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PREFACE

The following lectures are on the lines of the
course prescribed in Corporation Finance for the
M. Com. Examination of Indian Universities They
are published for the benifit of M. Com. students.
I have purposely abstained from laying before them
masses of detailed narrative.

In the preparation of these Lectures no origin-
ality is claimed. The various sources from which
information is taken are given below, and I grate-
fully acknowledge the assistance received. I would
recommend them for’detailed study.

Corporation Finance by Mead.

Finding Capital for Business by David Finnie.
Financial Policy of Corporations by Dewing.
Business Finance by Lough.

Organisation -and Finance of Industries in India

by Samant & Mulky.

Published Accounts by R. R. Gupta.

Business Organisation by R. R. Gupta.

I feel obliged to my colleagues Professors B. P.
Gupta, M. A., M. Com. and A.P. Gaur, M. A., for
giving valuable suggestions and typing the manus-
cripts; and I am grateful to Professor J. P. Rastogi,
M. A.,, B. Com. of Meerut College, who has given
assistance and his valuable time in going through
the proofs while the book was in press.

In the end I may also thank the publishers for
the interest taken in its publication.

Civil Lines, S. R. Rallan.
Cawnpore.
Jan., 1947
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LECTURE |

What is Corporatioa Finance ?

Corporation Finance aims to explain and illustrate
the methods employed in the promotion, capitalization,
financial management, consolidation and reorganiza-
tion of businesses on the lines of limited liability of
Joint Stock companies.

When the Corporation or the Company is to be
started the natural line of procedure is (1) investigation
of a business preposition, the control of which is
secured by a promoter who prepares a financial plan
with the co-operation of other financiers or banks and
then the sale of its securities, (2) problems which have
to be faced during the working of the business e.g.
those relating to the management of income in order
that a regular rate of distribution of profits may be
made by the directors to the sharehoclders, (3) in case
the company needs more capital how it should be
obtained ......... either directly by the sale of securities
or loans from the banks and other financing houses or
indirectly by consolidation with other companies and
lastly, (4) if the business happens to fail the procedure
followed in bankruptey and insolvency and the re-
organisation of the insolvent corporation if possible, or
its disintegration. '

Financial need of modera industries and need for
special organization

The processes of production, marketing and distri-
bution which existed in the days previous to the intro-



“duction of large scale production did not n ecessitato
much enterprise on the part of those agents rendering
these services. Production was carried on small scale.
The merchants were catering for a limited market.
Consequently the businesses did not involve much risk.
These conditions have changed since industrial revolu-
tion with the introduction of machinery and consequent
changes in the scale of production i.e. from small
scale production we have come to large scale produc-
tion. The markets have widened owing to the improved
means of communications. The wider the market the
more uncertain are its conditions. Itis a very risky
thing to produce for an uncertain and indefinite
market. Thus the risks in production increase with
the scale of production. Asthe risk in production
increases the capital required to carry out such produc-
tion also naturally increases. Such large amounts of
capital cannot be supplied by a single individual or by
a small group of individuals. The necessity of funds
in large amounts which were beyond the capacity of a
few individuals brought with it a certain form of orga-
nization which makes it easy to raise funds from a
large number of individuals. As it was impossible for
such large number of individuals to manage the concerr
financed by them the actual management had to be
left with the chosen few. Of all forms of business
organization which have to be introduced in order to
facilitate the supply of funds from a large number of
investors the most common and popular is the Public
Joint Stock Company or corporation with limited liabi-
lity. This form is followed extensively in the field of
commerce and industry. The modern Capitalistic age is
the age of Joint Stock enterprise and its outstanding
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achievement in economic organization is the Joint
Stock company whenever Capitalism appears. So the
Joint Stock Company is the control and representative
of the Capitalistic world.

Essential Needs of Industrial Growth

The lack of industrial capital in the country which
could be provided by Indians has retarded the industrial
growth of the country. iIndustrial development implies -
two essential factors—the combination of initiative and
managerial ability with the control and ownership of
capital and the existence of a body of persons willing
to invest: In this country there has been a lack of a
wide class of investing public and specially there
is the absénce of a well developed money market. This
is an essential preliminary to the development of indus-
iry and in India great difficulties have been experienced
in finding sufficient capital for the public for require-
ment in businesses. Whatever industries have been
established they have been developed with the help
of Man_a_g_nlg Agen_ts because they had an easy access
to their capital which was either in their hands or they
had a command of capital in the hands of others. It is
therefore quite clear that the modern industries need a
large amount of capital and capital cannot be acquired
unless there is a special organization to obtain that
capital. \Without a specialised agency the establishment
of industries on a large scale is practically impossible,
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LECTURE (I
Promoters

Promotion is the first step in the establishment of a

business. It may be defined as the discovery of busines
opportunities and the subsequent organization of funds,
property and managerial ability of a business concern
‘or the purpose of making profits therefrom. The ori-
zinal idea of the business if it isa new one arises in
the minds of the promoters. The promoter performs
wn indispensible function in the community of discover-
ing, formulating and assembling a business proposition
by whose development the wealth of the society can be
increased. “ He acts as the middleman between the
lnvestors and the man with undeveloped® property to
sell.’In the present scheme of productlon the resources
and the money are lying uselessly apart>The promoters
bring them together and wealth is the result. Left to
themselves they may never meet aThe promoter there-
fore renders a valuable service to the country by
bringing these necessary elements together. $Tt is the
work of the promoter to search for new public
demands or wants and to find means of satisfying them.
Sometimes promoters may go beyond the promoter’s
business  and undertake  to  conduct the

business. The out and out promoter, however,

does not entrust himself with managing a busi-
ness after it has been promoted. 1A promoter may
undertake to launch an enterprise because he feels that
some other firm is making huge profits and he must
share a part of them.YHe must be assured of good
profits, )If his purpose to promote a concern which can
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make poor profits only and not monopoly profits, he

must be sure that the standard of efficiency of existing

concerns is so low that the new concern will be able

to produce on effecient lines and at a lower cost and

then he will be able to bring down the price of the

product ; or in some cases the promoter may feel that

the existing concerns are competing with each other

on unhealthy lines which is injurious to the industry

and that competition may be eliminated by means of

the consolidation or combination of several competing
units..[yThe successful promoter makes a large profit,

so large indeed that sometimes it is thought that he is

overpaid for the services he has rendered. s The fact is
that he not only takes huge risks but renders valuable
services to the society. He pays for the investigation of

his projects‘.-ﬁHe has to consider its real value as a
business proposition and commercial exploitation.&'He
loses if such investigation results in the inadvisability

of such an undertaking.{"He performs a public service
whenever he produces a succesful concern or creates

anew demand and that makes us live more comfort-
ably  or he supplies more utilities in a cheaper
way or he saves the tremendous waste to the society
brought about by unhealthy competition and unnecessary
duplication of the means of production. In this way

the promoter by rendering useful service to the society
can and does make profit for himself.

Steps taken by the promoters in promotion of

Joint Stock Companies,

The promotion of Joint Stock Companies presup-
poses the existence of a promoter. The promoter may
be said to be the father of the company, who sees
the prospects of gain in a business which he wishes
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to set up and believes that he can persuade others to
think as he does. Promotion is therefore the process
of organising and planning the finances of a business
concern in the form of a Joint Stock Company. The
purpose underlying the promotior of a Company is
to acquire some profit by the trans.ction. The
promoter may sell his project to a Company anl mnay
have to do nothing with the Conpaiy aftsrwards,
and in the tramsaction he may make a profit or he
becomes concerned in the promotion and the working
of a Company as a shareholder and director.

A Company may bs promoted to exploit some new
invention or underdeveloped natural resources or to
take up a going concern. In the latter case a trader
may find it to his advantage to convert his business
into a company. He may like to retire and convert
a portion of his interest into cash. He may convert
it into a Private or Public Company. A business man
who relies on his employees for managing assistance
may convert his business into a company so that he
may be able to have the continued co-operation and
interest of the omployees in the welfare of the
business by appointing them as the directors. At the
same time he can have the advantage of limited
liability. Some times a business man converts his
business into a Company so that after his death or
the death of a partner the business may not be dissolved
The person who is at the back of the conversion into
a Joint Stock Company is called the promoter who
may be either the proprietor of a _concern or somebody
else interested in the conversion.\ Or a syndicate may
be formed specially for the purpose. They become the
promoters. The old business is sold to them or to
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their nominees, who sell the business to the company
newly formed. The undertaking in the ordinary
way is 851d for a fully paid up value and the proprietor
or the vendor raceivas the bulk of them. He may be
paid something in cash at the same time. He may
also acquire large power of control through the Articles
of Association. In this manner the existing business is
sonverted into a Joint Stock Company ; the object may
be to make the business permanent or to acquire more
money by inviting the public to subscribe to the share
capital of ths Company which may be nseding more
funds for the purpose of expansion.

In the second casa the promoter accomplishes his
purpose in three distinct steps (1) He makes the
discovery of the idea (2) assembles the elemnents of
the business (3) produces the funds in order to put
these elements into operation. Discovery means
determining that an opportunity exists for exploitation.
Opportunity is a mere idea. It means the creation of
new demands or further satisfaction of an old one that
is not fully or completely satisfied or it may be the
outcome of the thought that the person produces or
manufactures or having exceptional or monopolistic
profits which can be shared by another business which
must be run on more efficient lines. The idea may
come as a flash to an inventor or it may be an inspira-
tion on the part of some of people engaged in a similar
business to expand into somewhat new fields. The
idea or discovery requires investigation which helps
to find out whether it is feasible or not. The investiga-
tion must be undertaken by an expert who is able
to weigh effeciently all the elements of business and
may be able to find out the gains and risks involved in
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the projected enterprise. The promoter should not
try to arrive at any judgement or conclusion indepen-
dently as he 1is optimistic and enthusiastic and
consequently prejudiced in favour of his scheme. He
cannot look at things in a disinterested manner. Ho
cannot make an exact forecast as to whother tha
enterprise will be profitable or not. So the investiga-
tion should be entrusted to an expert.

Investigation is divided into the following steps :—
1. Rough estimates. 2. Detailed investigation. 3.
Checking up of the results or verification. In rough
estimates inquiry should be made as to who originated
the proposition to see if it is properly sponsored.
Then he should determine the basic idea in the busi-
ness i. e. is it a manufacturing or a marketing idea. Will
the product satisfy the old want or a new demand or a
habit will have to be stimulated or created in the public.
The aim of the rough estimate is whether it will pay
to spend the time and the money in making a detailed
investingation.

Detailed Investigation

‘Detailed investigation is a protection against a
much greater loss in case the business is set up. The
detailed investigation has to be entrusted to special-
ists. For example a manufacturing or production idea
may be investigated by technical experts or engineers.
If it is in relation to the consolidation of an undertak-
ing it may be entrusted to Accountants or Business

Experts. If it is with regard to marketing or the
creation of a demand it may be left to the marketing
eXperts. The scope of the detailed investigation will
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be whether the projected enterprise will be a profitable
concern or not. The experts will have to find out
the capital cost,the estimates of the probable income
or loss and the capitalising of an operating cost. It
will mean whether the projected enterprise will make
enough income or revenue to pay the cost of operation,
the interest on the capital and leave sufficient profit to
comrensate the owners for their risks and services.
The amount of fixed and working capital will depend
on the business. Then the scope of husiness has to ha
determined i. e. whether it should be started on a
large scale or on a small one and to expand gradually
with the profits. What could be the right time to
start production so that the market may be ready to
recieve the goods: Whether the Company should
engage in manufacturing and marketing at the same
time. Whether the concern should buy their own
plant or have it on lease. They may also consider
the difficulties of raising capital and placing the goods
on the market at a resaonable price. In short all the
matters connected with the financing, production and
management and the marketing of the goods have
to be investigated in detail before a business is actually
started and a Company is formed. In some cases it
is advisable to check or verify the results of detailed
investigation with the idea of making sure that nothing
hasbeen done in a partial manner and results have been
obtainedon careful investigati on, right experience and
mature judgment. The work of a promoter in connection
with formation of a company either to take over an already
existing business or to start a new undertaking may be
summaised as follows:—

He concieves the idea of forming the company.
He explores its future prospects in business. He
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approaches others to convince them of what he be-
lieves to be a profitable venture, so that they may sign
the Memorandum of Association and consent to act as
its first directors. He fixes the name of the company
and the amount and structure of its capital. He
arranges for the underwriting and the marketing of
the securities. He selects banks, auditors, brokers
and legal advisers of the coinpany. He sees to the
preparation and printing of the Articles and the
Memorandum of Association and Prospectus. He
attends to the Registration of the Company by filling
the Articles and Memorandum of Association and the
Prospectus. He arranges for the completion of
contracts with the Managing Agents, underwriters and
vendors. He incurs necessary preliminary expenses.
He issues and advertises the prospectus. He secures
allotment of Shares after application for the same have
been recieved. He arranges to secure the certificate
for the commencement of business. He makes
necessary arrangements . for staff, machinery and
office, as well as factory. It may be mentioned that
in this country in the absence of any agency specialis-
ing in the promotion of companies, the person or
firms who want to become Managing Agents usually

act as promoters. Such persons act as pioneers, and
finally become Managing Agents.
Promoter’s Remuneration.

The promoters have to be remunerated for the
services rendered by them in connection with the
floatation of the company. Sometimes they charge
higher price from the company for the business and
other property they acquire and the difference is their
profit. Or they may be allowed a commission on the
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purchase price of the business or property taken over
by the company or they may bo granted a lump sum
for the work done by them. The remuneration may
be paid in cash or in fully paid shares or partly in
cash and partly in shares. The remuneration paid to
them has to be disclosed in the prospectus, for the
information of the public. In this country, the
promoters who become at last the Managing Agents,
do not reccive any remumeration as they expect to
receive good earnings from the Managing Agency.
Financing an Enterprise.

The - promotors must obiain the money to take up
the proposition and inaugurate the business enterprise.
He may directly obtain money from the investing
publc to whom appeal may he made by prospectus
which may be advertised or circular letters may be
issiaed. In other cases if the nature of the proposition
peruniis, the promotor may present it to the bankers
and ask them to purchase or agree to purchase a
sufficient amount of securities of the new company and
to provide him or the new company with the inoney
required. This is usually the case in the U. 8. A. The
promoter approaches a banker and tries to secure from
him the funds required for the new company. The
banker will examine the proposition and if the result of
investigation is favourable he will purchase the securi-
ties with the expectation of selling them to the public.
In England the promoter approaches an issuing house
which exists for the purpose of obtaining ngw capital
from the public. It is a connecting Iin;%waen the
public companies looking for the capitg and the inves-
tors. It may be a merchant banker or financial agent for
a group of trading or industrial concerns or finance
companies doing investment business specialised or
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unspecialised. The all important asset of an issuing
house is its :{Q‘Qﬁ_pame. The higher its prestige and
fin.ucial standing’ the more it can pick and choose
among the companies wanting capital and greater the
care and facility with which it obtains money from the
public. When the prospectuses are advertised the
underwriters and the public look for the name of the
issuing houses. It means that the status of the issue
is determined by the staius of the issuing house and

the company seeking capital has to approach an 1ssuing
house of first class reputation to aci as an intermediary.

When the issuing house is approached the proposition
is examined from a number of points: who are the direc-
tors of the company, what is the history of the
company, and whether its past record of profits
justifies the proposed issue. It has to be reasonably
sure that the new capital will be profitably employed
and that it will yield good result and return. Is it the
type of issue that will appeal at the moment to the
investing public ¥ If the result of examination is satis-
factory the issuing house will provide the necessary
capital in exchange for the securities which will be
sold ultimately to the investors. In the United Kingdom
special institutions to meet the financial needs of the
industry have also been set up. There was established
in 1930 a Bankers Indusirial Development Company for
the purpose of assisting in the raiionalization of
certain industries. Again in 1945, the Finance Corpo-
ration of Industry Lid., and tihe Industrial and
Commercial Kinance Corporavion Ltd. were founded.
The former institution would provide temporary or
lung verm finance for indusuiual businesses so as to assist
their rehabilitation and development while the latter
mnsiitution would supply medium and long term capital
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for small and medium ‘sized concerns,
Conditions of Industrial Finance in India.

In India the Managing Agents have played the role
of issuing houses of England. They are the chief
providers of capital and the link between the investing
public and the industrial enterprise. The banks are not
prepared to provide funds to the company. The
Managing Agents only are in a position to approach
the bank for*financial requirements. When the indus-
trial venture is sound the facilities available may be
adequate. In the matter of obtaining funds from the
banks the experience of European and Indian Managing
Agents is different. The European Managing Agents
have feit that the banks in India have freely financed
industries while the Indian section have experienced
a great difficulty in getting the required finance. As
a general rule the banks are not prepared to finance
the long term needs of industry and are unable to
provide more than the working capital for short
periods only. The Managing Agents or their friends
finance the enterprises in the initial stages. It is
difficult to find either the share capital at the start or
the working capital necessary to run the concern

unless it is backed by Managing Agents’ substantial
resources.

The need for the establishment in India of special
institutions to provide finance for long term require-
ments of industry and larger projects of industrial
enterprise has been keenly felt, as the present stage
of development of commercial banks does not warrant
their taking substantial interest in the long-term
finance of industry. In industrially advanced countries,
various types of institutions have been set up for this
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purpose. In Australia, the Common Waealth ‘Bank
has created an industrial finance department and the
Bank of Canada has et up a subsidiary company
known as the Industrial Development Bank of Canada.
In the U. K. two special Corporations as referred to
above have been established. The banks in Germany
have played an important part in providing the initial
capital.

In India something has heen dome on Pro-
vincial basis and it is gratifying to learn that the
establishment of an Industrial Finance Corporation in
India is under the consideration of the Central Legis-
lature and a bill is introduced in the Central Assembly
by the Finance Member. The object is to provide
credit for medium and long term capital requirements
of industry, which are outside the normal activities of
commercial banks. The proposed corporation will
have a share capital of five crores of rupees, the shares
to be held jointly by the Central Government, the
Reserve Bank, Scheduled Banks and Insurance Com-
panies, Investment Trusts and other like financial ins-
titutions. There will be no private holding of shares.
Shares of the corporation will be guaranteed by the
Central Government as to repayment of principal and
payment of dividend not exceeding two and a half per
cent per annum. The corporation will be authorised to
issue bonds and debentures for amounts which together
with the contingent liabilities of the corporation, shall
not exceed four times the amount of the paid-up share
capital of the corporation. The Central Government
will guarantee such bonds and debentures as to repay-
ment of principal and payment of interest not exceeding
two and a half percent per annum. The corporation
may accept deposits from the public repayable after
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a period of not less than ten years and on such other
terms as the corporation may think fit. The corporation
will be authorised to make long term loans to indus-
trial undertakings, repayable within a period not
exceeding 25 years and to underwrite the issue of
shares and debentures subject to the provision that the
corporation will be required to dispose of any shares
or debentures acquired by it in fulfilment of its under-
writing lability within a period of seven years. The
corporation will not be liable to pay incometax or
supertax on its income and profits, but the dividend
paid to shareholders will be liable to these taxes. The
surplus profits of the corporation after payment of a
dividend not exceeding five per cent and after building
up a reserve fund of five crores will be payable to the
Central Government. The corporation will have

special privileges in the matter of the enforcement of
its claims_against borrowers,
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LECTURE Il

Industrial Banks and Investment Trusts,

In India there is the absence of some agency or
institution of an organised character to do what the
issue Houses and the Investment Trusts do for indust-
ries in England and what the general banks do for
the industries in Germany. Industry here lacks the
assistance of an institution which would help in the
formation of the industrial concern and in placing its
shares and other securities on the market. Until now
this service has been done in varying degrees of
efficiency by the Managing Agents who were able to
obtain the capital from parties associated with them
by business or personal relations. .Owing to certain
adverse circumstances the Mdna.gmr Agency System
has been severely criticised and its prestige and
popularity has diminished and consequently is not in
a position to perform the function so efficiently.
Further the practice of getting the shares underwritten
is not very common. Promotors of new concerns
usually consult their brokers as to probability of the
success or otherwise of the new issue before offering
it to the public. They are guided by their advice.
On account of these drawbacks or the absence of
facilities for obtaining the required capital for new
industries, opinion in this couniry has long favoured
the starting of indusrial banks on the line of the
German Gross Bankers with a view to provide
industry with initial capital. German banks are
industrial banks whose main concern is the permanent
provision of fixed capital to industry. These banks
are only intermediary between the invest: ing pubhc
and the industrial companies. They do not and cannot
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furnish to the industrial concerns what the investing
public is not prepared to offer. Then the banks give
financial advice and general council through their
representatives on the Bourd of Supervision. The
German banks are not industrialists although they
help the industries. Germany owes the great indusi-
rial development in a large measure to the enterpris-
ing spirit in banking. As soon as a company is
founded it is immediaiely linked up with a bank. The
bank will exam’'nes the proposition and if necessary
will obtain reporis from experts in the particular
lines. If the report is favourable and it is decided to
found a company it will draw up the scheme of
financing, determine the amount and the type of
capital to be issued and then in some cases itself take
a part of the shares with the idea of issuing them at
a later date. In this way the Founding Bank becomes
at the same time an Issuing Bank. The bank will” place
those shares on the Stock Exchange through the
intermediaries of the bank (brokers). In this way the
bank provides credit to the company by means of
advaces for periods varying from one to ten years. It
finances long term contracts, hire-purchases or
instalment sales. The banks have given a prominent
place in their programme to the promotion of Joint
Stock Companies. At the same time they were alive
to the dangers of extensive and permanent participa-
tions on their own account in the concerns which they
brought into existence. They recognise the principle
that it is their function not so much to bring various
branches of industries into existence through large
scale participation on their own account but to induce
the capitalists of the country by the authority of
recommendation to apply idle capital to undertakings
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which were properly planned to muet the real needs
of the country and were equipped with expert manage-
ment and have prospects of reasonable profits and
success. They would not themselves furnish to the
industrial company what ihe uvosting public was not
prepared to take. On the whole it has been possible
for them to play a considerable part in the promotion
of the industrial companies without locking up the'r
own resources and they have been able to manage the
promotion of companies on a large scale bocause the
capital invested in these operaiions is constantly
changed from one investiment to the other and thus a
considerable amount of diversification exists. This
is possible because the banks ure members of the stock
exchange and deal directly with the securitie~. The
banks are thus in a posiiion to acquire new connections ;
they are not anxious to enlarge their dividends by
indusfrial profits. They are very sympathetic towards
industries. |\ The intimate relationship between the
industry and banks is the essential feature of German
Banking System. The banks have their representa-
tives on the Board of Supervision of the companies
known as ‘Aufsichtsrat’. This Board watches and
supervises the affairs of the company.: It examines
the yearly Balance Sheet and any proposals to be
brought before the general meeting of the share-
holders. It reports on them. It has got nothing to
do with the management or control which is in the
hands of the directors. It is only in advisory position
that the Board of Supervision exists. It is quite apart
from the Board of Directors. It includes important
leaders of industry and commerce. The Exchange of
such representatives is a valuable link between banking
and industry. Inits turn industry has the support of
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the Banks. The banks cooperate among themselves
by joining togather in ‘Konsortum’. They not
only reduce the risk borne by one bank in industrial
issues but are enabled to avoil undue competition
among themselves and finully to undertake large
operations not possible for any single bank.

Investment [rusts

In this couniry % is felt that there are no
recognised methods by which the public can obtain
advice and assistance as regards investments. Banks
are unwilling to advige their clients about suitable
investments, because they are held morally respon-
sible if the investment turns out to be unprofitable.
It is better for the inexperienced investors to purchase
only old securities or to invest through the machinery
of those who are experts in this matter and possess
expert knowledge and financial strength to inspire
the confidence of the investors in the ultimate
success of the concern whose shares they seek to
place on the market. Such experts are investment
Trusts. Another argument in favour of the Investment
Trust is that they help in the choice of investments
and the investors are able to contribute to more
balanced investment. Some people go still further.
They say that in India Investment Trusts should be
formed in order to supply the industries in their
initial and infant stages, the necessary capital. It
should not be overlooked, however, that the Invest-
ment Trusts confine their dealings to established
securities and their primary aim has not been
industrial, but financial. They are inadequate in a
country which is more or less in the early stages of
industrial development. However, there is a growing
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view in the industrial world that direct investment
by the public is too risky and that it should be taken
out of the hands of the small capitalists, and the work
of the investment should be entrusted to special
financial institutions sush az an Investment Trust.
It is mors so during the period of dopression when
the value of securities falls and the small investors
are not in a position to jud ze the soundness of their
investments. [5is worth while to consider in detail
the working of these irusts which in the vpinion of
the financial experts shoild be started in this ¢ ,untry.
These compaxes or lavestmont Trusts wero
established on the risks spreading principle. There
is no such thing as absolute security in this uncertain
world. There are two sound principles in iivestmeny
which one ought to keep in mind :— (i) The object
of investment is to secure income and if possible
an increase in income and (ii) scarcely less impori:a.nt
is security and liquidating of capital that is to say if
the investor at any time wishes to realise his
investment there should be probability that he will
be able to obtain upon realisation atleast the sum
which he originally invested. There are varying
classes of investment in shares and debentures of
companies. Where the interest offered is generally
higher but security of capital and income is less
assured and there is unlimited variety in shares of
jndustrial and other companies and particularly variety
in shares commonly known as ‘Equities’. Another
method of investment gives the individual an
indirect instead of direct ownership of shares of
industrial enterprise, for example in a Holding
Company this is the case. The growth of the Invest-
ment Trust is an important illustration of this
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tendency. As there is a good deal of risk involved
in investment it is neéessary to possess knowledge
and to make a careful selection and to ensure
stability of income and certainty of the return of the
capital. The funds which one possesses for invest-
ment should be spread over a number of investments
of widely different character. This has given rise to
risk-spreading principle. It was followed in the
establishment of investment trust companies. The
idea originited in Eizland but was taken up after
about half a century by the U.S. A. In the early
twenties the idea originated of creating a new
channel for the investors based on the risk-spreading
principle. In order to prevent unwise changes in the
underlying securities by the directors the element
of management was eliminated and this was the
beginning of the trusts. The fixed trusts announced
that it would invest funds entrusted to it by individual
investors in the securities of certain specified companies
and those only. The amount of the holding in each
company was announced. The securities would not
be sold and each individual investor would have a
share in these investments for a fixed period of year.
The dividends were paid and securities could also be
sold after a fixed period. But by the time of selling
the slump in America came. These investments
were subject to enormous depreciation under slump
condition and the purely fixed trust idea, as providing
safety with risk-spreading miserably failed. It failed
because the trust was irrevokably committed to
specific investments which could not be sold even when
it was apparent that it was no longer prudent to
retain them. This idea of the American equities which
eliminated all questions of management was modified
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in England so as to stimulate confidence, and offer
opportunities for risk spreading to small investors.

About that time there was also keen depression in
England. The trade was bad, the taxation high, moni-
tary conditions uncertain and the investment market
and investors suffered from a wide spread lack of
~onfidence. At that time the people invested in safety
first investments i.e., Gilt-edged sccurities and deposits
in Savings Bunk and Building Societies. The investors
in equities had had a bitter experience to meet the posi-
tion at that time the first fixed trust was formed in
April 1931, The Management Company was given
power to sell any of the underlying securities it
thought fit on the occurrence of certain contingencies
specified in the trust deed. The proceeds of the sales
must not be in invested but should be distributed in
cash to the members. In the English Trust therefore,
the management was given certain power within
definite limits to sell the securities. There was no
flexibility in the earlier stage either with regard to
securities or the management. It was an improvement
to some extent upon the American idea. The idea of
fixed trust was developed further until in some of the
latest trusts the extent of flexibility with regard to
securities and also to management were given to theu
managing companies. Thus there have been both
fixed and flexible trusts.

Constitution and Management of Trusts.

There are three parties to the constitution. The
managing company, the trustees, the sub-unit holders
or share holders. The Managing Company may bea
private company and in its hands is vested the central
and management of the trusts within the limits of the
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trust deed. The managing company enters into a trust
deed with the trustees having no responsibilities what-
soever for the management. The duties of the trustees
are of those of the custodians. The real control is of
the managing company. The sub-unit holder is the
investor. He purchases or sells sub-units of the under-
lying s.curities at prices fixed by the managing com-
panies in accordance with the stock exchange quo:a-
tions to which are added certain spec:fic charges. The
bases of investment by the Managing company is one
unit. The prospective investor is informed of the
composition of one unit, which is broken up into a
given number of shuares in each of the company whose
shares have to be purchased. A unit is broken up into
a number of sub-units. ray 1,000 and investor in the
fixed trust purchases through the Managing Company
the number of sub-units he can afford e.g. he purchases
20 sub-units 8o he is interested to the extent of 20/1000
of all the shares comprising one unit. When a
complete unit is purchased the securities are held by
the trustees upon trusts. The trustees issue to the
Managing Companies the number of sub-unit Certi-
ficates corresponding to the number of units represen-
ted by the investments which they hold on behalf of
the Managing Company or more precisely on behalf
of sub-unit holders. A trust generally places some
limits upon the number of units which it will hold. It
is known as full trust i. e., only the fixed number of
units can be purchased by the trust. Any new in-
vestor in a full trust must buy a sub-unit from
another sub-unit holder, the price at which
a sub-unit may be sold is governed by the
daily price of securities comprising a unit. Sub-
units can be purchased or sold through stock-brokers.
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They are not officially quoted on the Stock Exchange.
There is generally a limit to the duration of trust
between 10 to 20 years at tho end of which the trust
is to be unwound i. e., the securities comprising the
sub-units are sold and the proceeds are distributed in
cash to the sub-unit holders. Sometimes an investment
trust company may be formed at the end of the period
and the sub-unit holders instead of receiving the cash
may receive shares in the investment companies in
exchange for their previous sub-units.

The payment of Dividends,

Sub-unit certificate may be either to bearer or re-
gistered. If they are to bearer, dividend coupons have
to be attached and presented through bankers to the
trustees for payment. If they are registered, dividend
warrants have to be issued. On the back of the
dividend warrants are printed the underlying securities
comprising a unit, the rate of dividend paid upon each
holding and any cash received from bonus shares if
they are converted into cash and the amount distributed.
The total dividends and cash receited from bonus
shares are aggregated and divided by the number of
sub-units in a unit. The amount payable to a sub-unit
holder is thus arrived at. Such bonuses may be of a
capital nature.

Seilling Methods

Each group of fixed trusts issues a booklet giving
a detailed account of the various fixed or flexible trusts
in the group with the names of the Managing Compa-
nies and the names of the trustees. A list is given of
the underlying securities comprised in a unit. In some
cases a brief account of the past records of the
company whose shares are the underlying securities
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is given. The information is prepared in an attractive
manner because it serves as the prospectus. Adver-
tisements may also be g:ven in the newspapers. They
generally show the dividends paid and the main
features of the trust. Points to be noted in the substance
of the adverticements are:—

1. The opportunity for risk spreading is emphasized.
2. The invitation is mainly to the small investor.

3. The yield offercd compares favourably with the
yield offered by other investments considered to be
very safe or giltedged securities.

4. The method of purchasing and selling sub-units is
explained to be simple.

5. The managing company undertakes to effect salex
of sub-units.

The Cost of Purchasing and Selling sub-units.

The cost to the investor of a sub-unit consists of
the appropriate fraction of the aggregate purchase
price of all the securities in the unit as quéted on the
Stock-Exchange, plus costs which would be incurred
in making such a purchase, plus loading chargex,
plus an amount to make up the price of a sub-urit $o
the nearest 3d. The loading charge is to cover the
cost of managing the irust throughout its life. If,
therefore, a sub-unit holder only holds his sub-units

for a short time, he loses the benefit of the load

ing
charge. ’

Choice of underlying securities.

When the fixed trust movement started, invest-
ments selected as the underlying securities were
mostly market leaders-shares of comp