual
insolvency, in which the corporation definitely either cannot pay its
immediate obligations or in which its assets are worth less than the
amount of its debts. A corporation which is merely short of funds or
which foresees insolvency at some future date may try to work out an
adjustment as outlined in preceding sections, but it cannot resort
to equity or bankruptcy reorganization until insolvency is actually
upon it.

Railroad Bankruptcy Reorganizations

An insolvent railroad may be reorganized under Section 77 (Chap-
ter VIII) of the Federal bankruptcy law. Section 77 was enacted in
early 1933 in the hope that it might expedite the reorganization of
a large number of railroads which were in trouble at that time. It was
amended in 1935 into its present form.

Either the insolvent railroad or a creditor may initiate reorgani-
zation proceedings under Section 77. If the judge hearing the case
is satisfied that the facts justify procedure under the Section, he will
appoint a bankruptcy trustee to operate the properties until re-
organization is completed. Plans for reorganization may then be
submitted to the ICC by the debtor railroad, by the trustee, by
groups of stockholders or bondholders, and by protective commit-
tees; and the commission must ultimately recommend one of these
plans or one of its own to the judge, who will then hold hearings to
review its practicability and fairness. A plan simply consists of a
proposed capital structure which is suitable to the future earning
power of the corporation, plus an equitable apportionment of the
new securities to each class of old creditors and stockholders, plus
any necessary provision for raising cash and meeting reorganization
costs. If the judge believes the plan to be proper he will order it
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submitted to each class of creditors and stockholders who are en-
titled to participate (that is, whose claims are high enough in pri-
ority to share in the assets), and if two-thirds in amount of each
class of claimants approves, the judge will order the plan carried out
by delivery of the new securities to all claimants. Even if the desired
two-thirds majorities cannot be had, the judge may in his discretion
order a plan carried out.

Most reorganizations under Section 77 have required 5 to 12 years
to complete. This has been due in part to the debtors’ complicated
financial structures; because of the interlacing of first, second, and
third liens on different portions of property, collateral, and equip-
ment, it has been very difficult to determine which securities are
entitled to priorities. A second reason for delay is found in earnings
experience during the years 1934—1948. Neither depression, war, nor
boom gives a dependable indication of future normal earning power,
either to plan a capital structure or to measure the value of a lien
on a given portion of a railroad. Shortages of cash have not delayed
Section 77 reorganizations. The trustees have simply suspended in-
terest and sinking fund payments on all but the best secured claims
and have uscd the earnings to improve the properties and the rail-
roads’ cash positions.

In order to guard Section 77 reorganizations against the delays
and multiplied expenses which excessive protective committee ac-
tivity would entail, the law forbids such committees to solicit proxies
or deposits of securities except with the consent of the ICC. This is
generally withheld until the official plan is ready for acceptance or
rejection. Small groups of 25 or fewer securityholders may form
their own protective committees at any time if they do not engage
in general solicitation of proxies or deposits.

Industrial and Utility Reorganizations

Bankruptcy reorganizations for general corporations may be con-
ducted under Chapter XI or Chapter X of the Federal bankruptcy
act. General corporations may be defined as corporations which are
not doing a railroad, banking, insurance, or savings-and-loan busi-
ness. Chapter XI is intended for the simpler cases in which adjust-
ments on only unsecured debts are required. In Chapter XI cases
the debtor initiates the proceedings by admitting insolvency and
proffering a reorganization plan to the court. The judge must in-
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vestigate the situation, consult with the creditors, and may appoint
a receiver or a bankruptcy trustee if that appears necessary. If a ma-
jority in number and amount of each affected class of creditors
accepts the debtor’s plan, and if the judge finds it equitable and
feasible and otherwise proper, it may be made binding on all con-
cerned.

Where secured creditors are affected by the insolvency, resort
must be had to a Chapter X reorganization. Under this Chapter the
procecdings may be initiated by either the debtor corporation or its
creditors. The judge will appoint a trustee to manage the property
and prepare a plan of reorganization. Creditors and stockholders
may confer with the trustee as he prepares his plan and may prepare
others of their own. After hearings on the plans, the judge must ask
the advice of the Sccurities and Exchange Commission, if the cor-
poration is a large one, and may do so in any event. Finally, the judge
must approve a plan as being equitable and feasible and order it sub-
mitted to the claimants. If two-thirds in amount of each class of
creditors and a majority of each (participating) class of stockholders
approve, the judge confirms the plan and orders it carried out.

Chapter X limits the activitics of protective committees in a
manner somewhat similar to Section 77. Committees are forbidden,
unless by consent of the judge, to solicit any approval or disapproval
of any plan or to collect any proxies along such lines, until the judge
orders the official plan submitted for the acceptance of the security-
holders. Furthermore, the judge may in some cases invalidate proxies
or deposit agreements empowering the committees. Under these cir-
cumstances protective committees do not exist at all in many cases
and develop only as small groups rcpresenting a few large claimants
in others. Only when opposition to a submitted plan is undertaken
by determined groups will there be any extensive protective com-
mittee work under Chapter X.

The average Chapter X reorganization is completed in 2 to 3
years, though complicated cases have taken 5 or 6.

Adjustment and Reorganization Plans

Because of the noncompulsory nature of most nonbankruptcy
adjustment plans their terms cannot be made severe. Consequently,
most of them feature such mild expedients as 2- to 10-year exten-
sions of maturing bonds, conversion of interest payments to an in-
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come bond basis for a limited period, or modification of indentures
to eliminate sinking fund payments or to permit other borrowing.
Usually these voluntary adjustment plans are not operative unless
a minimum of 80 to 90 per cent of affected bondholders will consent.
Typical cases include the Laclede Gas Light Company’s 1934 plan
for a 5-year extension of its 5s of 1934 in which cooperating bond-
holders received a cash bonus of $21.60 per $1,000 bond; the Asso-
ciated Gas and Electric Company's 1933 plan for exchanging new
income debentures for old fixed-interest bonds; the Baltimore and
Ohio Railroad Company’s 1938 plan for placing part of its fixed
charges on an income basis for 8 years and deferring certain maturi-
ties; and the New York, Chicago and St. Louis Railroad Company’s
1932 plan for extending its 65 of 1932, which involved payment of
25 per cent in cash and the balance in 6s of 1935.

Bankruptcy reorganizations are commonly made of sterner stuff.
A corporation which becomes bankrupt should emerge from the re-
organization with a sturdy capital structure which reflects the real
value of its properties and earning power, even if this means that
old stockholders are dropped out entirely and old bondholders have
to become stockholders. A drastic reorganization of this sort is often
resisted by the claimants but must be sought by the court and com-
missions under the terms of the bankruptcy laws.

Any bankruptcy reorganization should be planned with the follow-
ing criteria in mind:

1. The capital structure of the new concern must be such that (a)
fixed-interest requirements can be met easily, (b) income-bond interest
and preferred dividends can be paid most of the time, and (c) there is
at least a possible equity in earnings for the common stock. A speculative
possibility of increased earnings may be reflected in the amount of com-
mon stock authorized.

2. Priorities in the old capital structure must be strictly observed—
creditors must be fully compensated in new securities (at potential, not
current, market values) before any stockholder is allotted anything, and
preferred stockholders are fully compensated ahcad of the common.
Secured creditors are given preference over other creditors according to
the earning power or importance of the property pledged to them.:

1 To illustrate this principle: assume that a corporation financed by $4,000,000 of
mortgage bonds, $3,000,000 of unsecured debt, and $6,000,000 of stock has failed be-
cause of inability to meet its obligations when due. Bankruptcy appraisal shows that
the business can earn $100,000 annually of dependable income, another $100,000 most
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3. Unpaid interest usually is added to the bondholder’s claim. If the
company has earnings to spare during the bankruptcy period, and if
senior creditors are certain to be paid in the long run anyhow, the
trustee may pay such interest regularly.

4. Well-secured senior bonds which receive interest during bankruptcy
may be permitted to continue undisturbed as the obligations of the re-
organized company. This happened to most equipment obligations and
to some first mortgage bonds when the debtor railroads failed during the
thirties.

A good example of a bankruptcy reorganization is that of Para-
mount Publix Corporation (now Paramount Pictures, Inc.) in
1985, which continued $57,000,000 of subsidiary and senior debts
undisturbed, allowed $59,000,000 of holding company creditors 50
per cent in new debentures and 50 per cent in new preferred stock,
and allowed each old share of stock one-fourth share of new stock plus
warrants permitting the purchase of additional preferred and com-
mon stock at attractive prices. Another typical example is that of the
Associated Telephone Utilities Company, a holding company which
failed in 1933. Two years later the bondholders of the old company

of the time, and an average of $200,000 more intermittently; this is held to justify a
new capital structure consisting of $2,000,000 in bonds, $2,000,000 in preferred stock,
and $3,000,000 in common stock. Appraisals indicate that the mortgage bonds covered
a portion of the property which earned all of the dependable income, half of the
“most of the time” income, and half of the intermittent income. In the reorganization,
the new bonds would be allotted first; the old bondholders would get all or nearly all
of them, since the old mortgage covers all of the property from which the bond-quality
income is derived. In allotting the preferred stock, half of it must be set aside at once
for the old bondholders, since their lien covers half of the income sources upon which
the new preferred depends. The other $1,000,000 of new preferred goes pro rata to the
next-ranking claims, which consist of the remaining $1,000,000 of old bond claim plus
the $3,000,000 of unsecured creditors; the division is therefore $250,000 and $750,000.
The $3,000,000 of new common is next divided; the old bondholders have a lien pri-
ority to half of it, but $750,000 of it pays them up in full; that leaves $2,250,000 of
common to meet the remaining unsecured creditors’ claims of exactly that amount.
The old stockholders therefore get nothing.

A recapitulation of the above example indicates that the $4,000,000 of old bonds
got $2,000,000 in new bonds, $1,250,000 in new preferred, and $750,000 in new com-
mon. Each bond received $500 in new bonds, $312.50 in new preferred, and $187.50 in
new common.

In this example, extreme emphasis has been laid upon the future earning power
of specific properties, on the assumption that no great sums could be realized by
selling these properties to other concerns. It must be noted, however, that the un-
secured creditors in this reorganization could have claimed better treatment if the un-
mortgaged properties in the example had been salable at a good price to outside in-
terests,
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received all the common stock of the successor General Telephone
Corporation, investigation having proved the subsidiaries’ debt to be
so heavy that senior securities in the holding company were undesir-
able. A third example is that of the Denver & Rio Grande Western
Railroad Company, whose bankruptcy period extended from 1935 to
1947. In this case the equipment obligations were continued without
default; one well-secured old bond issue was fully compensated in
cash and new bonds; less adequately secured old bonds got new fixed-
interest bonds, income bonds, preferred stock, and common stock in
varying proportions; and an issue of debentures got a small amount
of new common stock. The old stockholders got nothing.?

Bankruptcy Reorganizations and the Investor

In most modern bankruptcy reorganizations the small investor is
strictly a bystander. Large investors may enter protective groups and
consult with trustees or the court, but the small holder is usually
well advised to avoid such groups, watch what goes on, and retain
his position or sell out as the situation warrants. As a rule, he should
also stay out of groups which form to contest official reorganization
plans or to press for modifications. There are a number of reasons
for this. In the first place, protective committee efforts are expensive,
and depositing securityholders may have to pay for them. Second,
controversies involving protective committees are likely to drag on
for years; the large holders who control a committee may prefer to
contest a minor point rather than compromise. Third, protective
committee deposit receipts are usually less salable than free securi-
ties and usually bring a lower price, if the holder subsequently de-
cides to sell. Fourth, a feasible and equitable reorganization plan is
likely to be developed and confirmed without the services of a pro-
tective committee, and in less time. Finally, most protective com-
mittee efforts to resist or modify reorganizations are fruitless, any-
how.

The best sources of general information on the progress of reor-
ganizations will be the financial reporting services, the financial
newspapers and periodicals, and the daily newspapers. When plans
are submitted to securityholders for final approval or rejection, a
complete presentation of the situation will accompany the forms.

2 Complete descriptions of these plans will be found in the appropriate Moody’s In-
vestors Service manuals for the year of consummation.
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QUESTIONS AND PROBLEMS

1. Do stock exchanges and over-the-counter markets conduct trading
in the securities of bankrupt corporations?

2. What happens to the prices of its securities when a concern fails?
Why would these securities be likely to fluctuate in price during the
bankruptcy period?

3. How long does a bankruptcy reorganization take? Do you approve
of the Mahaffie Act? Is there a counterpart to the Mahaffie Act which may
be employed by general corporations?

4. If you held a bond which was due to mature in 6 months, and if
the corporation wrote you saying that it could pay the interest but not
the principal at this time and requested you to agree to a 5-year extension
ot maturity, would you comply? Under what conditions?

5. If a protective committee wrote to you about the situation in ques-
tion 4, requesting that you give them your bond so that they might nego-
tiate effectively with the management, would you do it? Why?

6. Why was the equity receivership procedure inadequate to deal with
corporate insolvencies during the depression of the early thirties?

7. What is the procedure followed in a Chapter X reorganization?

8. What are the guiding principles upon which bankruptcy reorganiza-
tions are based?

9. Assume that an established meat packing corporation has just sus-
tained very severe losses as a result of inventory price declines, is unable
to meet the principal of a bond issue which is currently due, and is there-
fore in bankruptcy under Chapter X. It needs $10,000,000 of additional
working capital, which can be obtained at 4 per cent by selling new
bonds secured by a first mortgage on its two meat packing plants. At
present the corporation’s assets consist of two packing plants and
$10,000,000 of other assets; their total earning power is estimated for the
future at $1,500,000 per year after all taxes and is credited in equal por-
tions (thirds) to the two plants and the other assets. With the new
working capital added, earning power will average about $1,900,000; of
this $700,000 will be very dependable, $600,000 will be available four
years out of five, and $600,000 will be irregular. The old capital structure
consisted of a $15,000,000 first mortgage on the two packing plants,
$10,000,000 of unsecured debt, and 1,000,000 shares of stock. Recommend
a reorganization plan.
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Chapter 8: SECURITIES MARKET
ORGANIZATION

The securities markets of the United States function through some
4,200 securities houses or firms, a number of trade associations, 16
national securities exchanges and several other informal ones, and
a number of banks which deal in public bonds. These agencies
handle or participate in investor transactions which probably exceed
25 billion dollars annually, exclusive of dealings in short-term gov-
ernment securities.

From the investor’s viewpoint the functions of the securities busi-
ness can best be analyzed by classifying them as (1) investment
banking, which has to do with procuring money for corporations
and government bodies by marketing new securities; (2) dealing
in securities, which means buying and selling existing securities as
merchandise with the firm’s own money; and (3) brokerage, which
means handling transactions as the customer’s agent, strictly on a
commission basis. Many securities firms engage in all three of these
functions, and practically all of the others engage in two. In fact, it
is often difficult to determine where one function leaves off and an-
other begins.

As might be expected, there are both statutes and industry organi-
zations which attempt to enforce sound practices in the securities
field. Most of the states require all securities firms and personnel to be
licensed and have enacted antifraud and regulatory statutes. Since
1933 the Federal government has also operated in this area, enacting
no less than eight major statutes in the period 1933-1940. These
measures regulate many aspects of corporate practice and control
practically all phases of the securities business, in so far as honesty,
full publicity, and fair dealing are concerned. Although a thorough
study of securities regulation will be deferred to Chapter 12, it will
be necessary to include certain of its aspects in the present descrip-
tion of the securities business itself.

165
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Investment Banking

Investment banking has been defined as the business of obtaining
money for corporations or government bodies by marketing their
new securities. The definition should perhaps say “assisting in mar-
keting . . . ,” for few houses do the entire job of marketing even a
small new issue, except when the issue is sold in a private transaction
to a few large buyers, such as insurance companies. The investment
banking function is usually accomplished in one of three ways,
which may be called (1) underwriting corporate offerings, (2) pur-
chasing-distributing, and (3) agency marketing.

Underwriting Corporate Offerings

When corporations undertake to sell stock or bonds to their exist-
ing securityholders on a “rights” or similar basis, they are sometimes
urgently in need of the money which a successful sale would provide.
To guard against failure, a group of investment bankers is often
asked to underwrite the offering—that is, to agree in advance to
buy at a stipulated price all of the securities which the original of-
ferees or their assigns do not take. The investment bankers would
then organize a sales campaign to dispose of any stock which they
might buy pursuant to the underwriting agreement.

A successful rights offering usually attracts subscriptions to 95
per cent or more of the proffered securities.! However, reasonable
certainty of success with an offering will require most or all of the
following circumstances: (1) an offering price at least 10 per cent
below market value on stocks, or 5 per cent below on bonds; (2) a
reasonably stable securities market during the offering period;
(3) an offering which does not exceed in value 15 per cent of the
offerees’ existing investment in the company; (4) a well-distributed
group of stockholders, so that subscription will not exceed the buy-
ing capacity of too many of the stockholders, as it would if the stock
were held in large blocks; and (5) a seasoned group of stockholders
who have faith in the company. It is often possible for an offering
to be successful with one or more of these requirements unfulfilled,
but each departure adds to the hazard. The entire problem is accen-
tuated by the fact that any new offering of a security inevitably adds

1 The technique of a rights offering is described in Chap. 3.
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to the supply offered for sale on the market during the offering
period and ensuing weeks, thus tending to depress the price.

The fee which underwriters obtain for assuring success of a rights
offering is ordinarily stated as a “‘stand-by” fee per share on all the
stock to be offered. In about half ihe cases there is an additional fee
per share on all stock actually purchased by them. The total of the
two fees will range from 114 to 6 per cent of the value of the new
issue for a well-known corporation, depending on the quality of the
stock and the chances for success with the offering. For example,
Phillips Petroleum Company paid underwriters a single stand-by
fee of $1.10 per share on a 1,007,517-share offering in November,
1947. Old stockholders were offered one new share at $49 for each 5
held, at a time when the market stood at $56. Subscribers other than
the underwriters took about 983,000 shares; the underwriters bought
the remainder at the very attractive $49 subscription price. The
General Telephone Corporation underwriting of June, 1948, was
on the double-fee basis. In this case the corporation offered stock-
holders 208,260 shares on a 1-for-6 basis at $24.75 per share, at a time
when the stock sold at about $27. The underwriters received a
stand-by fee of 55 cents per share on 208,260 shares, plus an addi-
tional fee ranging from nothing up to $1.20 per share actually taken
by them—the more shares, the higher the fee. In this case 55,606
shares were left to the underwriters, and the additional sliding-scale
fee became 85 cents per share on the 55,606 shares.

Although both investors and corporate managers may be im-
pressed with the heavy cost of underwriting services, the advantages
should also be apparent. If the corporation needs the money, the
partial failure of a securities offering may leave the concern in a
position in which its existing investment is imperiled. Whether the
new offering is made on a rights basis or through investment bank-
ing firms, it is important for an investor to consider the possible con-
sequences, if the transaction is not underwritten. As an alternative
to the relatively costly underwriting process, some corporations en-
deavor to enlist the cooperation of the entire securities business in
a rights offering by paying a small per share fee to any securities firm
which forwards a subscription. However, many rights offerings are
conducted without any arrangements of any kind with securities
firms.
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Purchasing-distributing

A major portion of the investment banker’s business is concerned
with purchasing entire new issues of securities from the issuing cor-
porations and reselling them to investors. This process is also known
as underwriting, and the purchasing group of investment bankers
are called underwriters. This is the common method of marketing
bonds and preferred stocks and is also used extensively when better
grades and large issues of common stocks are to be sold.

Securities issues offered for marketing in this manner may range
in size from $100,000 to $100,000,000 or more. Most of the impor-
tant ones will exceed $1,000,000, and $50,000,000 is not uncom-
monly large. These sums are so large that few investment bankers
find it either convenient or prudent to buy entire new corporate is-
sues for their own accounts. Instead, they form purchasing syndicates
consisting of several firms willing to share the responsibility. A sepa-
rate syndicate is formed for each issue, though securities firms com-
monly ally themselves in cooperating groups which handle one issue
after another.? Small issues may be underwritten by two or three
firms; large ones may require fifty to a hundred. In each case the
syndicate members will indicate the portion of the entire issue for
which they take responsibility; that is, one member may take 10 per
cent, another 5 per cent, etc. A purchase group agreement among the
participating firms outlines the syndicate’s plan of procedure and
delegates authority to one firm to act as agent for the group in mak-
ing the purchase and organizing the selling effort.

When the purchasing syndicate has been formed, the corporation
and the syndicate enter into a formal agreement to purchase and
sell. Under this agreement the details of the security to be sold are
outlined, and the corporation agrees to print the securities, pay the
cost of audits and other surveys required for the registration state-
ment, “register” the issue with the Securities and Exchange Com-
mission, obtain clearances with state securities commissions, and
provide descriptive prospectuses for distribution to interested inves-
tors. Sometimes the corporation’s officers and leading stockholders

2 Because the leading firms tend always to form their syndicates among their own
groups, it is difficult for a new or “outside” firm to compete effectively in the business.
In 1948 a large number of firms were being prosecuted under antitrust laws because of
this situation.
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will agree not to sell their stock for a period of months and to assist
in electing a representative of the underwriters to the board of di-
rectors. The commitment of the underwriters is usually somewhat
less positive; they agree to make the purchase if no legal barriers to
the issuance and sale of the securities develop and if no substantial
adverse changes in the condition of the corporation or the securities
market appear before the date for the public offering. Sometimes
the exact price of the security is left for last-minute determination
on the basis of market conditions.

If an issue is expected to sell readily to a few large insurance com-
panies or other major investors, the purchasing syndicate members
may feel that no extensive sales campaign is necessary. Possibly the
syndicate manager can sell the entire commitment by telephone in
a few hours. If he can do so by offering the securities to a relatively
few potential buyers, so that it is a private and not a public offering,
a significant saving in time and money can be had because registra-
tion under the Securities Act of 1933 will not be required. If a public
offering is necessary, it may still be possible for the syndicate mem-
bers to find buyers for the entire issue through their own sales forces.
But if the issue is very large, or if it consists of common stock or
medium-grade securities which must be sold widely to individuals,
it will be necessary to have many firms and many salesmen partici-
pate in the sales campaign. This calls for a selling group—an organ-
ized group of securities firms with substantial sales forces and clien-
tele to which the securities can be sold. The purchasing syndicate’s
manager usually organizes and directs the selling group. He plans the
sales program, furnishes the literature and advertising, sets the date
of the offering and the price, and offers the proposed members of
the selling group a quota of securities which they may obtain at a
“concession” below the public offering price. The selling group
members need not obligate themselves to sell or otherwise dispose of
their quotas, but their opportunities to participate in future offer-
ings may depend on the success of their efforts. They may and do
split their concessions with other firms which assist them in selling
their quotas. The selling group usually includes most of the firms in
the purchasing syndicate, plus as many more as are deemed neces
sary to assemble an adequate sales force.

One of the essential elements in a successful public offering is
price stabilization. It is therefore customary for the issuing corpora-
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tion or the underwriting manager to stabilize prices by buying or
selling in the open market any securities of the corporation whose
prices might conceivably affect the success of the new offering. These
transactions would be fraudulent if they deliberately manipulated the
prices of the securities in question, but if they merely stabilize them
the process is legitimate. With respect to the new securities the sell-
ing group manager will sustain the market price during the sales
campaign by purchasing any of them which are offered on the mar-
ket below the established price. The selling group members will be
under obligation not to cut the price on any new securities offered
by them during the selling period, which may extend for 30 to 60
days. When the selling effort is complete, both the purchasing syn-
dicate and the selling group will be dissolved, unsold securities will
be turned over according to agreement to the members of the pur-
chasing syndicate, and all securities prices will be free to seek their
own level.

Investors sometimes feel that new issues are priced high when of-
fered by a selling group and that purchases can be made to better
advantage later when the “pressure is off.” There are good reasons
why this might be true on occasion, for it is to be expected that cor-
porations will try to make their new offerings when the market is
high, to get the best possible prices; and everyone knows that after
the original sale many securities tend to drift about on the market
until they “find homes” where they are respected and cherished.
However, it is hardly to be expected that selling group members
would make a consistent policy of selling overpriced securities to
their regular customers, if careful analysis could discover the exces-
sive pricing; nor is it reasonable that underwriters would hazard
their capital in buying issues which they believed to be overpriced.
Table 15 casts some light on the subject. At the date of the table the
market stood at about the average level of the preceding six months,
and the table shows that at that time there were approximately as
many recent issues above as below their original offering prices.

The gross profit margin between the price of new securities to the
investor and the price received by the corporation is known as the
underwriting commission or spread. The amount of this margin
varies. On an issue of $90,000,000 Refunding Mortgage 3s due 1981
marketed in 1948 by New York Telephone Company, the spread was
$4.55 per $1,000 bond, or .45 per cent. On the other hand, 20 per
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cent is not an unprecedented figure, if the offering consists of com-
mon stock in an untried venture. Kaiser-Frazer Corporation allowed
$1.10 per share, or 11 per cent, out of the $10 price of its first pub-

Table 15. Comparison of Present Market Prices of Recent Issues
with Original Offering Price

Bonds
Issue 0o erng Bid Asked
price
Arkansas Power & Light 27%4s, 1977 101.80 964 9744
Consolidated Natural Gas 234s, 1968 . . 10034 10114 10114
Cudahy Packing 2%4s, 1967 .... . . 9914 9614 97%%
Gulf States Utilities 3s, 1978. .. . . 10134 10014 1014
Iowa Power & Light 3s, 1978 . . 101.99 100 101
Louisiana Power & Light 3}4s, 1978 100.485 101
Louisville & Nashville 334s, 2003 100 97 98
Narragansett Electric 3s, 1978 . 102.39 1005 10144
Ohio Power 3s, 1978 . R . 100.99 10014 101
Ohio Public Service 314s, 1978 . . 10034 1014 10245
Potomac Edison 3%s, 1978. . .| 10107 10014
San Diego Gas & Electric 3s, 1978. .. .. . 101.39 100Y4 101}
Southern Calif. Edison 314s, 1973 .. . 102.187 10234 10334
Union Electric Co. of Mo. 35,1968 .  ..... . .| 10034 10014 1014
West Penn Power 3s, 1978 101.19 1004 1014
Wisconsin-Michigan Power 3s, 1978 101.19 9934 10034
Preferred Stocks

Consumers Power 4.529, . . 101.725 9914 9934
Birmingham Electric $4.20 . S I (0 1) 82%4 8414
Florida Power & Light 4%4%. . ... .. 100 91 93
Indianapolig Power & Light 5% ............. .. 102 x106 x10714
Kentucky Utilities 43%4% . 100 103 10414
New England Gas & Electric 44% A I (1 X 92 94
N.Y. State Electric & Gas 4.50%. . cee .. .| 10325 104 1054
Oklahoma Gas & Electric 5Y{%. ........ccovvnt .| 102 105 106
Pacific Gas & Flectric 5% ..... e 26%4 x27%% x27%
Pennsylvania Electric 3.70% Lo 1024 86 90
Tennessee Gas Transmission 4149, . 103 97 98 v

x = Ex-dividend.
Source: As reported by the Wall Street Fournal, Aug. 10, 1948.

lic offering, in 1945; Tucker Corporation allowed 70 cents out of
$5 in 1947. The size of the spread obviously will depend on the risk
the underwriter takes, considering the quality of the issue; on the
condition of the markets; on the extent of the selling effort which
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will be required; on the size of the issue; and on the intensity of the
competition for business between underwriters. The first, second,
and third of these factors are the most important, and in that order.
Table 16 indicates the underwriters’ margins on several securities
offerings of varied nature in 1947 and 1948.

Agency Marketing

Instead of purchasing and reselling a new securities issue, an in-
vestment banker may merely market it as the agent of the issuing
corporation. In this instance the investment banker bears no finan-
cial risk and the corporation gets its money only if the banker suc-
ceeds in selling the securities. The commission or fee to the banker
will therefore range between one-third and one-half the fee for un-
derwriting and marketing similar securities.

Agency marketing is usually undertaken under one of three con-
ditions. Either the corporation feels that it can safely economize on
the cost of underwriting by having a banking firm make a public
offering on an agency basis; or the securities are so speculative that
no underwriter cares to buy them, though he will sell them for a
commission; or the corporation asks the investment banker to find
a few major buyers who will take the entire issue after details have
been arranged by negotiation.

Agency marketing for reasons of economy is illustrated by the
public offering in 1948 of $25,000,000 Swift and Company 25-year
debentures. Swift and Company paid Salomon Brothers and Hutz-
ler, an investment banking firm, a commission of .40 per cent to
organize and conduct the selling effort. This commission compares
with .99 per cent paid by Westinghouse Electric Corporation and
1.38 per cent paid by R. H. Macy & Co., Inc., for a complete purchase-
distribution service on bonds of similar quality.

On small promotional ventures of every sort—brickyards, can-
neries, stores, small industrial plants generally—the cost of under-
writing services on stocks would be prohibitive. Consequently, many
such local issues are marketed by investment bankers on a sales com-
mission ranging from 7 to 15 per cent. Very commonly the corpora-
tions are ones in which the investment banker has a continuing in-
terest as promoter, heavy stockholder, or holder of stock purchase
options.

Investment bankers are frequently asked to find a limited group
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of institutional investors, usually life insurance companies, who will
buy an entire issue of new bonds. This is not difficult to do if the
issue is of good quality, for the growth of insurance companies,
trust funds, and endowments makes single investments of $1,000,000
to $5,000,000 readiiy salable. A small group of such investors can

Table 16. Size of Underwriters’ Commissions on Large Purchase-
Distribution Ventures in 1947—1948

Commission as

Issue Der Cent of
Pihite Offering Price
Pacific Gas and Electric Company 274% Bonds, 1980.............. A45%
National Fuel Gas Company 39, Debentures, 1973. . . .50
T'he Detroit Edison Company 23{% Bonds, 1982. ... ... .. .54
Columbia Gas & Electric Corporation 3149, Debentures, 1973 .. .. .68
Westinghouse Electric Corporation 2.65% Debentures, 1973 ... .. .99
R. H. Macy & Co., Inc. 2749 Debentures, 1972...... . ......... 1.38
Bristol-Meyers Company 3%, Debentures, 1968.. . .............. 1.49
Idaho Power Company 4% Pfd.............oooviiiiiiiiiit, 1.96
New England Gas and Electric Association 434% Pfd. ............. 242
Philadelphia Electric Company 4.3% Pfd. .. e 2.60
General Telephone Corporation 4.40% Pfd. ~ ............ . ... 4.00
Southern California Edison Company 4.88%, Pfd. e . 4.57
Broadway Department Store, Inc. 6% Pfd..  ......... . . 6.00
The Detroit Edison Company Common. .. .. ....... 3.75
Northern Natural Gas Company Common. . . ... . 4.45
Deere & Company Common. ... .. . 5.89
Bendix Aviation Corporation Common. . e 6.78
Minnesota Power & Light Company Common 6.91
North American Aviation, Inc. Common .. 7.05
San Diego Gas & Electric Company Common. .. S 7.18

absorb a large issue. Within the space of a few days in August, 1948,
the Wall Street Journal reported the following: Smith, Barney & Co.
placed $1,500,000 Bangor Hydro-Electric Company First Mortgage
3s of 1977; Goldman, Sachs & Co. placed $2,700,000 American
Maize-Products Company 314s due 1963; and Kuhn, Loeb & Co.
placed $20,000,000 Inland Steel Company First Mortgage 3s of
1978. These and similar issues were not and will not be offered to
the general public. The issuers therefore need not undertake the
task of registering with the SEC, preparing a suitable prospectus,
and qualifying with state blue-sky law commissions. Other expenses
incident to a sales campaign are also avoided, and the investment
banker who finds the buyers and handles the negotiations bears no
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financial risk and need receive only about .25 per cent of the sum
involved. This economical form of agency marketing is known as
private placement. It is popular with corporations, certain securities
houses, and large insurance companies and is used in marketing
large numbers of bond issues, but it is regarded rather bitterly by
smaller institutions and private investors, who are denied access to
such issues.

Competitive Bidding

Prior to 1935 it was customary for corporations to negotiate with
investment bankers over the nature, terms, and prices of new secu-
ritics issues. Most large corporations maintained continuing banker-
client relationships with investment houses which handled all their
business as a matter of course. On the other hand, state laws com-
monly required municipalities, school districts, road districts, and
other public issuers to plan bond issues having statutory features and
to sell these bonds to the highest bidder.

Subsequent to 1935 the Federal Power Commission, SEC, ICC,
and a number of state regulatory commissions began to require
public service corporations under their jurisdictions to sell their
new securities issues to the highest bidder. This rule does not usu-
ally apply to securities sold to existing stockholders on a rights basis,
nor to the underwriting of such an issue, but it does apply on issues
sold to bankers or placed privately by them.

It is still possible, through discussions undertaken while a stock
or bond issue is being planned, for the investment banker who hopes
to bid on a public utility or railroad issue to have some voice in
the terms of the security to be offered. This no doubt is done. It is
also possible for an investment banker to interest a group of insur-
ance companies in a forthcoming utility bond offering and by en-
tering a bid to obtain the entire issue for private placement with
them. However, it must be conceded that competitive bidding makes
private placements much more difficult and awkward than they were.

Nonregulated corporations continue to negotiate the sale of their
securities to investment bankers in the traditional manner. The ma-
jority of private placements are the issues of such concerns.

Controversy over the merits of competitive bidding has been rag-
ing for a decade. There is some evidence to indicate that direct com-
petition of this sort is keeping underwriting margins in the utility
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field below those obtained in the less competitive industrial field.®
However, there are some drawbacks, one of which was noted in a
preceding paragraph. From the investor’'s standpoint the difference
appears to be insignificant.

Regulation of Securities Offerings

New securities offerings are regulated mainly by the states under
their blue-sky laws and by the Federal government under the Secu-
rities Act of 1933. These laws are considered more extensively in
Chapter 12, but their impact on investment banking will be noted
briefly here.

The state blue-sky laws are antifraud statutes in the main, de-
signed to forbid the sale of doubtful or improperly presented secu-
rities and to exclude dishonest firms or personnel from conducting a
securities business. The usual enforcement methods require (1) that
the issuing corporation obtain a permit or file explanatory data be-
fore any new securities are offered for sale in the state, and (2) that
each securities firm and each securities salesman obtain a license be-
fore entering the business. The commissioner in charge of enforce-
ment is given substantial discretion in the issuance of permits and
licenses.

The Federal Securities Act of 1933, sometimes called the truth-
in-securities act, was designed to obtain full and complete disclosure
of pertinent information about new corporate securities when they
are offered publicly. Government, state, municipal, bank, railroad,
and certain other securities are exempted. The act requires registra-
tion of any nonexempt new issue of stock or bonds with the SEC.
Registration consists of filing a large mass of data about the corpora-
tion and the proposed security and the preparation of a prospectus
which summarizes the registration data for public use. If within 20
days the commission does not object to registration statement or
prospectus, the securities may then be offered for sale. Every investor
who is offered any of the securities by the corporation, an under-
writer, or any dealer must also be handed a copy of the prospectus.

During the period preceding the date when a security may legally
be offered for sale, no orders may be taken for it and no promises

sSee The Problem of Maintaining Arm’s-length Bargaining and Competitive Con-
ditions in the Sale and Distribution of Securities of Registered Public Utility Holding
Companies and Their Subsidiaries, by the Public Utilities Division of the SEC, 1940.
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for its delivery may be made. However, information as to the nature
of the forthcoming security may be circulated, and a tentative “red-
herring” prospectus may be given to investors for their consideration.
It is also legitimate to record investors’ “indications of interest” in
the forthcoming security, to obtain an active prospect list for the
actual offering.

Needless to say, corporations and underwriters are very careful
about the facts and figures included in the prospectus. Very little
editorial opinion and no excited praise about either company or se-
curity will be included. In fact, a prospectus comes close to being a
voluminous compilation of dry facts. Nevertheless, the facts are
there for one who has the diligence and the capacity to interpret
them.

Neither the state blue-sky laws nor the Securities Act of 1933 can
prevent an incompetent individual or a lazy one from buying haz-
ardous securities. They are not intended to; speculative business
ventures are needed and must be financed. These laws do prevent
fraud and misrepresentation, however, and they see that substantial
information is available on the issues which are subject to their
jurisdiction. Competence to judge that information and the diligence
to study it are up to the individual investor.

Investment Bankers and the Public

Investment banking firms are of many types, ranging from the
austere big-money institutions which specialize in large-scale pur-
chases to the small firms which function exclusively in retail distribu-
tion. The typical firm would be one which operates chiefly at re-
tail and also does some business as broker and over-the-counter
dealer.

Most firms are keenly interested in maintaining customer good
will and in building a reputation for sagacity in selecting only good
issues for their representatives to sell. This does not mean that they
will avoid speculative securities, but they will try to avoid unpromis-
ing ones and ones which are unsoundly priced. However, there are
situations which induce well-intentioned investment bankers to sup-
press their doubts at times. Corporations depending upon the banker
for financial assistance and advice may need funds at unpropitious
times. Other investment houses with which the banker works may
need his assistance in purchasing or selling groups, and he may wish_
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to retain their good will. Or his own organization may be in need of
a job to do. This conflict of interests is in no way unique to the busi-
ness of investment banking. It is a situation which every manufac-
turer and retailer meets constantly and which must be resolved in
accordance with the policies of the firm.

In most instances the ordinary investing public will deal with in-
vestment bankers through the banking firms’ salesmen. The larger
firms will also have statisticians or technical investment advisers who
are available for consultation without charge to the investor, and
statistical and financial service libraries are available in all offices.
The personnel in most houses are competent and sincere. They will
furnish available information candidly and will add personal opin-
ion and advice when solicited. However, investors should realize that
investment house salesmen are not omniscient, nor are they profes-
sional securities analysts. They must of necessity depend on the
opinions of the firm’s analysts and those of the purchasing group.

Salesmen naturally have a desire to make sales, for their compen-
sation depends upon it. Some of them may therefore urge their wares
upon the prospect with greater enthusiasm and in greater suggested
amounts than the situation warrants. Others are very temperate on
these points. Many salesmen keep records of their clients’ portfolios
and suggest additions and changes needed to maintain proper bal-
ance; this is helpful to the investor if the salesman is competent.
However, it is a well-known fact that a salesman may utilize his
knowledge of a client’s holdings to suggest shifts from present hold-
ings into whatever the salesman is offering at the moment. The firm
for which the salesman works might or might not be aware of such
an abuse of trust. On such matters the investor should make his own
studies and act accordingly.

The conclusion to be drawn is that in dealing with investment
bankers the investor may rely substantially on their facilities and
on their advice, but the responsibility for sound decision rests fun-
damentally upon himself.

Marketing of Investment Fund Shares

Investment banking of a unique type is found in the marketing
of the stocks of open-end investment funds. These funds are institu-
tions which invest their assets in diversified lists of stocks and bonds,
thus providing their own shareholders with a diversified and com-
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petently managed securities investment in a single package. Most of
them continuously sell new stock and also continuously redeem ex-
isting stock in cash if the stockholder so requests.

Since new stock is sold continuously by the open-end funds, it
would not be feasible for syndicates to buy and resell it. Instead, a
single investment banking house—possibly one which does nothing
else—functions as a perpetual selling wholesaler operating on an
agency basis. The wholesaler will allow a concession from the public
offering price to any other broker or dealer who may sell some ol
the stock. The stock is priced daily at the net asset value per share
of the fund’s assets, plus a fee of 4 to 8 per cent which covers selling
costs. Stock is redeemed upon request at approximately net asset
value, computed at the date of redemption.

Secondary Distributions and Special Offerings

When a large block of a security already in public hands must be
resold by the holder, the task is similar to that ol marketing a new
issue. A simple offering of the stock or bonds on the market would
depress the price and defeat its purposc. The situation requires an
organized sales effort which will create an additional demand and
place the securities, just as a selling group would do with a new issue.
Two techniques are used: (1) the secondary distribution, in which
a firm or selling group follows very closely the procedure which
would be used with a new issue; and (2) the special offering, in
which the members of a stock exchange are invited to solicit their
customers’ orders in the security at a stated price, out of which the
member would be paid a “concession” somewhat larger than the
regular commission.

The stock or bonds to be placed through one of these offerings
may come {rom a single large stockholder, an investment company,
an estate, a trust, an insurance company, or a holding company.
They may be purchased by the investment banker making the offer-
ing, or they may be offered on an agency basis. If the securities come
from the holdings of an influential stockholder or a holding com-
pany, they may have to be registered with the SEC just as though
they constituted a new issue.

If the investment bankers controlling the offering are not members
of a prominent stock exchange upon which the security is listed, the
secondary-distribution technique is certain to be used. A selling
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group will be formed if needed, a definite offering price and offer-
ing date will be set, and ethical securities houses generally will be
given an opportunity to submit orders for their customers and earn
a “concession” for themselves. Even if stock exchange firms and a
listed stock are involved, a secondary distribution is likely to be made
it very large amounts are involved.

Special offerings are organized selling efforts in a listed security
conducted from the stock exchange floor. Approval of the exchange
must be obtained, but this will be granted if it appears that the quan-
tity to be sold is too large to be placed by regular trading methods.
‘The special offering must be announced by a member of the ex-
change during regular trading hours at a definite selling price, less
a concession to any exchange member who produces a buying order.
The stated selling price is net to the purchasing customer; the con-
cession paid by the sellers to the member firms submitting orders is
their compensation.

Obviously, secondary distributions and special offerings would not
succeed if the offering prices were any higher than the familiar every-
day quotations in the security. It seems probable that most of them
are made at prices fractionally lower than the regular market would
have recorded on the same day if no secondary or special were in
prospect. However, it must be remembered that firms planning spe-
cials or secondaries are permitted to stabilize the market, and they
may also choose their oflering dates to get the best possible prices.
No one can say that in the long run an investor either gains or loses
as a result of buying on these offerings instead of on the everyday
markets. Probably there is not much diflerence.

Dealers and the Unlisted Market

The unlisted or over-the-counter market is the very extensive re-
sale market maintained by dealers who buy and sell securities as
merchandise. In this market the participating firms buy stocks and
bonds which are offered for sale by the general public and resell
them to others who wish to buy. Any security may be bought or
sold by any securities firm which cares to do so. Actually the bulk
of such business is done in securities which are not actively traded
on the stock exchanges, by a relatively limited group of dealers who
have elected to carry inventories and “make” both buying and sell-
ing markets in the securities in which they specialize, and by brokers.
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Mechanics of the Market

The fundamental cog in the over-the-counter market is the dealer
who elects to make a market in a given security or group of securities.
The firm acting as dealer is prepared to buy for its own account at
its “‘bid” price any reasonable quantities of the security offered to it
by the public or other securities houses, and it will sell in the same
manner at its “asked” price. The difference between the bid and
asked prices is the firm’s “‘spread,” or gross profit margin.

Since a dealer expects to get most of his business through other
securities dealers or brokers, he makes available to them prices
known as the “inside market”—in other words, bid and asked prices
which are not available to the general public. When a broker buys
unlisted securities for a customer, he may buy from the dealer as
the customer’s agent, in which case he will charge the customer the
dealer’s asked price plus a commission, or he may buy from the dealer
and resell to his customer at a small profit to himself. If the customer
is selling, he may receive the dealer’s bid price minus a brokerage
commission to his own broker, or his broker may buy from him at
less than the dealer’s bid price and then immediately resell to the
dealer.

If a customer appears in the dealer’s own offices the dealer cannot
charge him a commission for arranging a transaction with himself.
Neither does he wish to give him the inside market price as a net
price, for the brokers who provide the bulk of the dealer’s business
would regard that as unfair competition. As a matter of fact, dealing
with the public at retail would not be profitable on gross profit
margins as narrow as those which prevail in the inside market. The
obvious solution is to give the customer who appears in the dealer’s
office a net bid approximately equal to the inside market bid minus
a commission, or an asked price equal to the inside asked price plus a
commission.

It is obvious that no dealer could make a market or even trade
in all of the thousands of unlisted securities which the market
handles. Dealers therefore specialize, either by type of security such
as municipal bonds, bank stocks, or utility preferreds, or in the local
securities of a particular community, or in a given list of securities.
Their advertisements and quotations quickly familiarize other deal-
ers and brokers with their intentions and attract business in their
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chosen specialties. Such dealers may from time to time also trade in
securities other than their specialties, and investment bankers and
brokers who ordinarily do not function as dealers at all may buy and
sell as opportunity offers. .

In addition to the more important issues on which dealers’ markets
are continuously available, the over-the-counter market handles
thousands of transactions in smaller issues. In many cases dealers fa-
miliar with the concern or with the industry will buy lesser known
securities at a negotiated price and then list their holdings for resale
on quotation sheets which are widely circulated among dealers and
brokers. In other instances dealers will decline to commit their funds
to slow-moving securities but will take options on them or act as
agents in an attempt to market them. Brokers or dealers interested in
obtaining lesser known securities often find them by telephoning
dealers or by publishing offers on the quotation sheets.

The over-the-counter market is well-equipped mechanically to do
its job. The larger dealers maintain trading rooms in which their
traders are connected by private telephone lines with other dealers
and brokers in the same city. Teletype facilities on which bids or
offers can be dispatched to a number of dealers simultaneously,
either locally or on an intercity hookup, are widely used. Leading
dealers circulate daily or weekly “want-and-offer” shcets detailing
their active bids and asks. One nationwide reporting service, the
National Quotation Bureau, makes a business of collecting dealers’
wants and offers on a nationwide basis and reporting them, along
with the dealers’ names, on properly classified daily and weekly quo-
tation sheets. Newspapers and magazines carry quotations on the
more active over-the-counter securities.

Securities Traded

The over-the-counter market operates chiefly in United States
government bonds, state and municipal bonds, bank stocks, insur-
ance company stocks, and issues too small, too inactively traded, or
too closely held to have successful stock exchange markets. These
latter include serial bonds, building corporation bonds, utility pre-
ferred stocks, and issues of small corporations generally. There is
also an active over-the-counter market in many bond and preferred
stock issues which are listed on the stock exchanges. Large blocks of
good bonds or preferreds which could hardly be sold on the listed
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markets without breaking the price are often sold on the over-the-
counter market.

The bonds of the United States government are listed on the New
York Stock. Exchange, but the bulk of the business in them is done
over the counter. This is probably because the commercial banks of
the country and a few other large dealers make very good markets
in Federal bonds and their huge inventories plus their close contact
with Federal Reserve policy enable them to dominate the market.
Other dealers in governments perforce deal with and follow these
leaders. State and municipal bonds are seldom listed on the stock
exchanges because (1) many of them are serial, hence there are not
enough identical bonds to make a satisfactory listed market in serial
issues; (2) such bonds do not change hands often, so a listed market
would be too dull to be efficient; and (3) commercial banks trade
in this market also. Dealers and banks together can make an excel-
lent market in these bonds, providing bids and offers when asked
on almost any bond of satisfactory quality.

Bank stocks and insurance company stocks are nearly all traded
unlisted because most such institutions traditionally refuse to have
their stocks listed on the exchanges. The reasons given are that (1)
listing would automatically associate the banks and insurance com-
panies with the speculative aura of the stock exchanges; (2) listing
would subject them and their stocks to more detailed regulation
under the Federal securities acts; (3) listing would make their stock
fluctuate more in value, in keeping with the performance of the
listed market: (4) listing would cause more buying, selling, and
transferring of stock and would call for fees to stock exchanges, all
of which is unnecessary expense; and (5) listing would cause dealers
who now stabilize stock prices from day to day by buying for in-
ventory or selling from inventory to lose interest, thus permitting
the uneven flow of public buying and selling orders to cause an
unstable market. There may be some germ of truth in the last two
of these arguments, but the entire presentation seems to do a better
job of rationalizing than justifying the nonlisting tradition, at least
where the large institutions are concerned.

Price Behavior on the Unlisted Market

Experience shows that prices on active over-the-counter securities
do not fluctuate much from hour to hour, since dealers absorb ir-
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regularities in the timing of public orders by adding to or reducing
inventories. However, any substantial day-to-day or week-to-week
fluctuations in the listed stock market have their repercussions in
public bids and offers in the unlisted market and thus compel dealers
to adjust their prices. From an inspection of long-term price ranges
recorded by listed and unlisted securities, it would appear that ac-
tively traded securities of comparable qualities fluctuate about as
much in one market as they would in another. Table 17 shows recent
price ranges of four groups of high-quality stocks, two on listed and
two on unlisted markets.

It would be impossible to prove or disprove the oft-repeated state-
ment that prices on the unlisted market average a little lower than
those on the listed market. When securities are traded in both mar-
kets, arbitrage transactions naturally keep the prices at the same
level. On actively traded securities of similar type and quality little
diffcrence is apparent, though listed securities usually have some-
what greater collateral value. On inactive securities no sure gener-
alization is possible, for on either listed or unlisted markets a de-
termined effort to buy or sell in large quantities may distort prices
considerably. However, because of the existence of many very in-
active securities in the unlisted market, because these securities are
little known and therefore not regularly sought by buyers, and be-
cause such securities lack marketability and collateral value, it is a
fair guess that in these categories the unlisted market may offer better
quality securities for less money than can be had on the listed
markets.

Price Making in the Unlisted Market

The bid and asked prices in the unlisted market are established
from hour to hour by the dealers who make the market. However,
these prices must be set at levels which will result in the dealers’
purchases roughly equaling their sales, unless the dealers wish to in-
crease or decrease their inventories for speculative reasons. Usually
dealers do not change their inventories much for speculative reasons;
so it can be said that their prices are set approximately at levels where
public demand equals public offering. If a dealer’s inventory rises
or falls by reasonable amounts from hour to hour but balances out
over a few days’ time, he will regard his price as being right; and
even if he has an excess of sales over purchases or vice versa, he will
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consider his prices right if other dealers have contra balances and
will buy or sell with him. However, if dealers generally find that they
are buying more than they are selling of a particular security, they
will reduce both their bid and asked prices; and if they are selling
more than they are buying, both figures will be raised.

Table 17. Comparison of Price Fluctuations of Listed and Unlisted

Stocks
Price range
Stock Market November,
1937-1946 1947 1048
General Motors. ... . .. .. NYSE 80%4-2514 65745174 66-56
General Flectric. ............. NYSE 64742114 3974-32 4254-36Y4
General Foods. ............... NYSE 5614-2274 4534-3414 4014-3734
American Telephone. ......... NYSE 20014-101%4 | 17434-14934 | 153145-150
Boston Edison. .............. BSE 55-19Y4 5014-3934 4214-3634
Commonwealth Edison. ....... NYSE 3614-1734 3354-251% 2774-25
Chase National Bank ........ Unlisted 6454-191% 39-32 37-32%4%
Manufacturers Trust Co.. .. ... Unlisted 7014-2614 58344614 5314-49
National City Bank  ....... Unlisted 6034-19 45-35%% 4014-3654
Aetna (Fire) Insurance........ Unlisted 69-35 564114 49-4434
Great American Insurance. . ... Unlisted | 3574-161% 32-25 3254-29%4
Home Insurance . . ... | Unlisted 41-1914 2734-22%4% 2954-273%4

Note: The decade 1937-1946 was a period which included both high and low markets.
The year 1947 was one in which price variations were of average intensity. November, 1948,
was a month of unsettled markets, owing to clection influences.

Prices for unlisted stocks are dealers’ bid prices.

Dealers in the unlisted market must not only establish the level of
prices in each issue traded, they must also determine the spread be-
tween the bid and asked price. To the dealer the spread represents
the gross profit margin out of which he must pay his expenses and
earn his living. To the customer, it is a differential which makes his
probable selling price somewhat lower than the best available buying
price. In general, it appears that four factors govern the size of the
spread a dealer establishes.

1. Activity of the security. If the dealer’s inventory can be turned over
rapidly, thus earning the regular gross profit at frequent intervals, the
profit on each transaction can be low.

2. Quality of the security. If the security is of high quality, or if for
any other reason a decline in its value is unlikely, a dealer can afford to
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handle it at a low gross profit, for he is not likely to sustain a severe in-
ventory loss.

8. Dividend or interest payments. If the security pays dividends or in-
terest regularly, its inclusion in inventory does not hold the dealer’s capi-
tal idle and he can afford a lower margin than otherwise.

4. Competition. The over-the-counter market is sharply competitive,
and a dealer’s expenses consist largely of overhead costs. He cannot af-
ford to let other dealers take his business by making closer markets—that
is, by paying slightly more and asking slightly less—and he will establish
his spreads accordingly.

It is customary, when a dealer is asked for a market price on a
security, for him to quote his bid and asked prices and indicate the
quantities he will trade without knowing whether the inquiring
broker wishes to buy or sell. The inside market quoted by the
dealer then becomes the basis for negotiations. It is usually the deal-
er’s final price on transactions ranging between a few hundred and
a few thousand dollars; no better or worse prices are made on large
or small transactions unless the amounts involved are extreme. How-
ever, a dealer is a principal, and if he can be persuaded to pay a little
more or sell for a little less in a given instance, that is his privilege.
He does not have to treat everyone alike.

On securities in which the dealer does not maintain a regular
market, or in which a good market does not exist, any dealer or
broker may offer to buy from or sell to a customer at a price satis-
factory to himself. If the broker or dealer knows that his asking price
is higher or his bid price is lower than a fair competitive price, he is
duty-bound to say so to a nonprofessional customer; he is in a posi-
tion of trust in such a case. However, a great many over-the-counter
securities do not have steady and close markets; this forces both
dealer and investor to negotiate as best they can.

The quotations shown in Table 18 are copied from a sheet dis-
tributed by a leading dealer on October 7, 1949. Only a few of the
quotations offered by the dealer are shown here, but they illustrate
well the size of the spreads in issues having good and fairly good mar-
kets. None of these issues is regarded as lacking a regular and de-
pendable market. The quotations published by dealers in this man-
ner are not intended as bids or offers which others can accept at their
pleasure. These are nominal quotations, to show what the dealer is
doing or expects to do. To get a firm bid or asked quotation, which
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is legally binding on the dealer, it is necessary to ask him expressly
for a firm quotation on the desired quantity of the security.

Investors familiar with newspaper and magazine quotations on un-
listed securities will observe that the spreads shown in Table 18 are
much smaller than those commonly published. The reason is that
the quotations in Table 18 show the inside, or dealers’, market, while

Table 18. Sample Quotations from a Dealer’s Inside Market on
October 7, 1949

Issue Bid Ask
Cities Service Co, Debenture 3s of 1977. 9534 | 9614
Pacific Telephone & Telegraph 314s of 1983 10434 | 10434
Southern Pacific Company 414s of 1981 86 8634
Bethlehem Steel Corp. 234s of 1970 100 10015
Bullock’s, Inc. Common . . 21| 228
Capital Records, Inc. Common 354 3%
El Paso Electric Co. Common . 3134 | 31%%
Hunt Foods, Inc. 5%, Pfd. . 534 5%
California Oregon Power $6 Pfd. . 96 97
Chase National Bank 3534 | 36
Guaranty Trust Company 272 273,
Bank of America . 4554 | 464
Security-First Nat’l Bank of Los Angeles. 6314 | 64}
Aetna (Fire) Insurance Company . 5934 | 6014
Federal Insurance Company .. 63 66
Home Insurance Company .. 335 1 33
Security Insurance Company of New Haven 3744 | 38

newspapers and magazines publish what purports to be a customers’
net price. Actually the usual published customers’ net prices are not
very realistic, being based on tradition rather than fact. Usually the
published bid prices are just a little lower than the bid on the inside
market, but the published asked prices are often far above those on
the inside market.

Investing in Unlisted Securities

For the investor who buys securities for income or long-term gain
the facilities of the unlisted market are as satisfactory as those of the
listed market, if he finds securities appropriate to his needs. The
dealer’s spread on the inside market is not usually great enough to
do any harm, brokerage commissions are about the same as on the
listed markets, price ranges are about the same, and values appear
to be established at about the same level. Purchases and sales are
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made on a dealers’ stabilized market and can be negotiated to a
definite figure, and there are no odd-lot differentials for small in-
vestors to pay. For short-term traders the unlisted market is slightly
less advantageous; the lack of hour-by-hour irregularity limits the
chances for adventitious bargains, and the dealer’s spread cuts down
the chances for quick profits on small changes in market prices.

Investors buying or selling anything other than the most active
over-the-counter securities can often save a little money when deal-
ing through a broker by asking that broker to “shop around” among
competing unlisted dealers. The dealers are often a fraction of a
point apart in their bid or asked prices, and the broker who is willing
to make the effort can find the best price.

Brokers and dealers who transmit their customers’ buying and
selling orders to other dealers who make a market in the security are
now tending to handle the transactions as agents of their customers.
In such cases the customer pays or receives the inside market and is
charged a standard brokerage commission by his own broker or
dealer. However, some brokers or decalers sell to or buy from their
customers as principals and then make a profit instead of a commis-
sion by immediately selling to or buying from a regular dealer at a
different price. This is perfectly legitimate, provided the risk-frec
profit taken by the broker does not exceed 5 per cent. 'The profit may
be voluntarily limited to or be less than a standard commission (i.e.,
from 2 to .5 per cent on stocks) il the broker chooses. Despite the
good intentions of brokers, it would secem to be wiser on the cus-
tomer’s part to ask his broker or dealer to function as an agent rather
than as a principal in such cases. This is the customer’s privilege.

QUESTIONS AND PROBLEMS

1. Define (a) investment banking, (b) dealing, (c) brokerage, (d)
underwriting, (¢) private placement.

2. Under what conditions do you believe a rights ofiering should be
underwritten? When is this not necessary?

3. Would a selling group be tormed to distribute 250,000 shares of a
utility company’s common stock which an underwriting group was pur-
chasing from a holding company? Why?

4. Do you think that price stabilization should be forbidden by law?
Why or why not?

5. Would it be desirable or feasible to forbid private placement by
law?

6. How much would the Consolidated Edison Company of New York



188 INVESTMENTS

have to allow as commissions if it sold a $25,000,000 bond issue to under-
writers? What would the cost be on a preferred stock issue? What de-
termines these rates? Do these represent the entire cost of obtaining
needed funds?

7. Would you be willing to invest in a new bond or stock issue just
being marketed by an underwriting group? Why or why not? Where
could you get adequate information about the quality of a new issue?

8. As an investor, would you feel assured of better value in buying an
issue which the underwriters had obtained by competitive bidding, or
would you prefer one on which the price was negotiated?

9. Do you think that the blue-sky laws and the Federal Securities Act
of 1933 are properly designed to protect the investor? Should they require
that every security be labeled A, B, C, etc., or in some other manner to
identify its quality? Should the price of new offerings be subject to veto
by a regulatory authority?

10. Would you trust a securities salesman who recommended sale of
a stock which you held and purchase of another now being offered by his
firm? Would a good salesman ever make such a proposal?

11. Would the same securities be sold on both listed and over-the-
counter markets? What kinds of securities are chiefly traded over the
counter? Why?

12. Does the dealer’s “spread” constitute a price disadvantage to the
investor who considers unlisted stocks? Why?

13. How does a broker who wishes to sell a bank stock for a client find
a buyer?

14. Why can the over-the-counter market absorb an offer to sell 100
Union Pacific bonds when there might be danger that such an offering
would depress the stock exchange price?

15. If you were a stockholder in the Corn Exchange Bank Trust Com-
pany of New York, would you want the bank to withdraw its stock from
the New York Stock Exchange and depend upon the unlisted market ex-
clusively?

16. Is it likely that the actively traded insurance stocks (see Tables 17
and 18) would sell any higher, on the average, if they were on the stock
exchanges? Would the less actively traded ones (for example, the Federal
Insurance Company or the Security Insurance Company of New Haven)
have as good markets as they now have?

17. Why is the “spread” on the Hunt Foods preferred so much greater
than that on the Ohio Edison preferred (see Table 18)?

18. Look up the over-the-counter quotations in your daily newspaper.
Are these accurate representations of the market? Are they firm bids and
offers?
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19. If a client asked a broker about Chase National Bank stock, which
the broker knew was quoted by dealers at 333/ bid, 34 asked, and if the
broker owned no stock, would it be legitimate for the broker to say “I'll
sell it to you at 35”7 Is this ever done?
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Chapter 9: BROKERAGE AND
THE STOCK EXCHANGES

Practically every firm engaged in the securities business does some
brokcrage. Some firms do nothing else. A broker’s business consists
of searching out buyers when his customer wishes to sell and sellers
when his customer wishes to buy and arranging transactions in ac-
cordance with his customer’s instructions. Usually those transactions
are arranged with other brokers representing their customers. The
brokers do not function as principals in these transactions; they are
agents only. A broker charges a commission on each purchase and
each sale which he executes, but he ordinarily gets nothing unless he
can complete a transaction.

In order to fulfill his function and earn commissions, a broker
must develop his business along three lines: First, he must provide
an office with adequate financial information sources, current quota-
tion facilities, and salesmen-advisers, to enable investors to make the
decisions upon which he acts. Second, he must know where to find
the best unlisted markets for his customers and how to obtain new
securities currently being offered by underwriters and distributors.
Third, he must arrange memberships in or contacts with the prin-
cipal stock exchanges of the country, for a very large percentage of
all securities buying and selling is done on the stock exchanges. He
must also offer his customers incidental services in the financing of
their transactions and in the storage of their securities. Brokers need
not be investment bankers, over-the-counter dealers, or even stock
exchange members, but they find great advantage in being stock ex-
change members, and their close contact with investment bankers
and dealers encourages them to participate in these functions also.

Nature of a Stock Exchange
A stock exchange is an association of brokers formed to provide
improved facilities for the execution of customers’ orders. The main
function of an exchange is to operate a trading room to which all of
190 '
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the brokers may bring their orders in a given list of securities. With
a large number of customers’ buying and selling orders thus brought
together, it is expected that many transactions can be completed.
The customers will get good service and the brokers will earn com-
missions.

Stock exchanges conduct trading in both bonds and stocks. How-
ever, only the New York Stock Exchange and the New York Curb
Exchange have any significant amount of business in bonds, and all
exchanges do most of their business in stocks. In order not to clutter
their facilities with futile attempts to do business in inactive stocks,
the exchanges limit their operations to a stated list of securities in
which their members hope to have a reasonable number of orders.

Each brokerage house which belongs to an exchange has the privi-
lege of placing a trader and assisting clerks on the trading floor and
operating a private telephone line from the floor to the brokcrage
office. All the business on the trading floor is done by the brokers, as
the exchange is a facilitating agency only. The expenses of the ex-
change are defrayed by monthly dues paid by the member brokers,
plus minor sums collected as fees for services donc for the brokers
and the corporations whose stocks are listed on the exchange.

A stock exchange is a private association with a closed member-
ship. In order to obtain a membership a brokerage firm usually must
buy one from a member who is willing to sell. A membership on a
successful stock exchange is an expensive asset. In 1948 a New York
Stock Exchange membership cost about $68,000, a New York Curb
Exchange membership cost about $23,000, and a Los Angeles Stock
Exchange membership brought about $7,500. When a membership
has been arranged for, the prospective member must next apply for
admission. If the governing board of the exchange find the appli-
cant’s financial stability and business reputation acceptable, he will
be admitted to full privileges. Successful brokers often have mem-
berships on many stock exchanges and branch offices scattered
throughout the country.

Stock exchanges generally have visitors’ galleries from which visi-
tors are permitted to watch activities on the trading floor. However,
no business may be transacted from such galleries, nor does any ex-
change accept trading orders from anyone. Orders must be placed
with brokers at their brokerage offices for transmission to the ex-
change floor. *
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Every stock exchange has extensive rules governing the business
practices of its members and the methods of trading on its floor.
Many of these rules are intended for the protection of the public,
while others are chiefly valuable to protect and develop the exchange
and its members. The floor trading rules are highly technical, but in
general they provide for a well-organized routine in which all orders
are handled equitably. Brokers are permitted to trade on the floor
for their own accounts as well as for customers, but their “profes-
sional” trading is limited to keep it from dominating the market.
Brokerage practices and stock exchange operations are subject to the
supervision of the Federal Securities and Exchange Commission, un-
der the terms of the Securities Exchange Act of 1934.

The American Stock Exchanges

The New York Stock Exchange and the New York Curb Exchange
are national in their scope. They conduct trading in securities which
are nationwide in ownership, their broker members have offices from
coast to coast, and their members also execute orders forwarded to
them by banks and nonmember brokers everywhere. Most of the
New York Stock Exchange members are also members or associate
members of the New York Curb Exchange. The securities traded
on these two exchanges are all different; no stock or bond is traded
on both. The Stock Exchange usually has the securities of the larger,
older, and stronger corporations, and the Curb has the others. How-
ever, there are conspicuous exceptions; the big board (New York
Stock Exchange) has some very poor issues, while the Curb has such
solid successes as Aluminum Company of America, Duke Power
Company, Pepperell Manufacturing Company, and Singer Manu-
facturing Company, to name but four.

The other stock exchanges are properly called regional exchanges,
for their principal service is to provide trading markets for local
brokers and investors. The most important of these exchanges are
located in Boston, Chicago, Los Angeles, Philadelphia, and San
Francisco. The regional stock exchanges not only provide markets
for local stocks but also trade in the stocks of nationally owned cor-
porations which originated in their regions or are closely affiliated
with them, even when such stocks are traded in New York. In addi-
tion, they often trade in the stocks of national corporations which
have enough local stockholders to enable the local exchange to main-
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tain a market. The members of the regional exchanges are mostly
local brokers with local offices and customers, but every regional ex-
change has members who also hold memberships in the New York
and other exchanges.

Listed Stocks and Bonds

A stock exchange must have an understanding with the corporate
issuer of each stock or bond in which it trades, regarding such mat-
ters as the transfer of securities, the timely announcing of dividends
and rights, and the publication of data about the corporation’s affairs.

Table 19. Securities Traded and Number of Members, Leading
American Stock Exchanges

Value of securities
transactions, year ended Number of Number of
Exchange j une 30, 1948, 1sues members,
millions of dollars traded, 6/30/49
6/30/48
Bonds Stocks
Boston...... . .. * 175.3 387 122
Chicagot........ . ... . * 202.3 324 300
Los Angeles. ............. ... * 126.6 246 59
New York Curb........... ... 69.8 1,039.9 931 780%
New York Stock............ . 924.0 10,954.0 2,329 1,375
Philadelphia............... .. 1.2 105.6 500 200§
San Francisco....... .. 0.5 184.9 352 641
All registered exchanges......... 996.7 12,899.7
All exempted exchanges......... 2 9.7

* Less than $50,000.

% Prior to merger of Sept. 15, 1949.

1 Includes associate members having limited privileges.

§ Philadelphia-Baltimore, merged in March, 1949.

Source: Data from 1948 SEC 4nnual Report and from the exchanges.

These and other matters are often covered in a listing contract be-
tween the corporation and the exchange. The leading exchanges try
to impose good corporate practices—for example, the use of regis-
trars for stock certificates and the publication of audited financial
statements—as conditions precedent to listing. The New York Stock
Exchange even goes so far as to hesitate to list nonvoting common
stocks and preferred stocks without adequate contingent voting
power, as a gesture of disapproval.
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The New York Curb and the regional stock exchanges have formal
listing contracts with many corporations, but a considerable number
of their “listings” are traded without benefit of a contract. In these
instances the corporation usually consents to the trading procedure,
cooperates in furnishing information and handling transfers, but
does not sign any formal agreement. The securities traded without
listing contracts are said to be “‘traded unlisted,” but the trading is
handled in exactly the usual manner, and most people do not know
or need to know the difference.

Stock exchange trading methods are not usually satisfactory even
on a regional market in issues having less than 300 to 500 stock-
holders, for a good listed market requires enough interested people
to maintain a constant flow of bids and offers to the trading floor. If
there are enough holders, however, the stock exchange market is usu-
ally preferred by both investors and corporations. The publicity
given to stock exchange markets widens interest in the stock, the
prestige of the market enhances its collateral value, and the super-
vision of exchanges and regulatory agencies compels good corporate
and trading practices.

The Securities Exchange Act of 1934 undertakes to enforce sound
conditions relating to annual audits, publication of financial reports
and other data, proxy systems, “‘insider” trading in securities, and
similar topics as conditions precedent to listing or trading on the
exchanges.! The SEC makes rules to implement the statute and must
approve the addition or dropping of any security by any of the ex-
changes. Though there have been conflicts, the exchanges have gen-
erally welcomed government enforcement of sound corporate prac-
tices. The smaller exchanges had been unable to compel corporations
to adhere uniformly to good rules prior to passage of the act, for
the only sanction available to an exchange was suspension of trading
in the security, and this often hurt the exchange members more than
it did the corporation.

Since 1929 many of the regional exchanges have found it difficult
to obtain enough total business to maintain their facilities. Several
reasons help to explain this. First, the amount of speculative trading
has declined, and the decline has been especially marked in the se-
curities of local corporations. Second, many of the larger local cor-

1 The Securities Exchange Act and other measures for the protection of investors are
reviewed in Chap. 12.
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porations found that the trading boom of 1927-1929 caused their
stocks to scatter widely over the country. They therefore obtained
listing or unlisted trading markets in New York, and local trading
in their stocks diminished. Third, the over-the-counter markets have
been greatly improved, so that they now offer many moderate-sized
issues closer and steadier markets than the exchanges can provide.

The SEC wishes to maintain the effectiveness of the regional ex-
changes and has endeavored to do so by encouraging them to expand
unlisted trading in nationally owned stocks which have large num-
bers of stockholders in their regional areas. As a result, leading stocks
are traded on many exchanges; in early 1949 General Motors was on
12, General Electric on 12, Radio Corporation of America on 9, and
American Telephone on 12. The purpose of sustaining the regional
exchanges as useful local markets is a sound one, for their services
are needed to widen public interest in the securities of growing local
concerns and to develop the marketability of such concerns’ stocks.
The regional exchanges also serve as economical local markets for
nationally known securities, especially in small quantities (odd
lots) . Although it might be argued that the efliciency and stability
of the market in a nationally known security would be improved by
collecting all the bids and offers on it in one market place, it must be
remembered that many of the bids and offers appearing on the local
exchanges exist because local brokers have encouraged their cus-
tomers’ interest in the stocks. Local trading therefore cannot be said
to consist exclusively of business diverted from a central market
place. Arbitrage transactions, through which profit-seeking brokers
buy on one exchange and sell on another, keep the prices on differ-
ent exchange markets virtually uniform and have the effect of syn-
thesizing the bids and offers on all markets into a single resultant
price.

Several of the regional exchanges have considered mergers as a
means of improving their trading markets. Some members believe
that mergers may improve the quality of the markets by (1) com-
bining the bids and offers on stocks traded on both the merging ex-
changes, and (2) widening brokerage and investor interest in strictly
local stocks by introducing them into other cities. Improvement and
broadening of the markets for the listed stocks would of course im-
prove their collateral value. Combined facilities might also reduce
expenses and produce more commission earnings. The Philadelphia
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and Baltimore stock exchanges were merged in March, 1949, and the
Chicago, Cleveland, St. Louis, and Minneapolis—St. Paul exchanges
were combined on September 15, 1949.

Floor Trading

The “post trading” system now used by most stock exchanges is a
continuous auction arrangement under which any security may be
traded at any time while the exchange is open. Basically, the plan
provides for the assignment of the securities to a number of differ-
ent posts or areas on the trading floor. When any trader has an order
to buy or sell a security, he goes to the assigned area, calls out his bid
or offer, and hopes for an acceptance from another broker who has
a corresponding order to sell or buy. When a number of brokers are
interested in the same security, each will be desirous of buying at a
low price or selling at a high price for his customer. Competitive
raising of bids and lowering of asking prices should then produce
transactions at prices representing truly free markets. All bidding,
offering, and accepting is done verbally. When a transaction is com-
pleted, the traders enter each others’ names on the “buy” and “‘sell”
tickets, turn these over to their clerks for bookkeeping purposes, and
send reports to their offices by telephone. Stock exchange pages who
watch the post report the number of shares and the price to the ticker
operator, so the transaction can be reported immediately in broker-
age offices everywhere via the ticker tape.,

The stock exchanges adhere to the general practice of quoting
stocks in dollars and eighths per share and bonds in percentages and
eighths of par value. No splitting of eighths is permissible, with two
exceptions. United States government bonds are quoted in percent-
ages and thirty-seconds, since that is the accustomed practice else-
where, and very low-priced stocks are allowed smaller trading inter-
vals than eighths of a dollar. On low-priced stocks the New York
Stock Exchange trades in dollars and small fractions such as six-
teenths and thirty-seconds; some of the regional exchanges turn to
dollars and cents quotations, using 5-cent and l-cent intervals.

To avoid confusion in floor transactions, the exchanges require
that regular trading be done only in standard quantities, termed
board lots or round lots. The board lot in stocks is usually 100 shares,
though 50-share, 25-share, and 10-share board lots are established
when investigation shows that those units would accommodate buyers
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and sellers to best advantage. The standard bond unit is one $1,000
bond. Floor transactions may be made in multiples of board lots, and
it is a bidder’s or seller’s privilege to offer a trade in several board
lots as a unit, “all or none”’; but small numbers of shares, odd lots,
are handled by a separate process through an odd-lot dealer.

Since it would be impossible for a member firm to keep a trader
at each of the posts at all times, two facilitating services are made
available to traders who need assistance on the floor. One is that of
the so-called two-dollar broker. A two-dollar broker is a stock ex-
change member who does not have a brokerage office but, instead,
makes a business of executing buy or sell orders handed to him by
others. For this he receives a share of the commission. The other
service is that of the specialist. A specialist is a member who stays
continuously at one trading post, handles other brokers’ orders in
one or more stocks on the same basis as a two-dollar broker, and
occasionally buys or sells for his own account also. Because a special-
ist is always at his post the traders usually hand him all their orders to
buy or sell at prices remote from the ruling market price, as well as a
substantial amount of ordinary business. He usually has a consider-
able number of orders in his possession and is likely to figure in a
large percentage of the transactions at his post. When transactions
take place, the specialist gives priority to the highest bids and the low-
est offers. Orders at the same price rank in sequence of arrival. A spe-
cialist can often judge the strength of the market in his stock by the
number of buying and selling orders accumulated in his “book.”
This is top-secret information. The specialist can and will disclose
the highest bid and the lowest offer in his possession and may indi-
cate the number of shares bid for or offered at those prices, but that
is all he can say. Detailed rules prevent him from profiting from this
inside information by trading excessively for his own account, but he
is expected to buy or sell for his own account in order to prevent
needless erratic fluctuations in market prices.

Delivery and Settlement

Transactions in stocks and bonds require a clear understanding
of the time for transfer and payment. Stock exchange rules are rather
elaborate on these points, but it suffices here to say that transactions
are made on three bases: (1) cash, requiring settlement on the day
of the contract; (2) regular way, requiring settlement on the third



198 INVESTMENTS

full business day thereafter; and (3) seller’s option, requiring settle-
ment within 60 days but as specified in the contract. Over-the-counter
transactions involve similar understandings. The primary obliga-
tions to meet delivery and payment dates rest upon the brokers or
dealers involved, but their customers must of necessity fulfill their
commitments on time.

The most critical problems concerned with delivery of securities
involve transfers of stock or bonds before the record dates for dis-
tribution of dividends, interest, rights or other privileges. When it
appears that delivery of a stock can be had in time for a transfer be-
fore a forthcoming dividend, the stock is said to sell with dividend
at a price which both buyer and seller regard as inclusive of stock
and dividend. On a date believed too late to permit a purchaser to
get the dividend, the stock sells ex-dividend, usually at a lower price
which reflects the fact that the dividend is not being transferred.
Stock exchanges are accustomed to sct the dates on which stocks will
be quoted ex-dividend, ex-rights, or ex-distribution.

Rights, Warrants, When-issued Contracts

Both stock exchanges and over-the-counter markets have occasion
to trade in these instruments. Rights, as has been noted in previous
chapters, are short-term privileges for the purchase of securities. War-
rants are more difficult to define, for the term is used in the securi-
ties business in two ways: in a technical sense, a warrant is a piece of
paper which evidences the ownership of rights, fractional shares of
stock, or some other claim or privilege which does not quite attain
the stature of a security. However, the term warrant is also used to
mean a long-term right, usually one whose purchase privilege is
valid for several years; it is this meaning which is implied when the
securities markets report transactions in Tri-Continental Corpora-
tion warrants or Radio-Keith-Orpheum warrants. When-issued con-
tracts are agreements for the future delivery, at the price named in
the contract, of pending rights or securities which have been author-
ized but are not yet issued. Securities traded on a when-issued basis
include those to be issued in connection with mergers, recapitaliza-
tions, reorganizations, and liquidations, and newly marketed ones
which have not been physically delivered.

Because of their short lifetime, rights are often sold or bought on
a when-issued basis before the certificates (warrants) evidencing
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them are mailed out by the company. A seller on this basis simply
contracts to deliver his expected rights when he receives them. His
broker may require him to make a cash or securities “margin” de-
posit to guarantee that he will actually provide the rights, since the
broker obligates himself to deliver them to the purchaser’s broker.
Similarly, the purchaser of the rights makes a margin deposit with
his broker. When the rights become available all when-issued con-
tracts are settled by payment and delivery, and subsequent transac-
tions in rights are made regular way or on a cash basis.

Long-term warrants offer no technical problem, for they can be
sold and delivered as easily as any stock or bond.

Trading in when-issued securities is quite common over the
counter, but technicalities interposed by the Securities Exchange
Act and the SEC make it difficult to qualify them for stock exchange
trading. When-issued contracts of all types are invalidated if the
right or security is not issued substantially as expected. This factor,
coupled with the margins required and the uncertainty of the time
element in reorganizations, frequently results in when-issued con-
tract prices which are inconsistent with the prices of other securities.
For example, the old Denver & Rio Grande 4s of 1936 sold at 6214
($625) on November 13. 1946, while the when-issued prices of se-
curities shortly to be issued in exchange for them totaled $670.

Brokerage Orders

Brokers receive a number of different types of buying and selling
orders from their customers, for execution either on the exchanges
or the over-the-counter market. Brokerage orders vary as to the price
at which the order may be filled, as to the time for which the order
is valid, and as to contingencies which affect the order. In addition,
the customer may further specify how his order is to be handled—
for example, he may instruct the broker to function as an agent only,
not as a principal, if the transaction is over the counter; or he may
designate the exchange to which the order is to be sent, if the security
is traded on several. The customer’s desires are followed explicitly.

Market orders are instructions to a broker to buy or sell, as the
case may be, at the best reasonable price obtainable. The broker will
regard a market order as evidence that the customer wishes a trans-
action completed within a few hours at most and is leaving the price
to the broker’s discretion in order to be sure that the deal can be
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made. The broker should not abuse his discretion by paying toc
much or selling for too little, if the market js abnormal, but the
emphasis is on completing the deal, not on bargaining for price.
Market orders are commonly used by investors when trading in
active stocks or when a desire to buy or sell is urgent; but they can
be damaging in “thin” markets, in which a temporary absence of
either bids or offers could result in a market order being executed
at an extreme price.

Limit orders are instructions to a broker to buy or sell at a stated
price “‘or better.” If a customer instructs his broker to buy General
Motors at 64 or better, the broker will buy at a lower price if one is
immediately available, but he will bid up to 64 if necessary, since the
customer specifically authorized that figure. If the order is to sell
General Electric at 39, the broker will try for more, but if he does
not get it he will offer on down to 39 in search of a buyer. If the limit
makes an immediate trade impossible (i.e., a limited bid is too low
or a limited offer is too high), the broker will leave the order with
the specialist (or dealer if the market is over the counter) with in-
structions to execute it if the opportunity occurs. A limit order pro-
tects the customer against paying more or selling for less than he
intended, but it may cause disappointment if it results in a desired
purchase or sale being “missed” by a trifling margin.

Open or G T C orders are orders which are “good till canceled”
by the customer. Limit orders to buy at a low price or sell at a high
one may be left indefinitely on this basis; the author saw a specialist
on the Los Angeles Stock Exchange fill an open buy order in 1930
which had been handed to him in 1927. Most stock exchanges re-
quire that brokers send customers a monthly memorandum of out-
standing open orders, and most of them automatically reduce the
limit on an open bid by the amount of the dividend, each time the
stock sells ex-dividend. Instead of an open order, the customer may
give his broker a G T M, or “good this month,” order, a G 'T' W, or
“good this week,” order, a “‘day” order, only valid for one day, or
a “fill or kill” order which is to be tried immediately and either filled
or canceled. Needless to say, these time specifications are most im-
portant when they are in conjunction with orders which are limited
as to price.

Stop-loss orders are orders which are not effective until another
transaction takes place at an indicated price. The stop-loss order
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then becomes a market order. For example, a stockholder who held
Standard Oil of Indiana when the market price was 50 might hope
to get 55 for it, but might also want to sell out quickly if the market
started down. He could place a stop-loss selling order at 47. This
would instruct his broker to sell the stock at market if ever a regular
trade took place at 47 or less. If the desired sale at 55 could be made,
the customer would cancel his stop-loss order. Stop-loss orders are
also used on the buy side of the market. A customer might wish to
buy Union Oil because he anticipated a major rise in its price. If the
current price was 34, he might still hope to buy at 33 or 32 within a
few days; but to guard against being left out on the rise, he might
enter a stop-loss buy order at 36. If a regular transaction took place
at 36 or higher his stop-loss buying order would become a market
order and would soon be filled at 36 or at the lowest price his broker
could obtain.

Stop-loss orders are useful to both speculators and investors. Stop-
loss selling orders can be used (1) to sell out holdings automatically
in case a market drop deemed large enough to indicate the beginning
of a major decline takes place; (2) to sell short if the ominous market
drop occurs; or (3) if placed close to the market, to assure ultimate
sale of stock which is now offered on open sell order just above the
market. Stop-loss buying orders can be used (1) to limit possible
losses on a short position; (2) to buy if a market risc scems to indi-
cate a major upswing; or (3) if placed close to the market, to assure
purchase of a stock which is being sought on an open bid just below
the market. It will be noted that item (3) in each case requires en-
tering two selling orders or buying orders when only one transaction
is desired. However, the chance of two executions is fairly remote,
for each order can be made subject to an automatic cancellation if
the other is filled.

Stop-loss orders can sometimes be assured of execution at their
effective price by a process known as “stopping stock.” If, for ex-
ample, a stock exchange specialist has several bids for Standard Oil
of Indiana at 47 when the market is 50, he may be willing to earmark
one of his bids to cover a stop-loss selling order at 47. He can then
assure the broker placing the stop-loss order that, unless the bidders
withdraw their bids and in the absence of market orders (which
take precedence), the stop-loss sale at 47 is guaranteed as soon as the
first regular sale takes place at that price. By a similar process an
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above-market selling offer may be earmarked to cover a stop-loss
buying order.

Odd Lots

Thousands of stockholders own listed stock in quantities smaller
than the standard board lots, and about 25 per cent of the buying
and selling done on stock exchanges is in these so-called odd lots.
Because the odd lots appear in definitely odd quantities—8 shares,
10 shares, or 15, 20, 25, 35, whatever the customer wants or has—it
would be almost impossible to match buying and selling orders in
them. Also, the confusion arising from verbal trading in odd lots
would lead to errors. The problem has been solved by permitting
designated members of the stock exchanges to operate as dealers in
odd lots. These odd-lot dealers agrec to buy odd lots which other
members have for sale and to sell odd lots whi<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>