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PREFACE

CENT years have seen a large growth in the literature of cor-

poration finance. A considerable portion has been in the form
of textbooks, a number of which have been important and valuable
contributions. But experience in teaching classes of both college
students and businessmen in this subject has led to the preparation
of a book which is aimed more directly at the solution of prob-
lems of financial policy. This emphasis upon what is essentially
the management point of view explains the inclusion of considerable
material on current practice, which is correlated at each point with
underlying principles. Only by understanding the reasons that lie
behind practice can management decide upon the correct course of
action under the varying conditions of business. Moreover, finan-
cial policy often requires a synthesis of these principles with pertin-
ent points of law, accounting, and economics. An attempt is made
to introduce essential information as the need arises in the dis-
cussion.

When this book is used as a text in an extensive college course,
the instructor will find references to additional reading in the
footnotes and in the selected reference list following the last chapter.
Such sources can be used to expand the topics which the instructor
feels deserve more emphasis. The businessman or lawyer will find
that these references often cover technical matter of value in solv-
ing problems. When a shorter text is desired, the instructor will
find that certain secondary subjects have been segregated into
separate chapters (such as Chapters 15, 17, and 29) , which can be
readily omitted without loss of continuity. The outline form of
the table of contents should make it easier for the instructor to plan
the most effective course to meet his particular situation and should
also help the student in his organization of the subject matter.

In view of the increasing debate in both the academic and the
political fields on the social aspects of finance, the concluding
chapter on that topic should be a welcome addition to the con-
ventional subject matter. Many will undoubtedly wish to pursue
this subject further through the suggested readings.

The authors are indebted to those who have read all or parts of
the book in its preliminary form, and whose friendly criticisms and
suggestions have contributed much to its improvement. Among
those who have been good enough to help are David D. Dillman,
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CHAPTER 1

THE FIELD OF CORPORATION FINANCE

S THE man of affairs surveys the field of business endeavor,
probably no aspect holds more allurement than that of finance.
The language of finance—with its stock and bonds, notes and drafts,
profits and dividends—has a golden suggestiveness which is closely
associated with affluence and prestige. The financier is thought
of as the controller of the money bags of industry. Finance, broadly
speaking, is concerned with the moneyed aspect of both govern-
mental and private activities. So the first task is to indicate what
material shall be included in this discussion of the branch of that
subject conventionally called corporation finance.

Definition of the field. Today business property is held largely
by great impersonal units known as corporations, most of whose
permanent funds are the contributions of bondholders and stock-
holders. That branch of finance called corporation finance has by
an arbitrary convention come to cover, in the words of the Educa-
tion Committee of the Investment Bankers Association, "the financ-
ing of the relatively fixed capital of private business corpora-
tions." |

Consequently the subject is conventionally concerned largely
with stocks and bonds, the instruments which serve as the connecting
financial link between industry, as represented by the corporation,
and those who have their property accumulations in this form. Ac-
tually, our treatment of the subject is somewhat broader than this
definition would indicate. As later discussion will show, related
matters such as short-term financing through commercial banks
and merchants and control of the internal finances of the corpora-
tion are covered briefly. But a lengthy discussion of such sub-
jects seems undesirable, partly because the length of the volume
should be kept within reasonable limits, and partly because the ma-
terial is covered in other courses given at the collegiate level.

Since definition is usually a hopelessly abstract and thankless
task when employed in the introduction to a subject, a statement
of the subject matter to be included and excluded may better serve

The Investment Bankers Association of America, Coursesof Sudy in Cor-
poration Finance and Investment (New York: Doubleday, Doran & Co.,
1917), p. 4.
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2 THE FIELD OF CORPORATION FINANCE

to clarify the place of corporation finance in the field of business
literature:

1. Only private, profit-seeking business will be considered, to
the exclusion of public, or governmental, enterprise. The latter
field is of great importance to the investing public and represents
a competing factor for the funds of the investing public. At an
earlier time public finance was more important than corporate fi-
nance, but, with the rise of large-scale industry, it has shrunk in
relative significance. Large enterprises such as railroads, electric
power developments, docks, waterworks, and even banks offered
very uncertain hopes of profit in their early stages but were essen-
tial to the development of the wealth of the community and there-
fore were often financed from the public treasury. This is still
the case with many of the younger countries, such as those in South
America. Since 1932 a remarkable expansion in governmental
financing of private business has taken place in the 'United States.

2. Primary emphasis will be placed upon how private business
acquires the funds or property with which it operates. In general,
the acquisition of funds is the problem of selling securities—that
is, stocks and bonds—for the cash needed to purchase the desired
assets. Securities may, however, be issued directly for property,
as in the case of a consolidation with another corporation.

3. Our predominant concern is with the sources of more per-
manent types of capital supply—namely, stocks and bonds—as op-
posed to such temporary supplies as are to be had through bank
loans and trade credits from merchants and manufacturers. Prac-
tically it becomes necessary to give some consideration to the latter
kinds of financial assistance. In the first place their use diminishes
the need for permanent financing and so creates the problem of
deciding the proper balance among the several channels for obtain-
ing funds. In the second place sound financial planning requires
the treatment of the financing problem as a complete whole, and
the principles developed in the course of our study necessarily take
into consideration all of the financing, both permanent and tem-
porary.

4. 'The use of the funds obtained is the general managerial prob-
lem of operating the business rather than a financial problem, and
so the topic is necessarily omitted, save as the control of business
operations reaches and touches the work of external financing.
Accounting and statistics are the techniques for recording and re-
porting the operations, and their proper utilization is a matter of
prime importance for those who conduct the financing, but they
constitute distinct branches in the art of business and can be con-
sidered only briefly in any work on corporation finance. Conse-
quently our subject has in general come to exclude internal finan-
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cial problems, although some place must be given to the discussion
of such major internal problems as budgetary control because of
their large importance in external financial relationships. 2

5. The sale of securities to the investing public implies the sub-
sequent payment of a return in the form of interest or dividends.
For that reason, the management of the corporate net income, one
phase of internal financial management, necessarily comes within
the scope of our subject. An ever-important problem of financial
management is to decide how net income shall be used to the best
advantage. The alternatives, save where specific contracts limit
the freedom of management, are to distribute dividends, to add
to the properties of the business, or to retire outstanding securities.

6. Finally, the form of capital structure may be altered. The
change may be a voluntary process designed to improve the finan-
cial standing of the corporation, or it may be a forced reorganiza-
tion brought about by financial embarrassment or failure.

Historical setting of the subject. These corporate problems
are distinctly modern and belong peculiarly to our capitalistic ma-
chine age. Before the Industrial Revolution wealth lay largely in
the control of land and was closely associated with political rank
and influence, as in the feudal system. Even after the advent of the
machine, business units were usually small and were the shadows
of one man or at most a small number of men. Only as the unit
grew in size and took on a life and personality of its own did it be-
come important in its own right, living on from generation to gen-
eration like an industrial principality. The huge corporate organi-
zation became a thing with a life of its own even though its health
and fortunes were dependent upon the capacity of the persons who
gave it leadership. In present-day society, position and prestige
are not so often a matter of political as of economic rank. The
dukes and barons of old find their modern prototypes in the captains
of industry who own and guide the destinies of railroads, electric
power systems, banks, factories, and merchandising organizations.
Today in industrially developed countries without the democratic
form of government those with rank and title are often the mere
facade, the showy front, of power. The real direction of affairs
often lies in the hands of those who control the operation of these
new kingdoms of a capitalistic society which are organized as busi-
ness corporations.

The evolution of this new industrial society not only makes a f as-

' For the exceptional treatment laying primary emphasis on internal financial
problems, see J. 0. McKinsey and S. P. Meech, Controlling the Finances of a
Business (New York: Ronald Press Co., 1923), and W. M. Stevens, Financial
Organization and Administration (New York: American Book Co., 1934).

The latter deviates from the more orthodox texts in corporation finance in
that almost half of its contents is devoted to internal financial administration.



4 THE FIELD OF CORPORATION FINANCE

cinating story but, properly understood, also throws light upon the
inner meaning of many of the corporate devices which will be
studied here. Although economic history cannot be stressed in this
book, it may be said that in the story of the growth of large-scale
industry lies the explanation for the downright necessity for some
type of impersonal organization such as the corporation. The cot-
poration has proved a flexible and valuable instrument. Through
it_are joined the venturesome and the cautious, the wealthy and the
penniless, the ¢libable and the unskillful, and the energetic young
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Figure 1. Position of Corporation Finance in Relation to the
Field of Business Enterprise.

and the retiring old into a system of contractual relationships which
made it possible for each to take his most fitting part in those gigan-
tic business enterprises which stretch across continents and over
seas.

place of finance in business. Finance is concerned with the
raising and administering of funds and with the relationships be-
tween private profit-seeking enterprise on the one hand and the
groups which supply the funds on the other. These groups, which
include investors and speculators—that is, capitalists or property
owners—as well as those who advance short-term capital, place their
money in the field of commerce and industry and in return expect
a. stream of income. This relationship is illustrated graphically
in Figure 1, which also indicates the major operations or functions
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of business which give rise to the need for capital. The chart shows
corporation finance concerned primarily with the relations between
the property owners who invest in the stocks and bonds of corpora-
tions and receive interest and dividends in turn. Some income is
short-circuited and is retained for the purposes of the enterprise,
so that it fails to reach the security holders. Since the purpose of
this chart is merely to indicate the position of our subject, no elab-
orate picture of the internal organization is necessary here. Man-
agement is shown as at the top of the truncated pyramid of organ-
ization. It exercises control over the three operating divisions of
purchasing, production or manufacturing, and marketing. Effec-
tive management requires adequate information for its work, and
so accounting and statistics are means of control designed to pro-
vide such information on operations.

The chart is chiefly deficient in omitting reference to the sources
of short-term funds and in not indicating the relation to the Gov-
ernment. Short-term finance, as has been pointed out, is given a
minor place in our discussion. Governmental activities, like-
wise, can be given only incidental treatment. Regulation represents
the Government's direction and limitation of the managerial func-
tion; taxation is the collection of revenue by the Government from
business. Both will receive attention in these pages in so far as
they influence financial policy. Their importance has grown so
greatly in recent years as to make them paramount considerations
in shaping policy.

Such a generalized picture of business must of necessity be in-
accurate at some points. Manufacturing best illustrates an eco-
nomic process in which purchased materials are converted by the
processes of production for distribution to the public by the mar-
keting division. In merchandising, where the service rendered to
the public is that of bringing goods to places (place utility) at
times (time utility) convenient to the buying public, there is no
production division. In the case of mining, the purchasing divi-
sion is practically nonexistent save for minor supplies, since the
raw material, in the form of ores, is obtained directly from the mine
Again the service-rendering utilities, such as the railroad, do not
appear to have the same departmentalization of purchasing, pro-
duction, and marketing as do the goods-producing manufacturers.
However, they do have what amounts to production problems in
their purchase of fuel and labor to perform their service-rendering
functions. The marketing, or selling, division of the railroad is
clearly indicated as a distinct department by the segregation of its
expenses, in financial reports, under the heading of "Traffic Ex-
penses," meaning expenditures to obtain traffic. However, our main
concern at this point is with the place of corporation finance in busi-
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ness, and a very scant picture of business operations is sufficient.

The managements of "business corporations"—that is, companies
engaged in the production, manufacturing or processing, and sell-
ing of i i "financial cor-
porations," such as banks and insurance companies, are not primar-
ily concerned with financial problems. The raising and adminis-
tering of funds is usually only incidental to their main activities
(although there are occasions when financial problems loom larg-
est in the minds of management). Nevertheless, to carry on those
activities, money is required. Problems of finance are therefore in-
timately connected with problems of purchasing, production, and
marketing. Indeed, it is difficult to isolate questions of finance
from the problems of management concerned with the major opera-
tions of business. Furthermore, the success or failure of the man-
agement in performing these major or basic functions is reflected
in the financial condition of the business.

Finance, law, and accounting. Just as problems of financing
are intimately connected with problems of operation, so the sub-
ject of finance is interrelated with such subjects or fields of study
as law and accounting. The corporation is a creature of the state,
and its functioning is hedged about by a mass of legal restrictions.
Decisions involving financial policy must always be considered with
respect to their legality as well as to their expediency. For ex-
ample, when the directors of a company meet to decide on the ques-
tion of the amount and type of dividends to be declared, their de-
cision is affected by the legal status of the proposed action as well
as by its economic and financial justification. Our discussion of
financial policy, therefore, involves us in frequent allusions to the
legal aspects of business.

Finance and accounting are likewise closely interrelated. The
accountant prepares statements which indicate the financial con-
dition and trend of the business and reflect the decisions made by
the management. Sound finance is thus often a matter of good
accounting. Therefore our discussion of corporate financial policy
must give particular attention to the procedures which the account-
ant uses in determining the financial condition of the business and
to the restrictions which sound accounting imposes upon those in
charge of financial policies.

Charting the course of study. After the place of our subject
in the field of business is defined, the problem of charting our course
of action in the coming chapters faces us. The most vivid and
realistic attack would seem to follow the normal life history of the
corporation itself, to see its financing problems as a new promotion,
then as an established growing organization, and finally, should it
reach that unhappy stage, as a sick or dying business unit. Pre-
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liminary to this tale of the financial life cycle of the corporation
it is desirable to study the following:

First, the nature of the business corporation itself and its advan-
tages and disadvantages as a form of organization in comparison
with alternative forms, such as the partnership and the business
trust.

Second, the devices and methods by which the corporation is
organized, managed, and controlled.

Third, the character of the two types of financial instruments,
bonds and stocks, which the corporation employs to raise much of
its resources. After the description of these two instruments of
finance, there follows a chapter dealing with the general principles
of their use.

When these preliminaries have been covered, we are ready to
proceed with the leading financial questions and problems which
arise during the life history of the corporation. The factors de-
termining the form of the capital structure and the devices by
which funds are raised are first considered with respect to the newly
promoted enterprise. Once established, the enterprise requires con-
tinued financing. The financial plans and practices of the major
types of business enterprises—industrials, utilities, and railroads
—are therefore considered next.

The question of raising funds through the sale of securities is
particularly important, and the next group of topics considered
includes the sale of securities to outsiders through the investment
banker, and to persons already interested in the business, such as
stockholders, employees, and customers. Since the stock market
may have an important bearing on the sale of securities and on the
financial practices of the corporation, its place in the work of fi-
nancing is discussed along with the preceding topics.

Problems of financing the current operations of the business, as
contrasted with those of "long-term," or capital, financing, demand
the constant attention of business management. To round out the
picture at this point it is necessary to discuss these problems and
to canvass the sources of the current funds which are used to sup-
plement the more permanent contributions of bondholders and
stockholders.

The business corporation is promoted and operated primarily
for profit. This profit, or net income, is in a very real sense "man-
aged" and even partially determined by management rather than
being the automatic result of operations. Problems involved in
the management of net income and in the dividend policies of the
business become particularly significant when much of the funds
employed in the business have been secured through the issuance
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of securities to the public. Income may be employed to expand
operations or to reduce outstanding securities, or it may be dis-
tributed among the security holders Important questions of ex-
pediency and fairness, as well as of conformity to law and to ac-
cepted accounting practice, are constantly arising.

The corporations commanding the most social and financial at-
tention today are the large corporations, or the corporate groups
which have emerged as a result of the use of various methods of
combination, both formal and informal. The student of modern
finance must therefore devote particular attention to the problems
arising out of increasing size and to the techniques used to create
the great corporate groups which dominate our present-day indus-
trial scene. Following a general discussion of corporate expansion
and combination, the use of various techniques of combination,
in particular the more formal types such as the lease, merger and
consolidation, and the holding company, is presented in some de-
tail, with emphasis on the effects of these methods on the security
holders of the companies concerned.

Many corporations experience financial troubles at one time or
another. The trouble may be mild or serious. An important sec-
tion of our subject, then, is concerned with readjustment of com-
panies suffering from poor financial health. The treatments range
from simple adjustments, accomplished by voluntary action, to
major operations involving drastic corporate reorganizations. Here
again the part played by the public, through legislation and court
action, is emphasized along with the effects of readjustment on
management and stockholders.

But no course of treatment suffices to preserve the solvency and
continued operation of the large number of concerns which pass out
of existence each year through voluntary or forced liquidation. The
processes, both formal and informal, by which corporate dissolu-
tion and liquidation are carried out and the effect of those processes
on the parties and groups concerned constitutes the final chapter
in the financial life history of the corporation. A concluding chap-
ter discusses some of the major social problems that arise out of
corporate finance.

Uses of the subject matter. The foregoing description of the
subject matter of corporation finance suggests its uses. For busi-
ness management the subject is clearly of first importance and will
necessarily remain important as long as it is necessary to obtain
business funds from private owners. Management is obliged to
regard itself as primarily responsible to the owners of the business.
The most important single test of managerial performance will be
found in the adequacy, regularity, and growth of the net income
in relation to the total investment involved. Furthermore, the
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problem of financing creates limitations to expansion and improve-
ment.

Investment bankers, who perform the function of distributing
securities, likewise have an important interest in the subject.
Since they are security merchants, the study of corporation finance
is a study of the conditions that surround their merchandise. The
subject is hardly of less interest to the multitude of American in-
vestors. What they may lack in constant interest they make up for
in numbers. As long as corporation securities occupy their pres-
ent dominant position as channels for investment, a knowledge
of corporation finance will be a basis for any genuinely sound ap-
proach to the study of investment.

And, finally, for all those persons who have an interest in the
operation of our economic society, the financial side of the business
mechanism, with all the attendant problems of ownership, con-
trol, and distribution of income, is of basic importance. Econo-
mists, sociologists, and students of politics must all be familiar
with the machinery of corporation finance if they are to be more
than dilettante in their analysis of present-day social problems
as they are affected by property, chiefly corporate property, which
constitutes empire and social power in our current capitalistic
regime.



CHAPTER 2

LEGAL FORMS OF BUSINESS ORGANIZA -
TION: THE SOLE PROPRIETORSHIP, THE
GENERAL PARTNERSHIP, AND THE
CORPORATION

Importance of the Corporation

Use of the corporation and other forms. The business signifi-
cance of the corporation as a form of organization can best be
appreciated by contrasting its characteristics with those of other
forms. Three forms are chiefly used in this country—the sole pro-
prietorship, the general partnership, and the corporation. Other
forms, which are used relatively little, are the business trust, the
joint-stock company, the limited partnership, the joint adven-
ture, the limited partnership association, and the mining partner-
ship. The census figures for 1919 showed slightly under one half
of all manufacturing establishments individually owned, slightly
under one third organized as corporations, and about one fifth em-

TABLE 1
COMPARATIVE IMPORTANCE OF CORPORATE FORM OF ORGANIZATION

Manufacturing Establishments

Other
Corporations Organizations Total
Per Per

Amount Cent Amount Cent  Amount

Number of establish-
ments: 1929 101,815 48 109,144 52 210,959
1919 91,517 32 198,588 68 290,105

Number of wage

earners: 1929 7,945,478 90 893,265 10 8,838,743
(average for year) 1919 7,875,132 87 1,221,240 13 9,096,372
Value of product: 1929 $64,901 92 $5,534 8 $70,435
(millions of dollars) 1919 54,744 88 7,674 12 62,418

Source: U. S. Department of Commerce, Bureau of the Census, Fifteenth Census of the
United States, 1930. Manufactures, 1929, Vol. 1, p. 95, Table 2, "Type of Ownership
and ’[‘yge of Operation.” Forms of organization other than corporate were not reported
in the 1929 census.

10



FORMS OF BUSINESS ORGANIZATION 11

ploying some other form.' The similar figures for 1929, shown
in Table 1, group all forms of organization other than the corpora-
tion together. While the number of business corporations grew
11 per cent during the decade 1919 to 1929, the number of other
forms of organization declined 45 per cent, so that there were al-
most as many corporations as all other forms of organization com-
bined,

When the greater average size of the units conducted as corpora-
tions is noted, the dominant position of the corporate form of or-

TABLE 2

COMPARATIVE IMPORTANCE OF CORPORATE FORM OF ORGANIZATION
Wholesale and Retail Establishments

Other
Corporations Organizations Total
Per Per
Amount Cent Amount Cent Amount

Number of establishments:

Wholesale .. 89,266 53 80,436 47 169,702

Retail ....oooveviiiiiiiiiiieniees 242,182 , 16 1,300,976 84 1,543,158
Number of full-time employees:

Wholesale ........cccceeevennnne 1,286,848 80 318,197 20 1,605,042

Retail ....cooooveiiiiiiiiiicniees 2,043,076 53 1,790,505 47 3,833,581
Net sales (millions of dollars)!

Wholesale ...........ccceeeenneennn. $51,416 74 17,876 26 $69,292

Retail ......occoiiiiiiiiis 23,157 47 25,988 53 49,145

Source: U. S. Department of Commerce, Bureau of the Census, Fifteenth Census of the
United States, 1930. Distribution, Vol. I, Retail Distribution, p. 89, Table 12A, and
Vol. Il, Wholesale Distribution, p. 92, Table 8.

ganization becomes apparent. While only 48 per cent of these
manufacturing units were corporations in 1929, they nevertheless
employed 90 per cent of the wage earners in manufacturing, and
the value of their products was 92 per cent of the total figure. Each
census shows corporations growing in numbers and in relative im-
portance.

In most other fields of business, as well as in manufacturing,
the corporate form is of leading importance, save in agriculture and
the personal services. In merchandising, the chain store, using
the corporate form, has displaced many individual proprietors
and rendered precarious the positions of many others. In the fi-
nancial field, banks and insurance companies are usually required
to incorporate. The public service businesses—the steam rail-
road, the telephone company, the electric power company, the gas
company, the water company, and the traction company—all are

1U. S. Department of Commerce, Bureau of the Census, Fourteenth Cen-
sus of the United States, 1920. Manufactures, 1919, Vol. 8, p. 119, Table 26,
"Character of Ownership."
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invariably incorporated except where they are governmentally
owned.

The importance of the corporation in the wholesale and retail
fields is indicated by the data shown in Table 2 for 1929.

The importance of the corporation explains why the subject
of business finance is so largely a matter of studying the financing
of corporations. An analysis of the comparative business merits
of the various forms of organization in this and the following chap-
ters will bring out the reasons for the widespread use of the corpo-
rate form whenever a need for raising considerable funds from the
public exists. At the same time the disadvantages, particularly
that of taxation, will be made clear. Strong reasons make the in-
corporation of small business units inadvisable as long as they lack
any compelling financial reason for that step.

Choosing the Form of Organization

Characteristics that decide the form of organization. Some-
times the form of organization is a matter of legal compulsion, as
when a state requires the incorporation of all commercial banks in
order to facilitate regulation, or when it forbids incorporation, as
in New York, in the case of law, medicine, and dentistry, insisting
that the client or patient come into direct contact with the person
who assumes professional responsibility. In the main, however,
the business advantages of the particular form of organization, as
they are seen by the management, determine its selection.

The more important points to be considered are the following:

Liability of owners for debts of the business.
Credit standing.

Permanence of the organization.

Ease in transferring ownership interests.
Ease in raising capital.

Expense and difficulty of starting.

Ease in functionalizing management.
Freedom from regulation.

Taxation.

Nl A AR i e

In the following comparison the revealing note of difference will
be found in the peculiar character of the corporation as an artifi-
cial personality. The corporation is something more than a mere
form or way of doing business. It is a child of the state and pos-
sesses a legal personality which enables it through its agents or
representatives to do many of the things which a natural person
does. The people who organize the corporation are not the corpo-
ration but owners of it, somewhat in the way in which a slave
would belong to his master. Property turned over to or. acquired
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by the corporation does not belong to the owners of the corporation
but to the corporation itself. Because the corporation is an' artifi-
cial person created by the state, its whole character depends upon
the grant of life which it receives from the state and upon such
legislation and law as may have grown up in the jurisdiction in
which it was chartered. The classical definition of Chief Justice
John Marshall (1819), containing this essential and illuminating
idea, reads:

A corporation is an artificial being, invisible, intangible, and existing
only in contemplation of law. Being the mere creature of law, it possesses
onfy those properties which the charter of its creation confers upon it,
either expressly or as incidental to its very existence. These are such as
are supposed best calculated to effect the object for which it was created.
Among the most important are immortality, and, if the expression may be
allowed, individuality; properties by which a perpetual succession of many

ersons are considered as the same and may act as a single individual.
hey enable a corporation to manage its own affairs, and to hold property
without the perplexing intricacies, the hazardous and endless necessity of
Eerpetual conveyances for the purpose of transmitting it from hand to
and. It is chiefly for the purpose of clothing bodies of men, in succession,
with these qualities and capacities that corporations were invented, and
are in use. By these means a perpetual succession of individuals are cap-
able of acting for the promotion of the particular object, like one immortal
being. [Dartmouth College v. Woodward, 4 Wheaton (U. S.) 518 (1819)1.

1. _Liability of ownersfor business debts. ‘The distinction
between the corporation, with its own individual personality, and
the sole proprietorship or partnership, which are identified with
the owner or owners, is clearly seen in connection with this first
point. (Sole proprietorship means ownership by a single individ-
ual who contributes all the ownership funds, takes all the gains,
and bears all the losses, and whose full liability to creditors means
that they must be paid in full as long as he has any property left.
The liability of partners is discussed below.) Under usual circum-
stances the corporation's creditors can find satisfaction for their
claims only in such property as the corporation may own. Prop-
erty of a proprietor or a partner, on the other hand, may at any
time be levied upon regardless of whether it is among the business
assets or the ownet's personal assets.

In the case of an individual most of whose capital is used in an
enterprise in which he is the active, directing force, this hazard may
not constitute a serious objection to the sole proprietorship.
Usually, when the business is young and its credit is precarious,
the owner will find it necessary to invest all that he has in the
business. Only as the business prospers and so greatly reduces
the risk of a failure that will consume more than the business assets
is the average owner likely to be able to make outside investments.
Only when the individual of some means engages in a hazardous
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line or has many ventures and wishes to limit his loss in a par-
ticular venture will he desire the protection from unlimited liabil-
ity which comes with incorporation of a particular branch of his
a ctiviti es.

The burden of unlimited liability for business debts becomes
more serious when there are two or more co-owners, as in the part-
nership form of organization. The disadvantage is most keenly
felt as the number of partners increases and when the personal
fortune of a particular partner is large in proportion to his busi-
ness investment. A partner with personal assets of a hundred
thousand dollars might well hesitate to risk them all upon the for-
tunes of a business in which he has but a five-thousand-dollar stake.
A partner of some personal means must consider the possibility
that business liabilities may be incurred in excess of the liquidat-
ing value of the assets. In addition to the ordinary risks of busi-
ness, unusual debts may be incurred by an upscrupulous or im-
provident partner, or because of some accident to the public or a
customer not covered by insurance, or through litigation, as over
a patent.

Certain principles governing the liability relationships among
creditors and partners, in their several relationships, may be stated
here in summary form: 2

(@) All of the property of a general partnet is subject to unlim-
ited liability for any of the partnership debts. *

(b) Even though the partnership assets are entirely adequate, a
creditor may levy, if he chooses, on the assets of any individual
partner, subject to the rule of marshaling of assets. This rule
provides that, in case a question of precedence arises among busi-
ness and personal creditors, partnership creditors shall have first
claim upon the business (partnership) assets, and personal cred-
itors shall have first claim upon the separate personal estate of
the particular debtor; thereafter any unpaid partnership creditors
may levy upon the personal estate of any partner if a balance over
personal debts remains, and any unpaid personal creditor may levy
upon any balance which the individual partner may have left in
the business. This right of partnership creditors to seize satisfac-
tion from whatever partner has the means, subject only to the rule

In theory only a group of persons may incorporate. Actually, by associat-
ing the necessary number .of other persons as incorporators and directors with
purely nominal investment and powers, the individual is able to obtain the
desired end. Such nominally interested persons are referred to as "dummies -

'In this discussion the Uniform Partnership Act, now adopted by eighteen
states, is followed.

Certain modest exemptions, such as an artisan's tools, certain farm animals,
some personal possessions, and sometimes homesteads, are allowed under the
various state laws and recognized by the Federal Bankruptcy Act.
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of marshaling, makes for what is known as "joint and several"
liability with respect to the debts of the partnership. Partners are
jointly liable in that they agree to share liability in certain pro-
portions; they are severally liable in that the business creditors
may actually collect all of a debt from any one partner if they
choose, although action must be brought against all the partners.
Since the principle of marshaling creditors' claims sometimes
appears difficult in application, an illustration may be helpful.
Three partners, A, B, and C, have a business with assets of $500,000
and business liabilities of $280,000 prior to insolvency (inability
to meet debts as they come due). In the ensuing liquidation the
assets liquidate for only $250,000, leaving a loss of the same amount,
which is divided among the partners in their agreed profit-and-
loss-sharing ratio of two fifths, two fifths, and one-fifth. (In the
absence of any agreement, these liquidation losses, like any other
losses, would be divided equally among the partners regardless of
capital contributions.) The result, as it appears in the accounts,
is shown in the following table, which also shows the partners'
personal assets at liquidating value and their personal debts.

Original Final
Business Liquidation Business Personal  Personal
Equity Loss Equity Assets Debts
A i, $100,000 $100,000 0 $40,000 $2,000
80,000 100,000 $ —20,000 4,000. 3,000
40,000 50,000 —10,000 2,000 4,000

$220,000 $250,000 $ —30,000

If the business (partnership) and personal creditors are each
given first claim against the respective assets involved, the result
will be as follows:

To business creditors . . . . $250,000 ($500,000 total assets less loss
in liquidation of $250,000)
To personal creditors:
Of A oo, $2,000 in full

. $3,000 in full
$2,000 to extent of personal assets

Balance of A's personal assets, $38,000; B's, $1,000; total, $39,000.

Since the business creditors were able to collect only $250,000
from the business on their total claims of $280,000, they have a
claim against the partners' personal assets for the difference.

Under the joint and several liability feature, the business cred-
itors may collect from any of the several partners who show a bal-
ance of assets after payment of personal debts. Thus, in this case
they might collect all of their deficiency of $30,000 from A, who had
net personal assets of $38,000. The third column of figures, show-
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ing the net balance in the partnership accounts, indicates that this
$30,000 should have been contributed by. B and C from their per-
sonal assets in the amounts of $20,000 and $10,000, respectively.
Whenever a partner, like A, contributes from personal assets for
business debts, he will have a claim for the amount against the
deficient partners. In this case, if he paid the full $30,000 defi-
ciency, he could collect only the $1,000 which B had in surplus per-
sonal assets and which he owed for his deficiency.

Since C has no equity left in the business after liquidation losses,
his deficiency balance being $10,000, his personal creditors suffer
a loss to the extent that C'S personal assets do not satisfy their
claims. If C had had a credit balance in the business, these per-
sonal creditors would have had a claim ranking after the partner-
ship creditors. Such a claim would have value only when there
was a balance left after the partnership creditors were paid in full,
or where there was a collectible claim against some other part-
ner for a deficiency balance not canceled by his paying partnership
debts unsatisfied by the business assets.

(c) Any partner obliged to meet partnership obligations from
his personal assets has a right to recover from those partners who
have not borne their agreed share of the liability.

(d) A partner cannot limit his liability to outside creditors by
mere agreement with other partners. The only arrangement which
limits liability is the use of the limited partnership, which is dis-
cussed later, in which case creditors would have notice of any lim-
itation upon partnership liability and could guard themselves ac-
cordingly.

() In the absence of a specific agreement, partners share profits
and losses equally, regardless of their capital contributions. Cus-
tomarily, partners contributing different amounts of capital will
arrange for a proportionate sharing of profits and losses, save where
such inequalities are counterbalanced by other factors such as un-
usual contributions of time or of skill.

In the case of the corporation the owners, once their agreed in-
vestment has been made, stand in no further danger of loss through
failure of the business assets to cover business debts, except for
a few minor exceptions, which will be discussed later.” It should
also be clear from what has been said about the separate person-
ality of the corporation that it is not liable for the personal debts
of its owners and is unaffected by their personal insolvency. Cred-
itors of the owner-stockholder will be able to seize his stock, how-
ever, as one of his personal assets in satisfaction of their claims.

2. Credit standing. As a corollary of the greater liability to
creditors, the individual proprietor and the partnership will both

See p. 86, under the discussion of par value.
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enjoy greater credit than a corporation possessed of equal business
assets. Sometimes, in the case of a small business, incorporation
might even prove a special credit handicap on the grounds that the
shield of limited liability might be used unfairly by one or a small
group of owners against their creditors. Thus the owners of a
small business might, if it were incorporated, drain off assets be-
yond the reach of creditors by paying themselves excessive salaries.
The conversion of the corporation's business assets into personal
assets would put them beyond the claims of the corporation's cred-
itors.

3. Permanence of organization. The individual proprietor-
ship begins and ends at the will of the owner, save of course that
it must end with his death. Partnership as a personal relation-
ship among a group of men begun by their mutual agreement is
brought to an end by the death, withdrawal, bankruptcy, or legal
disability of any single partner.® His position cannot be trans-
ferred to another by gift or by will. If a partner should die or
become insane or bankrupt, then the executor, guardian, or trus-
tee in bankruptcy, as the case might be, would have the right to
require only that the remaining partners account for and pay
over the cash value of the interest of the former partner, liquidat-
ing the business if necessary to do so. This right of every part-
ner to choose his partners and so the terms upon which he shall
associate with them is spoken of at law as delectus personae. It
bars a partner from delegating his authority or transferring his
interest to another without his partner's consent. A partnership
is often successful because it is a winning combination of different
abilities which complement one another, and the removal of a
single person would materially reduce its profit-winning qualities.
Such an organization might very well call for a complete realign-
ment if any member dropped out, and the impermanence of the
partnership form of organization would under such circumstances
hardly be thought a weakness. The weakness in such a case lies
in the necessarily temporary nature of such personal contributions
rather than in the form of organization.

When, however, a going organization has been built up with
the ability to carry on indefinitely, the corporate form of organiza-
tion is desirable. In the majority of states the corporation can
secure a charter giving perpetual life. In the states which do
limit the maximum life period, which varies from 20 to 100 years,
the life may be easily and indefinitely prolonged by the renewal

Partnerships may also terminate through the lapse of time agreed upon,
mutual agreement, war between two nations of which two of the partners are
citizens, transfer of a partner's interest either by his own acts or by operation

of law, or judicial decree when there are internal dissensions, incapacity, mis-
conduct, or insolvency.
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of the charter.? Incorporation, then, offers valuable relief from
the dangers of partnership dissolution, which inevitably follows
if the surviving partners cannot agree upon terms among them-
selves or with :the successors to the former partner's interest. Dis-
solution often means that much of the value of the business may
be dissipated, and even the threat of dissolution may have serious
consequences by weakening the credit standing of the business.

4. Ease of transferring ownership interests. 'The corporation
has limited liability and continuous life, and the owners may
transfer their interests whenever and to whomever they please.
In the partnership such ease of transfer does not and could not
well exist, partly because it would permit the injury of creditors
through the sale of ownership from strong to weak hands after a
granting of credit, and partly because of the possible injury to the
remaining partners should one of their number relinquish his in-
terest and place to a person who was financially weak, incompetent,
or dishonest.

5. Ease in raising capital. Each of the preceding charactet-
istics, except the second, gives the corporation a tremendous ad-
vantage where the requirements of the business demand larger
sums than can be had by using the property and credit of those
who are the immediate sponsors of the enterprise. For either the
sole proprietorship or the partnership, the amount of assets which
the business can command is limited to what the owner or owners
can contribute plus whatever credit they may obtain. When the
money of the inactive capitalist, who is not expected to take any
important part in the management of the enterprise, is sought, it
is extremely desirable if not absolutely essential to offer (1) some
limitation upon the loss he may suffer, (2) a permanent form of
organization, and (3) the possibility of disposing of his interest to
other capitalists without legal difficulty. The comparative ease

So great is the ease of charter renewal under the general enabling statutes
of today that a limited period of duration for the corporation would never be
thought of as objectionable. At a former time, when the corporate charter
could be secured only by special act of the legislature and then might contain
unusual special privileges, the perpetual feature was highly desirable. In the
case of utilities enjoying certain privileges, the renewal may be obtained only
by bargaining with the granting authority, so that such corporations seek at
the present time indeterminate grants, which amount to perpetual grants dur-
ing good behavior. The danger of the limited life where renewal is subject to
political considerations may be seen in the history of the First and Second
Banks of the United States and in the debates over the change from a 20-year
to an indeterminate life for the Federal reserve banks. The McFadden Act,
passed in 1927, gave both Federal reserve banks (Sec. 18) and national banks
(Sec. 2) existence "till dissolved by Congress." Such considerations are not
important to ordinary commercial and industrial corporations.

' Partnership life insurance, payable to the surviving partners, may reduce
this hazard somewhat by providing a fund to reduce business liabilities or en-
able the surviving partners to buy out the former partner's interest or both.
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of raising capital which results from the presence of these char-
acteristics in the corporate form of organization makes it the well-
nigh inevitable choice for any large business which cannot ade-
quately supply itself with funds for growth from its profits.

6. Expense and difficulty of starting. 'The sole proprietor has
no problem or expense in beginning his business which can be at-
tributed to the form of organization. He simply begins business
without formality. Some kinds of businesses usually run by in-
dividuals, such as restaurants, barber shops, beauty parlors, and
employment agencies—businesses which for some reason or other
seem to require special regulation for the sake of the public good
or of the public purse—may be obliged in certain jurisdictions to
seek licenses, but this requirement would exist regardless of the
form of organization.

The partnership is similarly an informal type of organization and
may legally exist without any written contract among the members.
A well-conceived organization will, however, have articles of co-
partnership drawn up covering such matters as the division of
profits and losses, duration, compensation of partners, conditions for
termination of the partnership, method for conducting the dissolu-
tion, capital contributions and their payment, withdrawals by part-
ners, duties of partners, keeping of accounts, and rendering of regu-
lar periodic statements. A well-drawn agreement may materially
contribute to the success of the organization by reducing the hazard
of later friction among the partners.

The creation of a corporation gives rise to the most expense and
effort. The formalities involved and the fees and taxes incurred,
while not ordinarily prohibitive, are nevertheless the sort of barrier
which would cause a small organization to hesitate, even though it
might otherwise prefer incorporation. (The actual details with
respect to the formation of the corporation are discussed in
Chapter 4) =

7. Ease in functionalizing management. The partnership com-
pares unfavorably with both the sole proprietorship and the corpora
tion in its ability to organize and departmentalize its internal affairs.
Gerstenberg has stated the matter forcefully as follows:

Because each partner is a general agent, it is difficult to tie the partners
down to definite tasks. Let us imagine a situation. A partnership of
three persons wishes to give one the exclusive selling power, another the
power to purchase, anc% the third the power to produce. They make a
written agreement embodying these ideas. This will be binding only on
persons who know the terms of the agreement. For example, if the selling
Earmer buys goods useful for the partnership from a (ferson who does not

now that the various functions have been distributed among the partners,
this third person may hold the partnership liable for the contract price.
Filing the agreement in a public office ordinarily will not be of any help,
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for such instruments are not required to be filed and third persons there-
fore would not have constructive notice of their contents. To be sure, the
offending partner in this case may be held to account for breach of- his
contract, but in practice the partnership will usually have to dissolve when
the partners begin to enforce legal remedies against one another.

The individual proptietor, because he is the arbiter of all questions
pertaining to his business, can limit and define duties or functions
at will. He needs only to avoid giving his representatives the
appearance of general agents to the outside world in order to avoid
obligation for their unwarranted acts. And, should any violations
of his rules of organization occur, he may inflict the penalty of dis-
missal. No such summary procedure can solve differences between
members of a partnership, where all have coordinate rank. "Gen-
eral agency," or the right of any general partner to bind the part-
nership by his acts, is one of the special characteristics of the general
partnership.

By virtue of its very flexibility the corporation can organize its
working members as it chooses, departmentalizing, allocating re-
sponsibility, and dividing or centralizing authority as seems most
fit to the owners or to their delegated representatives. In the- first
instance, the owners, who are the stockholders, elect a board of
directors to represent them and govern the conduct of the business;
the board, in turn, elects the officers of the corporation, and these
officers then select the personnel and define their several duties and
responsibilities.

8. Freedomfrom public regulation. While the businesses of
particular proprietorships or partnerships may be regulated because
of their nature, neither form of organization is regulated per se.

Because the corporation is a "person'" created by the state and
possibly because the corporate form of organization is identified
with "Big Business" and so at times is the object of public hostility,
it attracts special legislation which is often burdensome. First of
all it may be required to make reports concerning its activities and
finances at regular intervals. Then there will be various reports to
the Federal and state governments for various tax purposes, even if
no tax liability exists. When the corporation operates in a number
of states, the expense and trouble of rendering the required informa-
tion may be considerable. Businessmen frequently prefer secrecy,
feeling that the information divulged may be of advantage to °com-
petitors or may have an undesirable effect upon their relations with
the public. It is probable that the value of secrecy for legitimate
businesses, even when they are highly competitive, is of no such

C. W. Gerstenberg, Financial Organization and Management (New York:
Prentice-Hall, Inc,, 2nd rev. ed., 1939), p. 162.
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importance as has been thought by the old school of businessmen.

The regulatory feature is also important in the ordinary conduct
of the corporation's daily business. Because the corporation is an
artificial person, it must pursue the rules of conduct laid down by
the particular state in which it is acting. Observance of these rules
requires special care in keeping within the powers granted by its
charter of incorporation, in calling and holding stockholders' meet-
ings, in the execution of contracts, and in operating in foreign states
—that is, states other than that of incorporation.

Unlike a natural person, a corporation has no legal standing out-
side the state of its incorporation unless it takes special steps to
qualify itself. Failure to qualify may mean serious penalties and
the inability to enforce contracts made in a foreign state. Qualifica-
tion may, however, involve special burdens in the way of reports and
taxes. The whole matter of "doing business in foreign states" is
marked by technicalities which go beyond the scope of our subject;
but it is a study which would be profitable and reveal the complex
legal problems created by incorporation of a business—matters
which do not perplex or restrict the freedom of movement of the
individual proprietor or the partnership.

9. Taxation. As in the matter of special regulation, so in taxa-
tion the sole proprietorship and the partnership enjoy complete
freedom from taxes levied on the form of organization as such.
Those who would incorporate a business must consider the follow-
ing possible types of tax burden:

First, the tax upon incorporation, which is based usually upon the
amount' of authorized capital stock. While this tax varies considet-
ably among the several states, it is not prohibitive in any case.

Second, the annual franchise, or license, taxes levied by the state
of i 1ncorporat10n and by other states in which they may choose to do
business. "’ This tax may vary from nothing in certain states like
Florida and Indiana to as much as $2.50 per $1,000, or , of 1 per
cent, of capital. Pennsylvania charges $5 per $1,000, or , of 1
per cent, of capital, but only on the portion used in the state. This
tax is frequently graduated, the rate decreasing as the amount of
capital grows. In the case of the annual franchise tax levied upon
foreign corporations, the rate is ordinarily applied to the amount of
capital stock which is used in the particular state.

Third, the annual capital stock tax to the Federal Government
($1.00 per $1,000 of adjusted declared value) and sometimes to the
state of incorporation.

Fourth, a tax upon corporation net income in some states.

= For devices employed to minimize or eliminate these taxes, see p. 52.
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Fifth, Federal taxes upon income, which, at the present time, are
much more important for the average profitable business than the
taxes just mentioned. Under the Revenue Act of 1939 (the rates
apply to taxable years after December 31, 1939) the Federal Gov-
ernment levies a tax on business corporations with net income of not
more than $25,000 at rates graduated from 124 per cent on the first
$5,000 of net income to 16 per cent on income over $20,000. Taxes
on corporations with net incomes in excess of $25,000 are computed
at the flat rate of 18 per cent on net income, which excludes interest
on United States obligations. Dividend income received by the
corporation itself—that is, income received from other corporations
—is given special tax treatment that need not concern us here.
Corporations having income slightly in excess of $25,000 and so
placed in the higher tax bracket are allowed to compute their tax
by a special formula, which in some cases will reduce their tax bill.

In addition to the taxes on net income, there is also imposed an
excess profits tax of 6 per cent on net income between 10 per cent
and 15 per cent of the declared value of the stock for capital stock
tax purposes and 12 per cent on the excess over a 15 per cent return.
A surtax on the improper accumulation of surplus of 25 per cent to
35 per cent of the amount of net income not distributed as dividends
is also provided in the act, but in general this provision has been
enforced rarely and is likely to be of importance to personal invest-
ment corporations rather than to ordinary business corporations.
This surtax is designed to prevent the withholding of dividends and
the avoidance of personal income taxes.

The unincorporated business pays none of these Federal taxes
upon income, but the owners report their share in any profits as
personal income, regardless of whether it is withdrawn from the
business or not. The taxes on individual income consist of a flat
normal tax of 4 per cent on net income in excess of personal ex-
emption and earned income credits, and a surtax graduated from
4 per cent to 75 per cent on net income after personal exemptions
plus the sum of $4,000.

If a businessman intends to operate an enterprise as a corporation
and take out all of the earnings each year, he will have to pay all of
these various taxes on the corporation in addition to those levied
upon his personal income, which includes that derived as dividends
from the business. All this extra burden of taxation is borne for
the sake of using the corporate form of organization. The only tax
advantage which may obtain is through the corporation . retaining
some of its earnings, so that they fail to become a part of the ownet's
taxable income. Whenever the owners are subject to very high
surtax rates upon their personal incomes, such retained corporate
income will escape a tax burden which may counterbalance some of
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the corporation taxes. If special penalties in the form of undis-
tributed profits taxes are levied, such retention becomes less
attractive.

Reference to the selected individual income tax rates given in
Table 3 shows at what point the use of the corporate form of
organization becomes a cost in terms of income taxes alone, if it is
assumed that the earnings are to be retained in the business indef-
initely. If the corporation were subject to a 121 per cent tax on
its net income, and the owner's sole source of income was the earn-
ings of this business, the tax bill for the individual would amount to
only 121 per cent of his total income, as shown in the last column,
when his income amounted to approximately $31,000. If the cor-

TABLE 3

SELECTED INDIVIDUAL INCOME TAXES
(Revenue Act of 1939)

—— Nettheome——— Total Tax as
Before After Highest Normal Percentage
Personal Personal Rate of and of
Exemption Exemption* Surtax Surtax  Net Income**
$ 4,500 $ 2,000 0% $ 80 1.8%
6,500 4,000 0 160 2.4
8,500 6,000 4 320 3.8
12,500 10,000 6 700 5.6
20,500 18,000 11 1,720 8.4
31,500 29,000 19 3,970 12.6
50,500 48,000 27 9,080 18.0
102,500 100,000 55 34,000 33.2
502,500 500,000 68 306,000 60.8
1,002,500 1,000,000 72 681,000 67.9
5,002,500 5,000,000 74 3,791,000 75.8

*Assuming personal exemption of $2,500 (married, no dependents). No
allowance is made for "earned income" credit.
** Before personal exemption.

poration income taxes amounted to 18 per cent of the net income,
they would equal the proportion paid by an individual with an
income of approximately $50,500. In practice, this computation
is complicated by these main considerations:

1. The owners may have income from sources other than their
business which will push their personal surtax rates into the higher
brackets.

2. The owner or owners may be able to lower the apparent cor-
porate income and the corporation income tax by paying themselves
salaries. Such salaries, provided that the amounts are not excessive
for the services rendered, are a deduction or expense in computing
the corporation's taxable net income, so that such income is subject
only to the personal income tax of the individual.
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3. The earnings may fluctuate considerably, making estimation
of the cdmparative tax burden extremely difficult.

4. The personal fortunes of the owners may differ, so that the
comparative merits of incorporation will not be the same for all.

The problem is not susceptible to ready generalization for these
reasons, but in a particular situation the parties concerned will do
well to estimate the tax burden as carefully as possible in order to
be certain that they are not paying excessively for the advantages
of incorporation.

Utilization of the several forms of organization. Clearly the
sole proprietorship and the partnership are generally impractical
save for small business units, because of their difficulty in obtaining
outside funds. The exceptional merchant prince like John Wana-
maker or the exceptionally successful first-generation manufacturer
such as Henry Ford might expand without public financing and
from a small beginning build a great organization from profits.
But, even when a large business has been built strongly enough by
such an enterpriser to survive the loss of a proprietor or a partner,
it is nevertheless likely to adopt the corporate form of organization
ultimately, for the corporate form will permit the division of the
property among heirs without destroying the business unit. The
flexibility of the corporation in such a situation may be illustrated by
the following variety of solutions to such a problem:

1. Upon the death of a partner the surviving partners could
organize a corporation and give the estate bonds or notes, which
would be a prior claim upon the business property and so a relatively
stable and safe investment.

2. Bonds or notes might be sold to the investing public in order
to make a cash settlement with the estate of the deceased. Because
of the high rates for Federal and state inheritance taxes, the cash
might be most necessary to the heirs for liquidating the tax liability.

3. If there were but a single heir, who possessed youth and
promise and was capable of assuming the risks of part ownership, he
might be given a share in the form of stock and a job, without the
dangers which would attend the admission of such an inexperienced
person to the rank of partner with the power of general agency which
accompanies that position.

4. The partners might dispose of their interest along with that
of the estate, the buyers taking advantage of the relative ease of
corporate financing to obtain a large part of the funds from the
investing public."

" The ease with which cash may sometimes be obtained in the securities
market is illustrated by the financing of the purchase of Dodge Brothers, Inc.,

in 1925. Dillon, Read and Company bought the stock of the old corporation
for $146,000,000 and then sold the assets of the old company to a new corn-
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This valuable flexibility of the corporation for meeting the chang-
ing needs of the various kinds of people interested in the business
will become more apparent as our study proceeds.

In general, the characteristics of the business unit employing the
sole proprietorship or partnership form of organization will be the
following:

1. Capital requirements readily cared for by the money which
the immediate small group is willing to advance or can obtain
through credit based on such advances.

2. Owners who possess so little property outside the business or
regard the risks of the business as sufficiently moderate that they do
not feel the need of limiting liability to their business investment.

3. Profits ample enough to provide for any desired expansion.

4. 'The loss of the proprietor or partner is so likely to call for
the sale of the business or require such a complete realignment of
interests that the impermanence of the form of organization is
matched by the impermanence of the business arrangement itself.

Whenever the foregoing conditions, which constitute the normal
characteristics of the small business unit, are found, then the taxes
and the legal "red tape" which attend the corporate form of organ-
ization will be sufficiently disadvantageous to bar its use In turn,
it might be said that the special burdens which the corporation bears
are the price the owners are willing to submit to in order to obtain
the advantages of the corporation, the chief of which is probably
limited liability. 2

In the corporate form, with its limited liability, permanent life,
and transferable shares, industry found it possible to offer part
ownership in the form of a genuine investment—that is, a commit-
ment of funds without the attendant cares of business management
which the proprietor or partner assumes. The division of these
shares in the ownership into small units not only has made an
appeal to a large number of persons with small sums available, but
also has made it possible for even relatively small investors to
divide their investment fund among a great many opportunities,

pany for securities which, when sold on the market, brought in more than the
original purchase price. The bankers were able to retain the entire voting
stock of the new company.

" Moulton counts this advantage so great as to state, "The growth of large-
scale enterprise was dependent upon limited liability." H. G. Moulton,
Financial Organization and the Economic System (New York : McGraw-Hill
Book Co., 1938), p. 125. The advantages of the corporation can best be ap-
preciated by studying its historical rise. See A. B. Du Bois, The English Busi-
ness Company After the Bubble Act, 1720-1800 (New York: Commonwealth
Fund, Division of Publications, 1938). B. C. Hunt, The Development of the
Business Corporation in England, 1800-1867, (Cambridge: Harvard University
Press, 1936), describes the struggle for freedom of incorporation and the efforts
to obtain limited liability.
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thereby reducing the possibility of loss in the same manner that an
insurance company does by scattering its risks. Moreover, the very
size of large business units, made possible by the corporate form of
organization, gives a certain permanence valuable to the investor.
Finally, a large corporation becomes well known to a greater number
of people, so that the market for its securities is increased.

Reviewing the field of business activity, certain generalizations
with respect to the commonness of the various forms of organization
may be made from observation. Some fields are dominated by the
corporate form. Financial institutions, such as commercial banks
and insurance companies, are in this class, sometimes because of
compulsion by the state in order that they may be more easily
regulated for the protection of the public, and sometimes because
the amount of capital required naturally calls for a corporation.
The public service industries as a class require large amounts to be
invested in fixed assets, a sufficient reason for their almost universal
use of the corporation.

Merchandising organizations generally have small beginnings.
Very often the accumulation of a small sum by an individual is the
influence that starts him in business. Under such circumstances it
is not peculiar that the sole proprietor and partnership are popular
in this field. With the growth of the chain store, an ever-increas-
ing proportion of the total business done is going to units corporately
organized. The permanence of values of a large continuing organi-
zation requires the corporation; the increased number of owners
desire readily transferable shares. Manufacturing establishments
very usually have modest beginnings also, but such projects on the
average need somewhat more initial capital, and the idea, frequently
an invention, belongs to a promoter without sufficient funds. Prob-
ably, the newly projected manufacturing enterprise is much more
frequently incorporated than is the newly begun mercantile estab-
lishment, even though in theory a partnership combination of a
promoter and a capitalist could solve the financing problem of either.
Here, too, the need of various investors requires a permanent organi-
zation, transferable ownership, and limited liability.

Perhaps only in the field of personal service are the simpler forms
of organization more important. Here, if anywhere, capital is rela-
tively unimportant, and the relationship of the customer and the
business is very largely personal. Only when a personal service
organization, such as an advertising agency, has grown to unusual
size and created an unusual goodwill associated primarily with a
firm name is incorporation at all likely, and then perhaps as a device
for profit-sharing in order to create esprit de corps rather than as a
device to aid financing. Sometimes the corporate form has been
adopted in a large concern of this type to permit the sale of a part
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interest to the public, thereby giving marketability to the balance
of the owners' holdings and an opportunity to withdraw a part of
their stake and place it in diversified investments so as to minimize
risk.

The social point of view. In a work primarily concerned with
the business of financing it may not be amiss to note the reasons for
considering the social point of view. Because the community is
more important than any individual, the social merits of business
institutions should be considered at least as important as the busi-
ness merits. Society, when it knows its own best interests, is in a
position to foster desirable ends by favoring legislation or to penalize
the undesirable by restrictions, and taxes. The businessman, in
turn, can present the merits of his own case more ably if he analyzes
the broader social interest as well as his own self-interest. Further-
more, the better type of businessman should derive considerable
satisfaction from aligning his own interests with those of the com-
munity in the manner which was regarded until recently as the
peculiar attribute of the professions. To avoid, as far as conceiv-
ably possible, the less obviously antisocial business methods should
be as natural as the avoidance of the more obvious forms of crime
like larceny and forgery.

Points upon which the several forms of business organization have
been contrasted with respect to their social merit, very often to the
disparagement of the corporation, are as follows:

1. Motivation to economical effort. Because, in the case of the
sole proprietorship and the partnership, the management is con-
ducted directly by the owners, there is the very strongest incentive
to economy, particularly in the case of the former. The corporate
management, on the other hand, may own very little of the stock
and have little or no share in the profits. This difference should
mean weaker motivation to economy and less efficient management,
at least for those corporations where such a separation between
ownership and management does exist. In practice this handicap
is frequently counterbalanced by systematic organization and con-
trol, the advantages of the division of labor and the employment of
specialized experts, and the advantages of large-scale production
and mass distribution. The less effective motivation of the cor-
porate form of organization is of importance in some fields, but in
others it is more than offset by the advantages of large-scale opera-
tion, which are made possible by the corporation as a financing
instrument.

2. Conservation of capital. Just as an apparently stronger mo-
tivation to economical effort exists in the two simpler forms of
business organization, so it might be argued that they would have
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the stronger reason for conserving the capital of the organization.
As a practical matter, the corporation, by facilitating the flow of
funds from savers to the corporation, which can use those savings
profitably, has enabled the investment of funds more efficiently than
would be possible if every person were obliged to go into business
in order to put his savings to work. By offering a greater number
and variety of investment opportunities, the corporation has remark-
ably stimulated the accumulation of the nation's economic capital.

That much capital is wasted through unwise investment is un-
doubtedly true, and whatever measures may be taken to reduce
unnecessary losses are desirable. Care should be had, however, not
to confuse this matter with the "corporation" problem. Individuals
entering business unwisely, especially in the field of retail trade,
probably "waste" as much capital savings as corporations. Such
"waste" is the price paid to permit freedom in competition (although
probably a higher price than would be necessary if education in the
art of business were at a higher level). From the social point of
view such losses can be justified if it can be shown that they are less
than the total economies and increased production brought about by
the spur of competition.

3. Abuses of trust. Because the investors in a corporation are
so far removed from contact with its affairs, it is argued that dis-
honesty and corruption are inherently more likely than where the
closer relationships of the simpler forms of organization exist. Un-
doubtedly distance and numbers make supervision by stockholders
difficult, but the trouble is to a considerable degree the effect of
magnitude rather than form of organization. However, we have
pointed out that such size is largely made possible by the corpora-
tion. Whatever internal abuses do arise because the business unit
is large may be limited by suitable accounting checks, publicity, and
regulation.

4. Monopoly. Because the corporation does permit the raising
of unlimited funds, the charge of monopoly creation has been levied
against it Without the corporation such large aggregations of
capltal as are essential for monopoly would ordinarily be impos-
sible. To the extent that monopoly does exist and competition is
eliminated, excessive prices and poor service may be fostered. But
the act rather than the instrumentality should be the object of
criticism. In general, if fair busmess methods are employed, mere
size will not insure monopoly. '* Should investigation reveal that

"See Chapter 23 for the discussion of the voting trust, another possible in-
strument of monopoly, and Chapter 25 for a¢ discussion of the holding com-
pany, a corporation specifically designed to effect concentration of control.

+ A. S. Dewing, Corporate Promotions and Reorganizations (Cambridge:
Harvard University Press, 1914), gives an account of monopolies which were
built by sheer combination without regard to efficiency and their failure as a
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monopoly gives the community the best and cheapest service in a
particular field, as has been demonstrated in the case of the public
service corporations, then a policy of adequate regulation or state
ownership forms the logical corrective measure. If the business
showing a monopolistic tendency does not provide the most econom-
ical service, it will be able to maintain itself only by unhealthy
business practices, against which the state may direct its restrictions.
When the enforcement of fair trade practices proves insufficient to
check monopolistic tendencies, suitable legal prohibitions should be
sought to prevent combinations that create monopoly position.

5. Encouragement to economic and social inequality. Bemuse
the corporation has been identified with large-scale business and
with the permanence of the business organization, it has been re-
garded by some as an important factor in creating and maintaining
economic inequality. It is further argued that democratic ideals
and institutions are not safe where great and permanent disparities
exist in the wealth of different classes of the population. The per-
manence of the modern industrial organization does tend to perpet-
uate large fortunes in much the same manner that in the Middle
Ages large landed estates created an economic class apart and
insured their succession from generation to generation. Should the
community ever decide that the perpetuation of large family for-
tunes is undesirable, the remedy would appear to lie not in any
attack upon the corporation and the destruction of the business
organization, but in the taxation of inheritance. The permanence
of our industrial organization is useful and desirable, and any
device such as the corporation which permits the members to come
and go without interruption of the business process is very valuable.

It should be noted, before concluding, that many of the advan-
tages of the corporation are closely associated with its ability to
serve large-scale business as opposed to the natural limitations upon
growth under the sole proprietorship and the partnership. Because
some form of organization with limited liability, permanence, and
similar attributes is necessary to large-scale business, it is not wholly
illogical to recite the advantages and disadvantages of large-scale
business as such as those of the corporation, but the more exacting
course of giving only the merits of the corporation as a form of
organization has been used here.

The chief dangers of the corporation probably lie in its impersonal
character, which makes corruption and abuse of confidence more
likely, and in its capacity for growth and expansion, which renders
oppressive monopoly easier. The chief merit of the corporation
appears to lie in its peculiar characteristics which enable capital

result of new, vigorous, and efficient competition. See, for example, Chapter
V, "The Promotion and Failure of the National Cordage Company."
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and effort to combine readily on the large scale called for by the
mechanical civilization which has evolved out of the Industrial
Revolution. Although primarily responsible to the owner-stock-
holders, the management of the large present-day corporation is in a
much better position to administer in a reasonable and judicial fash-
ion the several conflicting interests of the investor, the consuming
public, and labor than ever was the hard-driven and self-interested
owner-manager of the proprietorship or partnership.

The very size of the large corporation gives it unusual economic
power, but it also makes it vulnerable to political attack. Once
brought into the open, abuses are more readily corrected and regu-
lated. Where the industry consists of a multitude of small units,
the problem of regulation is extremely difficult, as the administrators
of the ill-fated National Recovery Administration found to their
sorrow. The unfair trade practices, the misleading of the public,
the bribery of public officials, and the harsh labor policies of certain
large corporations have been well publicized. The student of busi-
ness and economics should inquire carefully before deciding that
such troubles are the result of a form of organization. If his studies
carry him far enough, he will discover that the corporation itself—
especially the larger unit—can be made the object of unfair political
attack, excessive taxation, and the exactions of other strong pressure
groups, largely because of the popular habit of personifying the
corporation and failing to consider the merits of the case of those
whose savings supply our business sinews.



CHAPTER 3

LEGAL FORMS OF BUSINESS
ORGANIZATION (Continued):
THE BUSINESS TRUST, THE JOINT-STOCK
COMPANY, AND MODIFICATIONS OF THE
PARTNERSHIP

HE several types of business organization other than those dis-
1. cussed in the preceding chapter—namely, the business trust, the
joint-stock company, and the various modifications of the partner-
ship—have been brought together for description in this separate
chapter for two reasons: first, they lack commercial importance and
are used but infrequently, and, second, they are most easily studied
by noting their differences from either the general partnership or the
corporation, whichever type they resemble more closely. Though
these forms of organization are relatively unimportant, their anal-
ysis helps to reveal both the advantages and shortcomings of the
more frequently employed forms as well as the types of situations
that make certain characteristics significant.

The Business Trust

Comparison with the corporation. Of the several forms about
to be described, the business trust is the most unique. The busi-
ness trust is also known as the Massachusetts trust, the business,
or voluntary, association formed under a deed of trust, or the
common-law trust. It is simply a special application of the prin-
ciple of trusteeship to business, the owners of business property
turning it over to a board of trustees for management and operation.
The idea of the trust is most widely known and easily illustrated by
the testamentary trust—that is, a trust created under the terms of a
will. The person drawing the will is the creator, trustor, or settlor.
Upon his death the specified property is turned over to the named
trustee, very often in these days a trust company specializing in
this sort of activity and having known ability in the investment of
funds. The beneficiary or beneficiaries (known as the cestui que
trust or the cestuis que trustent) are enabled to receive an income
during the life of the trust without effort or skill upon their part. A
trust may be established for any of a number of reasons besides

31
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those of the business trust and the testamentary trust, the two uses

already mentioned. A group of persons may establish a pool of
securities with a trustee for the purpose of more expert investment,

forming an investment trust (although most "investment trusts" use
the corporate form of organization) ; a group of stockholders may

deposit their stocks in trust in order to insure voting control of one

or more enterprises, thereby forming a voting trust; o, an individual
may establish a trust fund during his life, thereby creating a living,
instead of a testamentary, trust. To accomplish such a variety of
purposes it is clear that trust arrangements must be highly flexible.

The contractual relationships are, as a matter of fact, settled by the
terms of the trust agreement. The trust agreenient for the business

trust will ordinarily be found to create relationships very similar to

those created by the corporation, save that they are governed by the
common law rather than by the special statute laws passed by the
individual states to govern corporations.

It may be noted in passing that the term trust in popular usage
has come to mean monopoly. This use grew out of the fact that
some of the earlier attempts at industrial monopoly in this country
used the trust form of organization, the Standard Oil Trust being a
notable example. As a result, we hear of "antitrust" legislation,
which would more propetly be termed "antimonopoly" legislation.

A study of the parallelism between the corporation and the busi-
ness trust reveals how similar they may be. The trust agreement
takes the place of the corporate charter, defining the nature of the
business, its capitalization, its duration, and the terms of control.
The board of trustees takes the place of the board of directors. The
trust may issue both bonds and shares, and the shares may be
classified in the same way as corporation stock is. In fact, the
shares in the trust are often spoken of as stock, and the beneficiaries
called stockholders. These shares may be listed and dealt in on the
stock exchanges and transferred in the same ready manner as the
stock certificates of a corporation.

In order that the resemblance between the corporation and the
business trust may be extended, the liability of trustees and share-
holders must be limited to the same extent as that of directors and
stockholders in the corporation. Under the ordinary common law a
trustee would be required to use the care and judgment of a "reason-
ably prudent" man in managing the property of the trust. Such a
rule has been found desirable in preventing trustees from specu-
lating with funds left in their care for investments to be made for
the benefit of helpless dependents. A trustee, as under the terms of
a will, who fails to observe the rule of prudence becomes personally
liable for any loss which results. In a business, however, many risks
must be assumed as an incident of operation, and in order to avoid
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any possibility of undue liability being incurred by the trustees, the
trust agreement will stlpulate that the trustee will be liable only for
gross negligence or bad faith. ' After the manner of the corporation,
this would not protect the trustee should he use the property for
purposes other than those set forth in the trust deed.

Unless outside creditors are put on notice that they may look
only to trust property for protection, they will be able to hold the
trustees personally liable in spite of the agreement. Consequently
contracts should be so drawn that creditors may know that they
may look only to the trust property for payment.

Liability of beneficiaries.. If the owners (or beneficiaries) of
the trust are to be free from liability, it is ordinarily deemed neces-
sary that they give up the right to elect or remove trustees. If
they are willing to give up control and allow the board of trustees
to fill vacancies caused by death or resignation, their freedom from
liability to creditors is assured. 1f, however, they attempt to re-
tain the right of control, such as the corporate stockholder possesses,
the courts may deem their organization, a partnership as far as the
creditors are concerned. Contradictory decisions in the various
states might prove dangerous on this point to a business trust, which
operated in more than one jurisdiction.

Even though the trust might be held a partnership because of the
shareholders' exercising control over trustees, limited liability might
be obtained by a statement of such restriction of liability in the
trust agreement itself and by express stipulation, in all contracts
and corporate instruments that might, create liability, to the effect
that the beneficiaries shall not be personally liable. Such provi-
sions are, however, but a doubtfully satisfactory measure because of
possible failure of the trustees to notify those contract creditors
who are without knowledge of the intention to limit liability to the
amount of the trust property; or because the liability does not
arise through a contract but through some tort committed by the
trustees in managing the business; or because the particular juris-

I Thus, the frequently cited Boston Personal Property Trust states: "Each
Trustee shall be responsible only for his own wilful and corrupt breach of
trust, and not for any honest error of judgment, and not one for another. No
Trustee shall be required to give a bond."

This trust agreement is reported in full in C. W. Gerstenberg, Financial
Organization and Management (New York: Prentice-Hall, Inc., 2nd rev. ed.,
1939), pp. 71-77. The agreement is also given in S. R. Wrightington, The
Law of Unincorporated Associations and Business Trusts (Boston: Little,
Brown & Co., 1923), pp. 475-484, and construed in Williams v Milton, 215
Mass. 1.

' Other suggestions are that the declaration of trust authorize trustees to pay
for such insurance as they can obtain against any personal tort liability out of
trust assets and provide that trustees shall be indemnified for any further
losses out of trust property. Ira P. Hildebrand, "The Massachusetts Trust,"
Texas Law Review, February, 1924, pp. 144-145.
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diction refuses to permit such a method of obtaining the equivalent
of corporate limited liability.

Life of a trust. In most states the duration of business or other
trusts is limited to a period not longer than a certain number of
years, often 21 years and 9 months, after the death of one or more
persons named in the instrument.* This feature may give an ele-
ment of uncertainty and impermanence to the organization, al-
though the arrangement can be extended if the owners are able to
agree upon terms of a new trust instrument and a board of trus-
tees. A corporation with an expiring charter needs to go through
the mere formality of requesting an extension of life from the state;
an expiring trust must seek new life from its own beneficiaries or
liquidate. The latter possibility might be reflected unfavorably
in the credit of the trust as its term came nearer to expiration. In
a few jurisdictions the statutes permit the creation of permanent
trusts.

Taxation. In the past it was felt that the business trust had
a decided advantage in the matter of taxation, resembling the part-
nership in its absence of special taxes rather than the corporation;
but the tendency seems to be growing to treat business trusts more
on a parity with corporations, to which they are so similar. At
the time of formation there are only nominal fees, if any, incident
to the filing of the agreement and the registration of the trade
name under which the trust operates. Formerly there was no tax
corresponding to the annual franchise or license tax of the corpo-
ration, but in 1916 Massachusetts imposed an annual tax on divi-
dends or shares in these associations, and since 1922 New York
has required the same annual franchise tax as for corporations.
Should this form of organization become more popular in other
states, it is quite likely that tax measures similar to those of New
York and Massachusetts will be passed. Under the Federal in-
come tax law, business trusts are now required to pay at the same
tax rates as corporations. The income tax laws of New York and
Wisconsin follow the same rule, as they do in most other states.

Merits of trusts summarized. The business trust has been ad-
vocated by some as a desirable form of organization to be used in-

Thus, Texas very decidedly permits only the corporation and the limited
partnership to limit the owners' liability to creditors. Calvert Magruder,
"The Position of Shareholders in Business Trusts," Columbia Law Review,
May, 1923, pp. 426-427 Kansas courts have found "trusts" illegal as being,
in effect, corporations which have not been validly chartered in accordance
with state law. (See Weber Engine Co. v. Alter, 120 Kan. 557, 245 Pac. 143.)

As a means of securing long life, see the duration clause of the Boston
Personal Property Trust, in which the trust expires 20 years after the death
of the last survivor of a list of twenty persons, a number of whom are chil-
dren of the five trustees. This case was a Massachusetts trust, and the device
would not be permissible in all states. In New York, for example, only two
person's lives can measure the duration of a trust. See footnote 1.
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stead of the corporation, a form which would have all the important
merits but lack some of its disadvantages. It possesses the same
advantages of (a) freedom of owners from liability to creditors,
(b) transferable shares, (c) easy division of managerial functions,
(d) flexibility as to form of capitalization, and (e) consequent ease
in the raising of large sums of money. Unlike the corporation it
avoids some, but not much, taxation and may enjoy somewhat
greater secrecy and freedom from regulation. These advantages,
particularly that of reduced taxation, have proved but a small
force in popularizing the business trust. The business obliged to
confine its operations to a state whose corporate taxes were par-
ticularly high might find the trust form advantageous, but the fi-
nancial inducement would be small when the business could choose
a state with moderate taxes. Furthermore, however settled the
law of trusts may be, there is a relative lack of familiarity as com-
pared with the corporation law, even though William C. Dunn
writes:

In all probability no part of our law is so well settled as that in refer-
ence to trusts and trustees; a rule on this subject laid down in one section
of the country is usually adopted and applied in another. The reason for
this is readily tound in that the principles undetlying the trust are the same
throughout the country irrespective of state lines. This of course is not

true of the corporation, for each state has its own acts and no state is
bound by the interpretation of the corporate law of a sister state.

This strongly favorable statement fails to emphasize the fact
that the business trust is a special form of trust which its creators
try to alter by contract so as to free the trustees and beneficiaries
from liabilities which are not infrequently associated with the com-
mon-law trust; also that the greatest use of the latter has undoubt-
edly been the care of property for the beneficiaries of a deceased
person's estate.

Gerstenberg voices the more common feeling of uncertainty when
he notes that established court precedents are not uniform in the
English-speaking jurisdictions and that some tax burdens are pref-
erable to uncertainty and possible confusion.” The very com-
monness of the corporation has resulted in a mass of court cases
which have adjudicated and clarified the meaning of the corpora-
tion statutes. The business trust has had no vogue at all com-
parable with that of the corporation.

The peculiar characteristics of the business trust have resulted

® William C. Dunn, Trusts for Business Purposes (Chicago: Callaghan &
Company, 1922), p. Similarly, John H. Sears writes that business trusts
"bring to their legal support, a long line of authority based upon broad prin-

ciples applicable thereto and irrespective of statutory experiment." Trust
Estates as Business Companies (Kansas City: Vernon Law Book Co., 2nd ed.,
1921), p. 10.

Gerstenberg, op. cit., pp. 70-71.
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in its being used but rarely as a form of organization for the ordinary
run, of commerce and industry.. Its use has been chiefly confined to
(a) the business of real estate, (b) meeting peculiar legal situa-
tions, such as the public utility holding company in Massachusetts,
and (c) temporary situations which make it desirable to fix the con-
trol of, a business in .the hands of a board of trustees for a short
period of time.

The use of the business trust to hold real estate arises from the
common ban upon the indiscriminate holding of real estate by cor-
porations. In some states corporations are permitted to hold only
such real, property as is essential to the carrying on of the busi-
ness. If its affairs have primarily to do with real estate, as in the
case of a hotel, an office building, or some other building, then a
corporation may be formed but may hold only a single property.

This, prohibition dates back to the Middle Ages, when it was
often' desirable to create "uses," or trusts by which the legal and
equitable ownership of property could be separated. Thus in order
to avoid the statutes of mortmain, which limited the ownership of
land by the great church corporations, trusts were established
whereby the legal title to property could be held by a lay person
as' trustee, but the practical benefits of ownership could be given
to the ecclesiastical bodies as beneficiaries.

Historically, then, the trust device owes its use to the fact, that
at one time corporations could not hold more than a single parcel
of real estate for investment purposes. Probably in no state has
the use of the trust been so prevalent as in Massachusetts. Usage
arising out 'of some natural advantage makes for familiarity,' and
familiarity in turn makes for increased usage. In the later part
of the last century, when promoters were looking for a form of or-
ganization through which business might be worked into large
combinations, they hit upon the trust as a possible instrument.
The corporation had at that time not yet been granted the right
to hold the stocks of other corporations, and so the holding-com-
pany device was not available. The result of this practice was
that the term trust became identified with big business and monop-
oly, so that, when a wave of antagonism against the latter swept
over the country, the trust idea fell into disrepute. In spite of
the attacks upon monopoly, the trust form remains a useful and
legal instrument of business organization.

While the most common use of the business trust undoubtedly
remains in the field of real estate operation, it also finds use in
meeting special legal situations, particularly where the corpora-

Convenient summaries of the origin of the trust device and its early ap-

plication are found in the Encyclopaedia of the Social Sciences, Vol. 10, pp.

189-191 (Massachusetts Trusts), and Vol. 15, pp. 122-126 (Trusts and Trus-
tees).
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tion is forbidden. Thus in Massachusetts a public utility corpora-
tion will be dissolved if the ownership or control of a majority
of its stock should pass to a foreign corporation which issued its
own securities or evidence of indebtedness based upon such stock.
The practice is very clearly explained in an official statement
issued by the New England Gas and Electric Association, a Massa-
chusetts voluntary association, in connection with the sale of a bond
issue in May, 1930. The vice-president of the organization wrote:

The ownership and control of the stocks of the operating companies are
vested in the trustees of the Association, the majority of whom are citizens
of Massachusetts. Ownership and control of the common shares, of the
Association are held personally by its organizers, who are citizens of New
York, important stockholders and officials of Associated Gas and Electric
Company, a New York corporation, and active in the management, not
only of that company, but of the Group System of which it'is the chief
unit. It is intended by the organizers and the trustees of the Association
to establish and maintain close affiliation in operation and management
between the Associated Group and the utilities owned or controlled by the
Association so that these utilities may, so far as practicable, benefit b%’ the
advantages of group management. Such affiliation, as distinguished from
ownership or control by the Associated Company (which would be simpler
and in our judgment better from ever%f point of view), has been adopted
as the most advantageous policy now legally possible with respect to any
Massachusetts utilities in which the Association is interested, because Sec-
tion 10 of Chapter 181 of the Massachusetts General Laws provides for
dissolution of any Massachusetts public utility, if a foreign corporation,
which owns or controls a majority of the utility's stock, issues securities ot
evidences of indebtedness based upon such stock. This statute was passed
in 1894, to meet a special situation. In this connection, the existence of
opposition to foreigh ownership or control must be recognized, but it is
nevertheless our hope that appreciation of the advantages of group owner-
ship and control, in economy of operation, in reliability of service, and in
availability of capital to meet the growth of the business, will ultimately
overcome whatever sentiment exists against foreign ownership or control,
and lead to change in the statute favorable to the larger group idea.

Two things are particularly worthy of note in the preceding state-
ment: first, that the trust is regarded as a less satisfactory device
than the corporation and is utilized only because the latter is for-
bidden, and, second, that the trust does not actually hold title to
the operating properties but to stock in the corporations which own
such property. Such trusts' are more propetly called voting trusts
than businesstrusts. An examination of those companies which
are trusts would probably reveal that the majority, at least of the
larger concerns, are voting rather than pure business trusts.

There are a few prominent businesses carried on under declaration of trust.
The Pepperell Manufacturing Company, a voluntary association organized in
1915, transferred its entire properties in 1927 to the Pepperell Manufacturing
Company (incorporated), so that it has become merely a holding company,;
its sole assets consisting of the entire capital stock of the operating company.
The Texas Pacific Land Trust owns its real estate directly, but the Great
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Whenever a temporary situation arises—such as might be due
to financial embarrassment—in which the owners desire or are
forced to part with control until the situation has been remedied,
an operating property may be transferred to trustees. The busi-
ness trust would have an advantage over the corporation in its
ease of formation and dissolution, in the avoidance of some state
taxes on corporations, and in the assured passing of control to
the trustees until the situation is remedied, whereas the corpora-
tion directors would require annual re-election. Judging from its
actual use in the past thirty years, the pure business trust shows
little promise of becoming an important rival of the corporation.
Its utility appears to be confined to meeting special situations where
the corporation is forbidden to serve, or to meeting situations that
are temporary.

Practical disadvantages of the trust. The attitude of the busi-
nessman towards the business trust as compared with the corpora-
tion may be summed up as follows:

1. Whereas the corporate form is familiar to practically every
investor, the business trust is not generally known outside of the
few states in which it is commonly used. Investors are apt to avoid
organizations of a form which they do not understand.

2. The powers and limitations upon the powers of corporations
and their officers and directors have become well defined by statutes
and judicial decisions over a long period of years. Voluntary asso-
ciations, however, are created by mutual agreements, which vary
greatly in form and substance and have received little judicial
interpretation.

3. The fact that the powers and limitations upon the powers
of the association and its trustees, shareholders, and officers are not
well defined legally makes it necessary to embody all of these mat-
ters in the declaration of trust' in great detail. This makes the
declaration difficult for the businessman to understand and may
cause considerable difficulty if the declaration is not drawn with
the greatest care or if expansion or change in the character of the
business makes the original provisions more or less obsolete.

4. Unlike the corporation, the trust cannot be given a perpetual
life. Its life is measured by lives in being, which must be specified
in the declaration of trust. While the agreement may be renewed,
the duration of the association is uncertain and depends on how
long persons named in the declaration continue to live. Provisions

Northern Iron Ore Properties owns the common stock of several mining com-
panies rather than having title to the ore lands themselves. Other prominent
examples of business trusts are the American Optical Company, the Inter-
national Paper and Power Company, the Ludlow Manufacturing Associates,
and the Eastern Gas and Fuel Associates.
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used to obviate this danger, such as the specification of names of
a large number of young children, appear complicated to business-
men, bankers, and others.

5. Because shareholders cannot be guaranteed absolutely against
personal liability, special precautions have to be taken, such as
inserting a reference to the provisions of the trust agreement lim-
iting personal liability in every contract, letter, business memoran-
dum, or document. Besides being very annoying and leaving room
for oversight which may prove to be dangerous, such notices serve
to draw attention to the limited liability of shareholders, with the
result that persons not familiar with legal technicalities have less
feeling of satisfaction in dealing with the enterprise than they oth-
erwise would have.

6. In some states the voluntary association has been used by
fly-by-night mining and oil enterprises as a subterfuge and device
to avoid regulatory statutes affecting domestic and foreign corpo-
rations. This has given the association a rather bad reputation
with the courts, better business bureaus, security dealers, and the
general public.

The Joint- Stock Company

General nature. The business trust is a variation of the trust
idea which can with proper care be made to resemble the corpora-
tion closely; the joint-stock company, or association, on the other
hand, is by its very nature similar to the corporation.” From the
practical or financial _point of view the joint-stock company "~ is
most easily described as a corporation Whose shareholders have

unlimited liability to the creditors of the business. The ownership
Oliuch-companies is diVided into equal-shares, which are evidenced
by certificates, transferable at the will of the holder. The holders
vote for the managers or directors like corporate stockholders and
receive their share in the profits in proportion to their holdings.
The life of the association, like that of the corporation, is continu-
ous and unaffected by the death, insanity, or bankruptcy of any
stockholding members.

In general, such associations are formed under the common law.
In a few states, including Michigan, New Jersey, New York, Ohio,
and Pennsylvania, they are governed by statute, and in one juris-
diction, New York, they are required to file the agreement, or cer-
tificate, or association, which serves in the place of a charter, with
the Secretary of State and the clerk of the county in which the
principal business is carried on. In this state they are also required

'In England all incorporated associations, such as are called corporations
here, are referred to as joint-stock companies. These are formed under the
Companies Act and may have either limited or unlimited liability.
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to pay an annual franchise tax like a corporation, and under the
Federal income tax they pay at the same rates as the corporation.

Liability of owners. The partnership-like liability of owners is
clearly the most serious disadvantage of this form of organization
from the standpoint of financing. This liability is unlimited and
covers all of the debts of the business. However, the right of cred-
itors to recover from stockholders is restricted to debts incurred
only during the period in which they are owners. This limitation,
combined with the salability and ready transfer of shares, serves to
modify the probability of loss considerably as compared with that
of members of a general partnership. Furthermore, the danger
of debts such as may be incurred in a partnership by the partners
because of the general agency feature is absent in the joint-stock
company, whose stockholders, as such, have no right to bind the
corporation.

The stockholders may attempt to avoid liability to creditors by a
specific statement in the original articles of association and the
repetition of this statement in all contracts. Only where adequate
legal notice had been given to the creditor that he must look solely
to the property of the business for recovery of his claim would li-
ability be limited. Some question exists as to whether even with
such a stipulation against personal liability the members are exempt
from creditors' claims.

Unlike the corporation, the American joint-stock company, since
it lacks separate legal identity, cannot sue or be sued in its own
name (although in many jurisdictions it may sue or be sued through
its officers or shareholders) and cannot hold title to real estate,
which is usually vested in trustees appointed for the purpose.

Merits and usage. As a form of organization, the joint-stock
company has most of the advantages of the corporation as com-
pared with the partnership—mnamely, permanence, easily transfer-
able shares, greater ease in raising capital, delegation of authority
to authorized agents, and ease in functionalizing the management.
The great disadvantage is the unlimited liability feature; from the
standpoint of the law these associations lack separate personality.

" The bond indenture for an issue by the Adams Express Company pro-
vided limited liability under the following terms: "No present or future
shareholder, officer, manager, or trustee of the Express Company shall be
personally liable as partner or otherwise in respect to this bond or the coupons
pertaining thereto, but the same shall be payable solely out of assets assigned
and transferred to the said Trust company or out of the other assets of the
Express company." In Hibbs v. Brown, 190 N.Y. 167, among other things,
the question arose as to whether this specific stipulation against the personal
liability of members made the bonds non-negotiable. Two of the judges
specifically stated that the above clause was against public policy and so void,
although concurring with the majority that the bonds were negotiable (pp.
191, 193).
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The unstable membership prevents this liability from adding greatly
to the credit standing as it does for the general partnership when
partners have large resources outside of the business. The feature
merely constitutes a possible danger to the investor.

Since the only advantage of the joint-stock company over the
corporation lies in a very moderate saving in taxes and somewhat
greater freedom from regulation and rendering of reports to the
Government, its disuse in the United States is not difficult to under-
stand. Most of the exceptional cases where it is found are associ-
ations formed under the New York statute, of which the most
notable are the great express companies. In England, joint-stock
companies are much more common They are easily formed under
the Companies Act and are less expensive to organize than the lim-

ited liability type.
The Limited Partnership

General nature. The limited partnership is probably the most
frequently used modification of the general partnership. The or-
ganization is formed by an agreement between one or more general
partners and one or more limited partners. The general partners
operate under the usual law governing general partnerships. The
limited partnership is formed under the statutes of the state and
not the common law.

Unlike the general partnership, the limited partnership must
file a certificate or articles disclosing such information as the name
of the partnership, the character of the business, the place of busi-
ness, the name and residence of each member, the duration of the
partnership, a careful description of the original capital contribu-
tion and liability for any additional contributions of the limited
partners, and the' compensation of the limited partners and the
terms of their withdrawal. This requirement of filing and pub-
lication, as well as the other provisions of the act, are designed
to protect the position of creditors. In order further to protect
creditors, it is required that every precaution must be taken to pre-
vent their mistaking limited for general partners. The names of
Jimited _partners must be excluded from the name of Che_ concern;
they musirial be held up to the public as general partners; they

" The Adams Express Company, organized in 1854, disposed of its express
business to the American Railway Express Company (a corporation) in 1918,
and has continued as an investment company. The American Express Com-
pany, another early joint-stock company, was taken over by the American
Railway Express Company in 1918.

" The Uniform Limited Partnership Act, which is followed in the discussion
in these pages, is in force in 19 states, including such commercially important
jurisdictions as Illinois, Massachusetts, New Jersey, New York, and Penn-
sylvania. States not using the Uniform law have their own individual statutes.
Only Arizona and Florida make no provision for this form of organization.
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can make no contracts, can never act as general agents, and can
have no voice in the management.

Since they are owners and not creditors, limited partners must
be careful that any compensation or other withdrawals be kept
within bounds, so as not to injure the position of the creditors. The
law provides that they must not withdraw any compensation, share
in the profits, or investment unless there is sufficient property left
in the business to pay all liabilities.

Other rules governing the operation of the limited partnership
follow naturally from the position of the limited partner as a part
owner without voice in the management. Because he plays no
active part, he may assign and sell his interest so that another
may substitute in his place without causing the dissolution of the
partnership. Dissolution will occur only according to the terms
of the agreement or by virtue of the usual acts by general partners
which end a general partnership. A limited partner can, however,
demand dissolution if he fails to get back his contribution at the
time stated in the terms of the agreement. In the absence of a
specific provision, he may demand the return of his contribution
in writing, and, if after waiting six months he is unsuccessful, dis-
solution may be lawfully required. Because a limited partner plays
no active role, his incapacity should not serve to dissolve the or-
ganization, as in the case of a general partner, and his interest
should be and is transferable. When such a partner's interest
is assigned, however, the substitute, while entitled to a share of
the profits or other pecuniary rights, cannot require information
about business transactions nor inspect the books or accounts unless
the privilege is granted by all the partners, or unless the original
certificate gives the assignee that right. In case of death, the es-
tate of a limited partner, as represented by the executor or adminis-
trator, occupies virtually the same position as a buyer of the in-
terest involved.

Summary as to merits and use. "’ The limited partnexshix_
arrangement, by creating a limited increases the os-

Bible _m size of the_partnershiP organization wit} tit re-
sorting to the corpOratefOrm. The contributing ¢ Italist might
very well refuse to make the desired advance and assume the pos-
sibly large risks of the business on a straight loan basis, for which
he could collect only a modest rate of interest without incurring
the penalties of the usury law. Without the limited liability the
risk involved might well be too great to outweigh the hope of
profit. From the standpoint of the business the limited partner-

"A detailed account of the origin and effectiveness of the limited partner-
ship is provided by S. E. Howard, "The Limited Partnership in New Jersey,"
The Journal of Business of the University of Chicago, October, 1934, p. 296.
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ship arrangement may be more advantageous than an ordinary
loan. It is true that the limited partner is usually given a posi-
tion of priority like that of the creditors, but subordinated to them,
and allowed to share in the profits instead of collecting a rate of
interest that presumably would be smaller, but the funds he con-
tributes are ownership funds and so expand the security of cred-
itors, making possible increased credit from both merchants and
banks. An ordinary loan, by increasing the burden of liability,
would presumably reduce the line of credit with merchants and
banks which had been available before.

The limited partnership, then, may be thought of as a device
for increasing both the owned funds and the credit of the sole pro-
prietorship and the general partnership to a certain extent. Other-
wise it does not greatly change the advantages or disadvantages
of these very personal forms of organization as they compare
with the corporation. The disadvantages of impermanence, of
liability of the general partners, and of difficulty in raising large
sums of capital still exist. In addition, the limited partners are
likely to be treated as general partners in states other than the state
of formation. The limited partnership interest itself is legally
transferable, but practically it is much less salable than the better-
known and more widely distributed shares of a corporation. The
smaller taxes, most important for small business units, and the
relative ease of formation and dissolution remain as the chief ad-
vantages of this modified form of the partnership as compared
with the corporation. The limited partnership would be used by
the same types of business that employ the general partnership.
Ordinarily the funds that could be added by taking in limited
partners would be confined to those of persons who knew the gen-
eral partners well and had confidence in their ability and integrity.

The Joint Venture

Nature and use. The joint venture, or joint adventure, is some-
times spoken of as a "syndicate" or a "deal." Save for some legali
technicalities which are of distinctly minor importance for the'
purpose of the businessman, this form of organization is best thought
of as a partnership modified in the following respects:

1. Limited to a single deal or undertaking as opposed to con-
ducting a continuing business.

2. Limited in duration, usually by the terms of agreement,
so that the venture is terminated after a stipulated period even if
it has not been successfully completed.

3. Centralization of authority in a manager in whose name the
business will be conducted.
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Perhaps the most picturesque use of the joint venture is found
in the truly adventurous trading voyages in the days before steam
and a large body of geographical knowledge eliminated the major
hazards. In financial circles this form of organization is used
today by a group or syndicate, acting through a manager, to put-
chase a block of securities from a corporation or government and
to merchandise it, ordinarily within a very short time. Upon the
completion of the successful distribution, the manager is paid a
commission and the net profits are divided according to the pre-
arranged scheme. When the venture is unsuccessful, the original
duration may be extended or the unsold securities may be taken
up by the participants and losses or ostensible profits divided. Tt
is customary in joint ventures to pay those participants who con-
tribute personal effort, as the manager, a stipulated amount and to
divide any profits or losses among the participants in agreed pro-
portions, generally in the ratio of their capital contributions or
their assumption of risk.

The Mining, Partnership

Characteristics. Mining partnerships are chiefly of interest
not because of their numbers or financial importance but because
they illustrate the manner in which the principles of partnership
operation have been modified by custom and necessity, without the
aid of legislation, at least in the first instance, to meet peculiar cir-
cumstances. Whereas the character of the corporation has been
created by statute, the mining partnership has been generated by a
special need, which has crystallized into common law through cus-
tom. A few states, like Montana and Idaho, where mining is'im-
portant, now have statutes governing and clarifying the status of
the mining partnership. The origin of this form of organization
is traceable to the early mining communities in the West. In such
pioneer mining camps the law was unsettled. The continuous
movement of miners from one locality to another and the nature
of the work of mining combined to produce rules more conformable
to mining conditions than those of the general partnership. In
order that the mine might be kept in good operating condition, it
was necessary to have continuous operation. An impermanent
form of organization, like the general partnership, could easily re-
sult in undue losses through its termination as the result of the
incapacity or acts of any one of the partners. A corporation, be-
cause of its formality and legal requirements, did not fit the simple
needs of the situation, and hence custom created the rules of the
mining partnership.

_A mining partnership permits the co-owners to be partners only

'See pp. 340-343.
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in the profits, the mine owners being "tenants in common," and
the, mtheis not partnership property. When ownership is by co-
tenants, one party is allowed to sell his share to a third person
without the consent of his co-owners and without the dissolving
of partnership, since the profits follow the property. The method
of transfer does away with delectus personae, so that there is no
relation of trust and confidence, and one partner cannot bind oth-
ers by act or contract; even the partner who is placed in charge
as manager can bind the partnership only for necessary labor and
supplies and cannot give a binding,note unless expressly authorized
by the other partners or permitted by usage. Partners are liable
for such debts as are properly .incurred during the period of their
ownership and sometimes until, the creditors have been given no-
tice of the partners' retirement. °

When_twoor more persons own or acquire a mining claim for the
purpose of working it and do actually engage in operating it, a min-
mg—partnership will arise by operation of the law and withbut afly
'ffitten agreement. Under such an informal arrangement, the
cease -ofwork by one of the partners dissolves the partnership
relation with respect to him. The mine may be owned by one
of the partners, and the mining partnership may apply solely to
the profits of operation. The agreement may, however, be, formally
drawn up in writing, and stock can be issued to represent the
different proportions held by the owners.

Comparison with joint-stock company. The mining partner-
ship closely resembles the joint-stock company in its most im-
portant aspects—Ilamely, anence, tran_slerable shares, absence
of delectuspersonae, centralization of authority in a manager,
and unlimited liability for properly incurred business debts. Its
unusual nature lies in the possibility of Its arising, spontaneously
by the operation of the law when two or more engage in mining,
much as two or more persons in any other business might find
themselves general partners by merely operating a business jointly
and appearing to the world as such, whereas the joint-stock com-
pany requires the execution of a formal written agreement.

The Partnership Association

General nature. In four states—Michigan, New Jersey, Ohio,
and Pennsylvania—the partnership association or limited partner-

" The law of the mining partnership is found in Scott Rowley, Modern Law
of Partnership (Indianapolis: Bobbs-Merrill Company, 1916, 2 vols.), Sections
152, 153, and 1048. The Encyclopaedia of the Social Sciences indicates that
the mining partnership of Anglo-American law is paralleled by the Gewerk-
schaft for mining operations in Germany (Vol. 10, p. 514). A feature of this
form is that, because of the indeterminate capital requirements of the industry,
the partners may usually be called upon for more money by majority vote.
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ship association has been created by special statutes giving a form
of organization very closely resembling the corporation. ' Tike
the latter, it may be formed by three or more persons drawing up

suitable articles of association, filing them with the secretary of
state and the county clerk, and paying the organization tax. After

the incorporators have properly done their work of organizing
the association, the owners of the new business find themselves
in the same position as corporate stockholders; that is, their intet-

est is represented by shares of stock, and they have no liability
beyond the subscription price.

The business of the association is conducted through a board of
directors or managers, who are chosen at the annual meeting of
the stockholders. In Michigan the cumulative voting power is
employed in the election of the managers in order to insure repre-
sentation of substantial minorities."" A peculiar feature of the
powers of these managers is the requirement that at least two of
them shall sign every contract incurring a liability for an amount
exceeding $500 or the association shall not be bound, except that,
in the case of associations which buy and sell merchandise, a single
manager selected by a majority of the stock may perform the
purchasing function, making contracts and signing notes for them.

Comparison with corporation. The chief difference between
the partnership association and the corporation is in connection
with the transfer of stock. While the association's stock is freely
transferable under the rules described by the association, a trans-
feree is entitled to the voting privilege only after election by a ma-
jority of the members as well as a majority of the shares. If,
however, the person acquiring stock should fail of election, he has
the right to demand that the association purchase his interest,
and, if they cannot agree on price and terms, the court will appoint
an appraiser to act.

A partnership association, although it resembles the corpora-
tion very closely, has but little to offer in the way of superior at-
traction. It may enjoy slightly reduced taxes at the hands of
the state in which it is formed, and voting control cannot pass
into new hands without the consent of the old stockholders. In
view of the right of a new stockholder to demand the purchase of
his shares, an association without an excess of cash or credit might
very well be obliged to grant the voting privilege or else face dis-
solution. A serious disadvantage of the association, if it intends
to do business in foreign states, is the inclination of the courts to

" A good account of this form and the experience with it in New Jersey is
provided by S. E. Howard, "The Limited Partnership Association in New
Jersey," The Journal of Business of the University of Chicago, July, 1936, pp.
258-279.

1+ For an explanation of cumulative voting, see pp. 65-67.
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treat it as a general partnership outside the state of formation.
Under the circumstances this form of organization is likely to be
limited in application to small businesses operating solely in the
state in which they are organized.



CHAPTER 4

THE FORMATION AND CONTROL OF THE
CORPORATION

Introductory

INCE the corporation is the type of organization that is com-
monly employed where financing is obtained from the gen-
eral investment public, a brief statement of how it is organized
is basic for an understanding of the major financial activities and
the lines of authority which determine responsibility for those
activities. Aside from the need for brevity, there are two reasons
why the picture must be general: First, the business corpora-
tion laws of the several states vary in many details, some of the
more important of which will be described, and, second, there are
large variations in the functions of different officers. Such varia-
tions occur because of differences in personal ability and in the
kind of business, save, of course, where functions are inflexibly fixed
by the statute or the charter.

Historical roots of the American corporation. In England,
the country from which we inherit our legal system, the right of a
business group to incorporate was at first a grant of the Crown and
was often associated with a monopoly in some business field. As
the act of incorporation became more frequent and more power
came to rest in Parliament, that body took over the function of
granting charters. This procedure was adopted by the legisla-
tive bodies of the American states. Certain abuses naturally
crept into the situation. The granting of a charter was often
a political favor and so was open to the objections that exist with
any form of political patronage. The interest of those already
occupying any business field was opposed to the creation of pos-
sibly competing units. Finally, in accord with the American
philosophy of equalizing opportunity, general enabling acts were
passed which granted any group the privilege of incorporating a
business by filing an application showing conformity with this
law with the proper executive branch, usually the secretary of state.

The first of these general incorporation acts was passed by the
State of New York in 1811. The chartering of business corpora-
tions, with the exception of the national banks, has been almost

48
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exclusively the function of the several states, although recently
agitation has arisen for the chartering by the Federal Government
of those corporations engaged in interstate commerce.

Types of Corporations

Public and private corporations. Before describing the pro-
cedure of applying for a charter, it should be noted that profit-
secking business corporations, to which we have been referring
and shall continue to refer simply as "corporations,” are but one
class of the family using that name. The classification on the next
page shows two broad classes of corporations—public and private.
The more important group of public corporations is made up of
municipalities, such as incorporated cities, villages, or townships.
The act of incorporation gives the community the right to perform
certain governmental functions, such as levying taxes, passing and
enforcing ordinances, and raising funds for improvements by the
issuance and sale of bonds. A minor group of public corporations
consists of government-owned projects, sometimes the result of
emergency situations such as a war or serious disaster, and some-
times of business enterprise, usually limited in this country to un-
profitable or hazardous activities which private enterprise does
not care to undertake but which are regarded as of large importance
to the general welfare." Examples of the former are found in
the War Finance Corporation, Reconstruction Finance Corporation,
Home Owners' Loan Corporation, Federal Farm Mortgage Corpora-
tion, and Federal Deposit Insurance Corporation; examples of the
latter are the Inland Waterways Corporation, Tennessee Valley
Authority, and various banking and public utility projects in-
corporated and completely owned by the Federal Government or
some of its political subdivisions.

Private corporations without capital stock are ordinarily formed
in order to provide for the continuous succession of a group with
changing membership desirous of carrying on non-profit-making
activities which involve the making of contracts and the owner-
ship of property. This monied or propertied aspect of the asso-
ciation may be modest and incidental, as in the case of religious
organizations, social clubs, and fraternities. In other cases the
primary object may be the conducting of a business along cooper-
ative or mutual lines, as in the case of mutual insurance companies,
building and loan associations, and the cooperative marketing
agencies of different agricultural groups. Very often special groups

1 On government-owned corporations see John McDiarmid, Government Cor-
porations and Federal Funds (Chicago: University of Chicago Press, 1938),
and John Thurston, Government Proprietory Corporationsin the English-
Speaking Countries (Cambridge: Harvard University Press, 1937).
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of this kind have sufficient social importance, as in the case of build-
ing and loan associations, to warrant a special body of legislation
regulating their organization, operation, and supervision.

CLASSIFICATION OF CORPORATIONS

1. Municipal.
1. Public
2. Government owned.
(Examples in text.)

a.
b.
C.

1. Without stock,

non-profit making
d.
e.
II. Private

a.
b.
C.
d.
e.

2. With stock
f.
g.
h.
i

Cities, incorporated Villages, and towns.

Social.

Clubs and fraternities.
Religious.

Educational.
Universities and colleges.

Charitable.

Mutuals and cooperatives.
Mutual insurance, building
and loan associations, farm
cooperatives.

Extractive.
Quarrying, mining, oil, timber.

Agricultural (unusual as corpora-
tions).
Farming and herding.

Manufacturing.
Merchandising.

Public service corporations.
Transportation, electric light
and power, etc.

Financial.
Banking, insurance, invest-
ment, security dealing.

Personal Services.
Advertising, engineering, etc.

Real Estate.
Holding Companies.

Hold stock of other companies
for control.

Private business corporations with capital stock and organized
for profit are our only concern here. The classification of this
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group made in the accompanying outline is based upon financial
and operating characteristics which give rise to important differ
ences in financing. Some of these distinctions are recognized by
the law, as in the case of the public service corporations, which
are natural monopolies and are subject to very detailed regula-
tion. Again, the more important types of financial institutions,
the commercial banks and the insurance companies, are created
under special legislation applicable only to the one kind of busi-
ness and subjected to periodic examinations by government exam-
iners. The special characteristics of these various types of busi-
ness corporations will be analyzed later as they are related to
various problems of finance.

Selecting the State of Incorporation

Factors involved. 'The initial problem connected with the ac-
tual life of the corporation is the choice of a parent. From what
state shall the promoters of the corporation seek the charter which
is to give the entity life and actuality?? If its property and opera-
tions are confined to a single state, the charter will ordinarily be
sought there. If the business is commercial banking or one of
the public utilities, the selection of the state of operation is usually
compulsory. Even though near-by states offer advantages in the
way of lower taxes and greater freedom, there will be the offsetting
disadvantage of being compelled to seck readmission as a "for-
eign corporation” to the native state, in which the business is
mainly to be conducted.’ Taxes levied upon a "foreign" corpora-
tion under such circumstances are likely to be as great as those
incurred by a domestic, or local, corporation. Any taxes levied
by the outside state, then, no matter how low, will represent double
taxation. Other disadvantages in going to another state for in-
corporation might exist in the way of less familiarity with the
law because of the fact of distance from the center of operations.
There might also be additional expense and bother in keeping
nominal offices and records and holding certain meetings at a dis-
tant location.

Whenever a corporation carries on its business in two or more
states or is a truly national organization, a problem in the choice
of the state of its incorporation arises. Such a business faces al-
most inevitably the problem of qualifying in some states as a for-

2 A few railroad companies have multiple incorporation. The New York
Central Railroad Company was organized in 1914 under the laws of New
York, Pennsylvania, Ohio, Michigan, Indiana, and Illinois The Western
Maryland Railway Company is incorporated in Maryland and Pennsylvania.

At law a corporation is "foreign" in any state other than that of incorpo-

ration. When a corporation is from another country, the legal term alien
rather than the popular adjective foreign is applied.
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eign corporation. The four following general considerations will
be important in coming to a decision:

1. What taxes will be incurred by the corporation which will
burden its treasury or serve to make its securities less attractive
to the investment market?

2. Are there any legal restrictions in the state law that may be
deemed undesirable?

3. Is the corporation law well developed and tested by experi-
ence, so that legal counsel may confidently interpret it when diffi-
cult situations arise?

4. Is the general attitude of the population and the legislature
favorable to business and to corporations, and likely to remain so?
States which are well developed industrially are much less likely
to introduce harassing or unfavorable laws on short notice than
are agricultural or stock-raising states or those chiefly dependent
on mineral resources.

The first two of the preceding points merit further consideration
because of their bearing upon finance and financial control.

Taxation. Among a number of important states the laws are
so neatrly alike and so favorable that little remains in the way of
choice save the very important consideration of taxation.

1. Incorporation tax or fee. 'The initial franchise tax or license
fee, based, in most states, on the amount of authorized stock, should
not be given too much consideration, since it occurs but once in the
life of the corporation. An idea of its weight may be had by noting
the cost in some of the different states. At one end of the scale
stands Arizona with a nominal charge of $10 regardless of the
size of the corporation.” Because of the variety of graduated
scales under which the tax is levied in many states, it is difficult
to pick out any particular one as the most expensive, the matter
depending upon the size of the corporation. A very common
charge, at least for a smaller corporation, is $1 for $1,000, or one
tenth of 1 per cent, of the capital stock. Thus, Connecticut charges
a flat $1 per $1,000; Florida charges $2 per $1,000 up to $125,000,
with the rate thereafter graduated down to 10c per $1,000. Dela-
ware, a very popular state, charges but 10c per $1,000 up to
$2,000,000; 5¢ per $1,000 from $2,000,000 to $20,000,000; and 2¢
per $1,000 over $20,000,000. A $100,000,000 corporation in lowa
would pay an incorporation tax of $100,015; in Connecticut, $100,-

' For the various ways of minimizing corporation taxes, see John H. Sears,
Minimizing Taxes (Kansas City, Mo.: Vernon Law Book Co., 1922). A sum-
mary is given in Chapter 1II of that work.

Actually this state makes a charge for filing the necessary papers, so that
the total cost is $60. With the possible exceptions of New York and Penn-
sylvania, Arizona has the heaviest filing charge in the Union.



FORMATION AND CONTROL OF CORPORATION 53

000; in Delaware, $2,700, and in Arizona, $10. In each case a rela-
tively small filing cost would need to be added.

2. Annual franchise or license tax. More important because
of its regular annual recurrence is this levy by the state of incorpo-
ration. In a few states, such as Indiana and South Dakota, there
is no annual franchise tax; in other states it is a nominal amount.
Delaware has a graduated tax which amounts to $50 for a cor-
poration with capital stock not exceeding $1,000,000, each million
thereafter paying $25.7 Pennsylvania levies the highest rates at
the present time, $5 per $1,000, but only on capital used in the
State of Pennsylvania.

3. State income tax. State income taxes have become an im-
portant consideration during the last decade. At the present time
these levies are found in such important jurisdictions as California,
Connecticut, Massachusetts, and New York. The impetus of this
movement may be ascribed to the success of the Federal income
tax, which was legalized by the Sixteenth Amendment in 1913 and
severely tested by the unusual fiscal needs of the Government dut-
ing the World War. As compared with other taxes, it has proved
unusually flexible, being susceptible of expansion or contraction
with changes in the needs of the taxing unit. However, this flex-
ibility showed its adverse side in the shrinkage of corporate in-
comes and so of income tax revenues during the prolonged depres-
sion of the eatly 1930's.

Wherever the "ability to pay" rather than the "benefit received"
seems to be the fair basis for taxation, the income tax makes a
powerful appeal to the general sense of fairness. From the stand-
point of the corporation this tax has the advantage of proportion-
ing the tax burden to the profits of the year, producing burdens at
the time when the corporation can best bear them. ® Perhaps a
disadvantage lies in the very ease with which it is levied, but, if

These and subsequent figures are based on 1938 rates. For current rates
the Prentice-Hall, Inc., State Corporation Tax Service or the Commerce Clear-
ing House, Inc. State Tax Guide Service may be consulted.

The computaltions are all based upon stock with par value. Should the
stock be without par value, different rates may apply, but frequently the tax
per share will be found to be the same as for a share with $100 par value.
The subject of par and no-par shares is treated in the next chapter.

The annual tax for Delaware is computed as follows:

Authorized capital stock not exceeding ............cccceeeervuunnnnn. $ 25,000... $ 5
Authorized capital stock exceeding $ 25,000, not exceeding 100,000.. . 10
Authorized capital stock exceeding 100,000, not exceeding 300,000... 20
Authorized capital stock exceeding 300,000, not exceeding 500,000. . . 25
Authorized capital stock exceeding 500,000, not exceeding 1,000,000... 50
Each million thereafter e — _——

'Strictly read, this statement might be criticized, for the Federal income
tax is levied in the year subsequent to that in which the taxable income is
earned. In 1920 some corporations were embarrassed by Federal taxes on
1919 income. Profits were large in 1919, and the tax rates were very high.
Depression and losses were widespread in 1920.
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this is true, it is a practical disadvantage of the corporation as such,
which legislatures seem to be able to harass with a minimum of
public complaint, rather than a fault of the income tax principle.
Corporations object to the tax as an additional burden levied
without any compensating relief from other taxes, pointing out
that, if the net income of the corporation is taxed and then the
same income is taxed again in the hands of the owner when it is
distributed as dividends, there is double taxation. In contrast,
the business net income of a sole proprietor or partnership would
be subject to but one tax, levied not upon the business unit but
upon the owners for their respective shares.

Out of some thirty-odd states using the income tax, several,
including California, Connecticut, Montana, New York, and Wis-
consin, have made it a complete substitute for the usual tax on
capital stock. While there seems to be a trend toward the in
creased use of this tax as a source of state revenue, the well-known
tendency of state legislatures to spend easily from the public purse
makes it not improbable that other states will make the income tax
an additional rather than a substitute source of revenue. In fair-
ness to the corporation it would seem only proper to relieve it from
one burden when giving it a new one. Moreover, to increase tax
burdens unduly will tend to drive such corporations as are able
to move to incorporate in less greedy states. PThe desire to retain
patronage already gained is likely to make a popular state such
as Delaware relatively conservative in increasing the corporate
tax burden.

As with other taxes regularly levied on an annual basis by the
state of incorporation, the income tax tends to encourage migra-
tion to other jurisdictions. Unlike the ordinary type of annual
franchise or license tax, which is based upon the amount of cap-
ital stock, the burden of income tax, being based upon profits to
be realized later, is a matter of conjecture at the time of incor-
poration. This uncertainty makes difficult a comparison of states
using this tax with states using other bases. A corporation un-
likely to show anything but nominal profits would find the income
tax particularly advantageous, for it would go tax free. For a
corporation with more normal earnings, a comparison between a
state with an income tax and one levying a tax upon capital stock
might be made by assuming the most probable rate of profit on
capital employed at some rate such as 10 per cent. If the given

As to the possibility of migration of corporations to other states, the case
of West Virginia is in point. Prior to 1901 West Virginia had low rates and
a large share of the cheap incorporation business. Seeking to increase rev-
enues, it materially raised rates and speedily lost its popularity and its former
patronage. Thomas Conyngton, Corporation Procedure (New York : Ronald
Press Co., 1923), p. 56.
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state levied an income tax of 3 per cent, the tax would amount to
30c per $100 ($100 x 10% x 3%, or $3 per $1,000, of capital stock,
if it is assumed that the amount of taxable capital stock and the
capital employed in operation, as used in the computation, were
equal.

4. Miscellaneoustaxes. Of the remaining taxes paid by the
corporation, the general or real property taxes and sometimes the
occupational tax are most important. An occupational tax will
depend on the kind of business pursued. Taxes on real estate
and personal property are ordinarﬂ%z assessed and levied at the
place where the property is located. "’ Since these have nothing
to do as a rule with the corporation as such, but would be levied
upon any owner, they are not a determining factor in choosing
the state of incorporation and require no special consideration.
Such taxes might, however, influence the location of an industry.

Possible unfavorable legal restrictions. What legislative re-
strictions will be regarded as undesirable will depend upon the
ideas of the incorporators. Those points which are most commonly
considered may be listed here to indicate to the layman the need
for legﬁd counsel familiar with the corporation laws of the various
states.

1. Limitation of stockholders' liability. The universal rule
is that the stockholder shall not be liable after he has paid the
full par value of stock subscribed for. Until 1931, California held
a stockholder personally liable for such proportionate part of his
corporation's indebtedness during the period in which he was stock-
holder as his stock bore to the total capital stock of the corpora-
tion. Until 1930, stockholders of Minnesota corporations (other
than those engaged in manufacturing) were subject to double
liability. The constitutional provision providing for double liabil-
ity was repealed when it became apparent that it failed to pro-
vide the security for creditors which had been expected and that
businesses were obtaining charters in other states, where the laws
were less stringent. The stock of some state banks is subject to

" Conyngton mentions an interesting exception in the case of a New York
corporation operating principally in euffalo which by designating an obscure
little hamlet as its "principal place of business" in its charter was able to
reduce its personal property tax to considerably less than it would have been
if it were assessed in the larger city. Such a saving is possible in those states
in which a corporation is taxed on its personal property at the place where its
principal place of business, as fixed by its charter, is located. Thomas
Conyngton, Corporate Organization (New York: Ronald Press Co., 1913),
p- 68.

" A point frequently included in such lists as this is that of the power to
issue stock for property or services. In the past there has occasionally been
some question as to the propriety of issuing stock for other than a cash con-
sideration. Today every state permits the issuance of stock for property, and
all but two for services. Of these two, New Mexico forbids the practice,
and West Virginia is silent on the subject.
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double liability, a feature that was abolished for national banks
by the Banking Act of 1933.

2. Qualifications of incorporators and directors. About one
fourth of the states require that some of the incorporators and the
directors be citizens of the state. Since the position of the incor-
porator is nominal and temporary, persons who are merely figure-
heads might be used to fulfill the former requirement. The same
device might be employed in the case of directors, but this practice
would generally be regarded as very undesirable; chiefly because of
the greater importance of the director's position.

Another requirement may be that directors must own a certain
number of qualifying shares, but ordinarily the minimum amount
stipulated is nominal.

3. Place of corporate meetings. Almost all of the states per-
mit directors to hold meetings outside the state, but less than half
permit the holding of stockholders', meetings out of the state. This
restriction upon the location of stockholders' meetings would not
ordinarily be a serious disadvantage for a large corporation, since
very often the meeting merely goes through the formality of voting
proxies of stockholders who would be absent in any case." For
the corporation of modest size the requirement that a meeting be
held in a distant 'state might be disadvantageous because of the
expense and the time of officers consumed in travel. If the at-
tendance of stockholders is at all likely or desirable, this considera-
tion becomes even more important. Of three states frequently
considered desirable for incorporation—Delaware, Maryland, and
Maine—only Maryland requires the stockholders' meeting to be
held in the state.

4. Owning stock in other companies. Whereas formerly corpo-
rations were not permitted to own stock in other corporations; the
power is now generally granted. In some states, however, the
privilege is limited, and if it is to be exercised, the laws on this
paint should be scrutinized."

5. Stock without par value. The use of stock without par value
is, a recent development but has grown so rapidly that only a very
small minority of states, and those of small commercial importance,
have failed to provide for this very popular financial instrument,
the merits of which are considered in the next chapter.

6. Voting and subscription rights of stockholders.  Very often
promoters who expect to obtain money from public financing wish
freedom in creating the kind of stock to be offered to the public.
They may wish to concentrate voting power in a small issue of
stock, to be held by themselves and their associates. Some states,

'See p. 79 for a discussion of proxies.
"See pp. 612-613,
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like Delaware, permit the creation of nonvoting stocks; others, like
Illinois, require all stock to be voting. Promoters may also prefer
to be free to offer stock to the general public without first offering
it to existing stockholders, as is generally required under the com-
mon-law pre-emptive right. These rights of the stockholder to
control his corporation are discussed later in this chapter.

7. Easein corporate change and powers of directors. Certain
actions, such as selling the whole property, amending the charter,
or mortgaging the real estate, are of such first-rate importance as
to be subject to special restrictions. In the states with less rigor-
ous laws, a bare majority of the stockholders might accomplish the
first two and the .directors the last. Sometimes a larger propor-
tion of the stockholders is required to take favorable action in
such matters. Some restrictions are wholesome and reasonable,
and some states may well have erred on the side of laxity, but,
since most restrictions of this sort are merely minimum require-
ments, a corporation may limit itself through its charter in order
to give its stockholders and creditors proper protection. In gen-
eral, incorporators or promoters who are later to be the directors
will choose to give themselves as directors a maximum of freedom,
having ample confidence in their own morality and sagacity.
While lax legal restrictions are not ordinarily the dominating con-
sideration in the choice of the state of incorporation, it is true that
the states which have actively sought corporation business by "lib-
eral" laws have placed excessive potential powers in the hands of
directors at the expense of stockholders. '* One of the major ar-
guments for the Federal incorporation of corporations doing an
interstate business is the elimination of unhealthy competition
among charter-mongering states that reduces the quali'%z of restric-
tions that should exist to protect the investing public.

"For a thorough study of the rights and powers of stockholders and direc-
tors of Delaware corporations, see R. C. Larcom, The Delaware Corporation
(Baltimore: The Johns Hopkins Press, 1937).

" The so-called "liberal" features of the Delaware incorporation law may be
summarized as follows:

1. Any kind of stock may be issued. It may be nonvoting and without
pre-emptive rights.

2. No state tax' is levied on issuance or transfer of securities.

3. Meetings of directors and stockholders may be held outside the state.

4. Vacancies on the board of directors may be filled by a majority of the
remaining directors (the stockholders of 10 per cent of stock may petition
the chancellor for a summary election).

5. The directors may allocate part of the consideration received for no-par
stock to surplus.

6. Directors need not be stockholders.

7. Directors may issue new stock, change the preference on unissued stock,
retire preferred stock, and change the bylaws if the charter so permits.

8. Profits for the current year and the preceding fiscal year are available
for dividends even though the surplus account shows a deficit, provided that
capital stock with preference as to assets is not impaired.
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In concluding a survey of the factors governing the choice of
a state, the importance of its laws other than those that relate
to taxes must be given ample weight. In spite of the economy
appeal, such a bargain-counter state as Arizona is not likely to
attract any large number of substantial and well-financed corpora-
tions. '® If the enterprise is temporary or exceptionally speculative,
the low tax appeal may be sufficient. Possibly a small, well-ac-
quainted group who did not care for public participation might
be similarly inclined. Aside from the reputation of some of the
bargain-counter states, the large corporation must consider a long-
run future in which the destiny of goodly sums of property will
depend on the interpretation of some point of law. At such times
a well-formulated body of law, the exact meaning of which has
been interpreted by numerous court cases, becomes invaluable; con-
sequently those states whose laws have been repeatedly tested over
a number of years by many corporations and are least likely to
change radically because of the large vested interests involved are
most desirable for incorporation.

" An examination of 606 industrial companies listed on the New York Stock
Exchange in 1932 reveals the current popularity of Delaware, and, to a much
lesser extent, of New York and Maryland. Of the 238 corporations in this
group formed from 1920 to 1930, 138 went to Delaware, 27 to New York, and
17 to Maryland. The importance of New York is due to the large number
of industries which have been started and still have most of their plants and
other property in that state. Industrial importance has also resulted in initial
incorporations of important companies it New Jersey, Pennsylvania, Michi-
gan, and Illinois.

Prior to 1914 and the passage of the "Seven Sisters" acts (antitrust legisla-
tion), New Jersey was the favorite state for large incorporations with scattered
properties. Of its total of 87 in the group below, only 12 were taken out after
1914; of Delaware's 209 only 17 were taken out prior to 1915. Federally
owned corporations have also employed the Delaware charter, as in the case
of the Food Administration Grain Corporation (Wilson), Flood Credit Cor-
poration (Mississippi flood relief under Coolidge), Grain Stabilization Cor-
poration (Hoover), and Commodity Credit Corporation (Roosevelt).

STATE OF INCORPORATIONINDUSTRIAL COMPANIES
LISTED ON THE NEW YORK STOCK EXCHANGE, 1932

Per Cent

State Total of Total
Delaware .........ccccceeevviiieieennnnnns 209 34
New York .... . 99 16
New Jersey . 87 14
Ohio ...ccvveenns 29 5
Pennsylvania .. 28 5
Virginia ........ 24 4
Michigan .. 23 4
Maryland 22 4
Illinois ...... 17 3
Massachusett 15 2
Maine .............. .. 13 2
Miscellaneous ..........ccccceeeveueenne 40 7
Totals ..cooveeviieiiiiiiieene 606 100

Source: R. C. Larcom, op. cit., p. 175.



CERTIFICATE OF INCORPORATION
OF
WALSTRUM CORPORATION

First—The name of this Corporation shall be
"WALSTRUM CORPORATION"

Second—The location of its principal office in the State of Delaware shall
be in the City of Wilmington, County of New Castle. The agent in charge
thereof shall be the Wilmington Trust Company at 200 West Main Street.

Third—The objects for which the Corporation is formed are :

(@) To manufacture, import, export, buy, sell, or otherwise to deal
in household equipment, furniture, fixtures, supplies, and merchandise of all
sorts.

(b) To acquire by purchase or otherwise, to lease or otherwise ob-
tain the use of, to own and to use, to sell or otherwise dispose of, to license or
otherwise grant the use of such patents, trademarks and processes as may ap-
pear to be in the interest of this Corporation.

(c) To purchase, lease, construct or otherwise acquire land, build-
ings, furniture and fixtures in Delaware or elsewhere and to sell, sub-lease or
otherwise dispose of such portions as may serve the use or interest of this
Corporation.

(d) To acquire by purchase or otherwise and to hold or dispose of
stocks, bonds or any other obligations of any corporation; to aid in any man-
ner any corporation whose securities are so held by guarantee or otherwise; to
exercise all the rights, privileges or functions ordinarily incident to such hold-
ing; the foregoing either for investment or to further the other purposes of this
Corporation.

Fourth—The total authorized capital stock of the Corporation is one
hundred thousand dollars ($100,000.00) divided into one thousand (1,000)
shares of the par value of one hundred dollars ($100.00) each.

The amount of capital with which this Corporation will commence business
is the sum of one thousand dollars ($1,000).

Fifth—The names and places of residence of each of the original subscribers
to the capital stock, and the number of shares subscribed for by each, are as
follows :

Names Residences Number of Shares
Carl 0. Walstrum Chicago, IlL. s
James R. Hawkinson Parkers Prairie, Minn. ..... 1
Lloyd D. Herrold Minocqua, Wisc. ..cooeeeeuinienns 1

Sixth—The existence of the Corporation shall be perpetual.

Seventh—The private property of the stockholders shall not be subject to
the payment of corporate debts to any extent whatever.

It is the intention that the objects, purposes, and powers specified in the
third paragraph hereof shall, except where otherwise expressed in said para-
graph, be nowise limited or restricted by reference to or inference from the
terms of any other clause or paragraph of this certificate of incorporation, but
that the objects, purposes, and powers specified in the third paragraph and in
each of the clauses or paragraphs of this charter shall be regarded as indepen-
dent objects, purposes, and powers.

We, the undersigned, being all the original subscribers to the capital stock
hereinbef ore named, for the purpose of forming a corporation under the laws
of the State of Delaware, do make, file, and record this certificate, and do cer-
tify that the facts herein stated are true ; and we have accordingly hereunto
set our respective hands and seals, this tenth day of August A.D. 1930.

Carl 0. Walstrum (seal)
James R. Hawkinson (seal)
Lloyd D. Herrold (seal)

In presence of
H. L. Perry
L. K. Montgomery
(Acknowledgment of signatures before Notary would be appended here.)

Figure 2. Certificate of Incorporation.
59
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The Corporate Charter

Meaning and content. After selecting the state of incorporation,
the incorporators are ready to prepare and file an application for
a charter with the proper state official. This application, called
the certificate of incorporation, contains all the information which
is to constitute the charter, and, when accepted by the state, be-
comes the charter, or articles of incorporation. Because the con-
tent of this certificate is governed by the laws of the state of in-
corporation, generalization is difficult. Figure 2, however, indicates
the usual formula employed. "’

Charter provisions examined. In the following discussion each
of the provisions of the certificate of incorporation is taken up in
detail.

1. Name of corporation. A good corporation name is a matter
of business judgment. Its advertising value may be increased
by brevity, novelty, and ease of pronunciation, but it is also a pos-
sible financial advantage to identify the corporate name with the
trade name of the product when the latter has wide prestige. Favor-
able familiarity is likely to aid in the disposal of securities. Appre-
ciation of this principle is found in the retention of the name of
Gold Dust Corporation (now Hecker Products Corporation) rather
than American Linseed Company in the consolidation of those two
companies in 1928."

2. Principal office. 'The naming of a principal office, which need
not be the actual chief place of business, within the state of in-
corporation, is a purely formal matter unless personal property
taxes are affected.”" This "principal office" offers a known place
for the mailing of notices and the service of legal papers. If the
corporation has no convenient office within the state, a convenient
legal representative may be selected who will hang out the neces-
sary sign and receive any communication for the company.

3. Purposes. Because the corporation is a wholly artificial per-
son created for special purposes, these purposes must be adequately

17 C. W. Gerstenberg, Materials of Corporation Finance (New York: Pren-
tice-Hall, Inc., 2nd ed., 1915), gives the certificate of incorporation for the
Atchison, Topeka, and Santa Fe Railway Company (p. 54), of the United
States Steel Corporation (p. 59), and of a corporation with shares without
par value (p. 43).

IS This principle, like most business principles, must be applied with dis-
cretion and is subject to differences of opinion. Postum Company, for ex-
ample, after embarking upon a policy of purchasing a line of nationally ad-
vertised trade-marked foods, decided to change its name to General Foods
Corporation in 1929. To have changed the name of the lines purchased would
have resulted in loss of carefully built up consumer goodwill; to have continued
the old corporate name might, by suggesting too narrow specialization, have
reduced the possible attractiveness of the securities of the company.

" See p. 55.
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set forth in its birth certificate. If this is not done, the corpora-
tion may be prevented by stockholders or interested outsiders from
carrying out any attempted ultravires acts (that is, acts beyond
the powers of the corporation) until the charter has been suitably
amended. In some states a very simple statement is sufficient,
many other activities being assumed to be granted as incidental
and necessary to the carrying out of the general purpose. These
incidental powers are said to be "implied," since they are neces-
sary in the ordinary course of business for carrying out the pow-
ers expressly stated. In other states a very full and comprehensive
statement must be made, a task not always easy for the layman. *°

4. Capital stock. The charter will state the total amount of
stock which the corporation is authorized or permitted to issue,
and its special features if it is divided into classes. These features
will have to do with priority in the payment of dividends, priority
in the sharing of assets in the event of dissolution, protective pro-
visions, and voting rights.

Whenever the state tax is levied upon the authorized rather than
upon the paid-in capital stock, the amount stated in the charter
should generally be limited to immediate requirements, since later
needs for increased capitalization may be cared for by amendment
of the charter. Of the authorized total only such nominal amounts
need be subscribed for at the time of the application as are re-
quired by the state statutes. In the foregoing illustration the
incorporators subscribed for $1,000, which is the minimum with
which business may be begun under the Delaware law (General
Corporation Law of Delaware, Sec. 5).

5. Incorporators and directors. The several states vary in their
requirement as to names and residences of incorporators and di-
rectors. In the case chosen only the incorporators and the amounts
of their subscriptions were needed. Frequently, where all of
the incorporation details are being cared for by special legal coun-
sel, who wish to relieve their principals of all effort possible, the
incorporation may be carried through in the name of clerks with
a purely nominal amount subscribed. After the corporation has
been duly organized, the completed legal product is turned over
ready for the installation of the principals and the beginning of
operations.

= The classic example of the broadly stated charter is that of the United
States Steel Corporation (New Jersey, 1901), which, by a plentiful sprinkling
of the phrases "or otherwise" and "or any other," probably leaves no action
permitted to the ordinary business corporation uncovered. The American
International Corporation (1915) has a very broad charter, so that it may en-
gage in practically any kind of business except banking and the operation of
public utilities.

% The various kinds of stock and their usual characteristics are discussed in
the next chapter.
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6. Duration. The usual custom is to state the life of the cor-
poration at the maximum permitted by the state of incorporation.
Many states permit perpetual charters.

7. Other charter provisions. Other provisions may be included
in the charter for the following reasons:

(a) Because there are statutory requirements with respect to
the certificate of incorporation (for example, in the foregoing
charter the seventh provision, relative to limited liability, is re-
quired by the Delaware law) ;

(b) Because it is necessary in order to protect the interests
of the corporation or its stockholders, as in the case of a long state-
ment of purposes;

(c) Because restrictions are sought upon the permissive pow-
ers of directors under the statutes, which are deemed too broad;

(d) Because it is deemed desirable to fix powers of directors
with clarity along the broadest lines permitted by the state.

In general, a well-drawn charter will seek (a) strict accordance
with the law, (b) a broad statement of powers that will permit
as large a measure of freedom as is consistent with the best inter-
ests of the corporation, and (c) a minimum of matter in the in-
terest of simplicity and freedom for change. The last point means
the relegation of detail to the bylaws, where the changes may be
more readily made as the needs of the organization change.

Before passing to the subject of bylaws, a word of caution may
not be out of place. A well-informed management does not at-
tempt to substitute its efforts for those of proper and qualified legal
counsel. A knowledge of fundamentals is necessary, however, in
order to appreciate the legal aspects of this first step in the cor-
porate existence. An intelligent preliminary statement of the re-
quirements of the business situation is needed to guide the final
formulation by the legal staff.

The Bylaws

Organization meetings. Before the corporation is ready to
transact business, most states provide that meetings of stockholders
and directors be held. At their first meeting, the incorporators
or original shareholders adopt the bylaws (unless this is reserved
for the action of the directors) and elect the directors. At the first
meeting of the directors, held in conformance with the bylaws,
the incorporators' subscriptions to stock are accepted, the form
of the stock certificate is adopted, and other business transactedé
such as decisions with respect to the issuance, of stock for property. 2

22 For such details, which require uniformity with the law, see E. F. Don-

aldson, Business Organization and Procedure (New York : McGraw-Hill Book
Co., 1938), Chapter XXI
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Nature of bylaws. The bylaws may be best described as a state-
ment of those specific details essential for proper corporate action
which are omitted from the charter. The corporation may be said
to be regulated first by the general laws of the state, second by
the charter, and third by its bylaws. As the charter is subordinate
to and must be governed by the laws of the state, so the bylaws
must be in strict conformity with both the state laws and the charter.
In order that they may be used as a complete body of working
regulations, they frequendgz repeat points from the corporation
law and from the charter. 2

Provisions of bylaws. = Provisions most commonly found in the
bylaws are the following:

1. Regulations for issuance and transfer of stock. The directors
may be empowered to delegate the physical work of transfer to
specialized agents, who maintain offices in convenient centers such
as New York and Chicago.

2. Stockholders' meetings. Regular and special stockholders'
meetings require a statement of the time, place, method of noti-
fying stockholders, the date as of which the list of stockholders
eligible to vote shall be made up, the number constituting a quo-
rum, and the method of voting.

3. Directors' meetings. The time, place, and quorum required
are usually stated.

4. Election and qualifications of directors.

5. Officers to be elected by directors and a statement of their
duties and the limitation upon their activities.

6. Standing committees. These committees are selected by
the board of directors from among their number to perform special
duties connected with the directors' functions. In a business with
a small board actively connected with the management of opera-
tions, there might be no committees. For the large number of
corporations with a somewhat larger board, which meets at the
usual monthly intervals, a single standing committee, called the
executive committee and made up of a few of the more active
directors, would serve to care for special problems that would re-
quire action during the intervals between meetings.

The bylaws of the United States Steel Corporation, illustrating the practice
of a large company, are given in Gerstenberg, op. cit., pp. 66-79. This refer-
ence work also illustrates the organization papers of a corporation, including
minutes of organization meetings (p. 80), and minutes of the first meeting of
the board of directors (p. 83). Manuals such as W. H. Crow, Corporation
Secretary’'s Guide  (New York: Prentice-Hall, Inc., 1935) and Corporation
Treasurer's and Controller's Guide (New York: Prentice-Hall, Inc., 1927),
discuss the matters ordinarily dealt with in the bylaws.

A valuable service kept up to date by supplements and dealing with prac-
tice on points such as these covered by the bylaws is Corporation Management
Service (New York: Prentice-Hall, Inc.).
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7. Care and management of property and finances, including
such matters as limitations on debt, care of cash and bank de-
posits, and dividend distributions.

Of the foregoing matters covered by the bylaws, three merit par-
ticular attention: (a) the different methods of voting at stockhold-
ers' meetings, (b) the features of the directors' work which are
of particular interest to those concerned with the financing, and (c)
a short list of the usual officers and their functions in the manage-
ment of the corporation.

Voting and Control

Use of the voting right. Through the right to vote at the an-
nual meetings, the stockholder, as owner, exercises his right to con-
trol the destinies of the corporation. Here he elects his representa-
tives, the directors, who guide and control active operations through
the officers. On a few major matters, such as the sale, merger, or
liquidation of the business, the aniendment of the charter, and
sometimes the mortgaging of property, the stockholders even re-
serve the right to act themselves rather than delegate their pow-
ers to the directors. The matters upon which the stockholders
must be consulted will be found in the law of the state of incorpo-
ration.

When the number of stockholders is small, their interest is likely
to be considerable and their participation in meetings active. As
the number grows, the weight of the individual's voting power
diminishes and he tends to become inert. Among our larger Amer-
ican corporations the average individual's voting power is negligible,
his acquaintance with the problems of the business small, and his
ability to judge individual members of the management but slight.
Under such circumstances a board of directors once placed in the
saddle is well-nigh self-perpetuating and permanent. Only a
major scandal or financial embarrassment to the extent of a re-
organization is likely to loosen its hold on the reins of control.

A very real problem of control has thus been created by the
growth of the corporation and the diffusion of voting power over
large scattered groups of stockholders. In theory the interest of
the stockholders in profits induces their selection of competent
and efficient men. But, if self-perpetuating dynasties are created,

" The subject of the management of income and dividends is taken up in
Chapters 21 and 22. As an illustration of the need for knowledge of the legal
requirements, attention is called to the former New Jersey statute which re-
quired directors to distribute all corporate profits as dividends unless otherwise
authorized by charter or bylaws. The conventional authorization to retain
profits is illustrated by the United States Steel Cornoratlon charter, taken in

New Jersey. This authorization is repeated in Sect. 6 of the bylaws. Gersten-
berg, op. cit., pp. 64, 78-79.
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which, like the ancient lines of kings, are overthrown only because
of the grossest misbehavior or by the machinations of other rulers,
what guarantees of social efficiency are left in the system? The
problem is a large one and will be considered again in the last
chapter of this book. For the present let us study the voting tech-
nique itself.

Methods of voting. Under the common-law method of voting,
each stockholder had one vote regardless of the amount of his in-
vestment. Such a method would permit a well-organized group of
stockholders with but a trifling investment to override a smaller
number of stockholders who might have invested practically the
whole amount of the capital. A fairer system would seem to re-
quire a larger voice for those who had risked more capital. So
today the practically universal statutory method of voting in this
country allows each stockholder to- cast one vote for each director
for each share owned, except when the stock is classified and the
voting privileges of certain classes are specially restricted. Thus,
if there were nine directors being elected, each shareholder could
cast his ballot with a vote equal to the number of shares he holds
for each of the persons he wishes to elect, up to the nine vacancies.
Under this system one or more stockholders controlling one share
more than half of the total can carry every question and fill every
seat on the board of directors. The result is rule by those hold-
ing a majority of the voting stock, save as that majority may
choose to give representation to a minority element.

A scheme of limited voting offers a compromise between these
two arrangements. Thus in a schedule appended to the English
Companies' Act to illustrate possible "regulations for the manage-
ment of a company limited by shares" It is provided that each
stockholder shall cast one vote for each share of stock held by
him up to a total of ten shares; that on stock in excess of this
amount to one hundred shares he shall have one vote for each five
shares; and that on all stock in excess of one hundred shares he
shall have one vote for each ten shares.”® Such a scheme of lim-
ited voting, or a variation of it, might be used when permitted by
the laws of the state of incorporation in order to give more weight
to minorities and to encourage their interest.

Francis B. Palmer, Company Law (London: Stevens & Sons, Ltd., 5th ed.,
1924), p. 411. Under the English common law each member, in the absence
of any regulations, has one vote only. Very commonly, however, the com-
pany has regulations which provide that a member shall have one vote for
every share held by him. Sometimes there is a provision for voting in accord-
ance with a scale, as suggested above in the text. An unusual restriction of the
opposite sort, which can hardly be recommended except on the grounds of
petty economy, is a provision of the Eastman Kodak Company that common
stockholders with less than ten shares are not permitted to vote. Otherwise
the common stock is entitled to one vote per ten shares.
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Cumulative voting. 'The most logical and effective device for
giving a sizable minority representation proportionate to their hold-
ings is cumulative voting, which might suitably be called propor-
tional representation. Under this plan, which is permitted by most
states, the stockholder is given as many votes for each share of
stock as there are directors on the board. Thus in an election of
a board of nine members a stockholder with ten shares would have
ninety votes, which he could cumulate and cast for a single candi-
date. As a result of this cumulation, a minority candidate might
receive as many votes as each of the several candidates of the ma-
jority, who, desirous of electing a number of directors, are obliged
to divide their votes among a number of candidates. In effect,
any minority with a ninth of the shares, or even somewhat less,
are enabled to elect a director on this hypothetical board.

A formula has been devised for ascertaining the minimum number
of shares required to make certain of the election of a desired num-
ber of directors:

Total number of |, Number of direc-
shares outstanding /\ tors desired

+ 1, and dr ing an
Total number of directors + [ > 2 opping any

fractional part of 1
in the result

According to this formula, if a group wishes to elect a majority
of directors on a board of nine in a corporation whose $100,000
capital stock is divided into 1,000 shares, they will requite 501
shares:

1000 X 5

9+1 = 1=501

Similarly, any minority controlling, 101 shares can obtain a place
on the board by massing their votes for a single director. The
proof of this statement may be demonstrated by comparing the
voting strength of the majority element holding the balance of 899
shares, or 8,091 votes, with the 909 votes of the minority. No mat-
ter how the 8,091 votes are divided, they cannot amount to as much
as 909 for each candidate when divided among nine. Even
in order to tie the minority candidate, 909 votes would be needed
for each of the majority's candidates; to defeat him would require
910 votes each.

From these figures it is seen that under cumulative voting the
majority of the stock, instead of electing all the directors, elect
only a majority of the board, at least when the number on the board

" See C. W. Gerstenberg, "Mathematics of Cumulative Voting," Journal of
Accountancy, January, 1910, p. 177.
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is odd, which is usual in order to prevent tie votes. As for minor-
ity representation on a board of nine, a director may be elected by
controlling one more than a tenth of the shares; similarly, for a
board of ten, one more than an eleventh of the shares would be
needed; on a board of eleven, one more than a twelfth of the shares,
and so forth.

Often the theoretical conditions implied in the foregoing discus-
sion are not present. When, for example, some of the voting shares
are- not represented at the annual meeting, the election of a given
number of directors can be accomplished with fewer votes than the
formula indicates, but the proportions established will still hold for
the voting power present. Again, if any group attempts to elect
a larger proportion of the directors than their holdings warrant,
they may so scatter their votes as to permit another and smaller
group with knowledge of the state of affairs to elect more than
their proportion. Thus, if the holders of 600 shares divide their
5,400 votes among 9 directors, giving each 600, a minority with
350 shares might give 630 votes to each of 5 candidates and so ob-
tain control of the board. Such a situation, however, is not an ob-
jection to the plan of cumulative voting itself, a plan which should
be adopted, the state laws permitting, whenever it is felt that minor-
ity representation based upon substantial investment is desirable.
As stated before, cumulative voting is a plan for allowing propor-
tional representation. A board of directors wholly elected by the
majority stockholders under the more common plan of voting
might be more united and harmonious, but under cumulative voting
the same stockholders would still control the board by a majority
that would be subject to the constant scrutiny of minority repre-
sentatives, a stimulating factor which, if it did not create undue
friction and a crippling sense of caution, might well favor the long-
run health of corporate profits.

Nonvoting and vetoing stock. Some part of the total stock may
be made nonvoting at the time of its issuance.” Such an invest-
ment without voting power to protect it usually receives some spe-
cial preference, such as priority in dividend payment, or other safe-
guards. It might also be given the privilege of vetoing those ac-
tions which might lessen its safety, such as a further increase in
the amount of the issue or the creation of a debt which would take
precedence.

Some states, like Illinois, do not permit the issuance of nonvoting shares.
The management in such jurisdictions may accomplish its end by dividing the
class of stock which is to be given control into small denominations, thereby
increasing its voting strength. Thus, in a corporation with $360,000 capital
stock, $300,000 of preferred shares might be given a par value of $100 each and
so 3,000 votes; $60,000 of common stock could then be divided into shares of
$5 par value and so possess 12,000 votes.
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Nonvoting stock may, however, have no special rights or prefer-
ences and resemble the other shares in every respect save its lack
of voting power. In such cases the purchaser evinces large faith
in those who control the voting shares. %0 Such stock is often at-
tacked on the grounds that investment, at least in stock, should
always be accompanied by the protective power of the right to vote,
and that it is dangerous to place absolute control. in the hands
of those who have risked little or none of their own money. *° Even
though a stockholder does not exercise his rights, his voting power
provides him with a weapon in the event of flagrant mismanage-
ment; opposed to this is the argument that the investing stock-
holder is aware of his lack of rights when he makes his purchase,
and bases his .decision to buy upon confidence in the management.

Furthermore, it is argued that, if the voting shares were more
diffused, the p0551b1hty would always exist that some group might
purchase enough stock in the open market to swing an election of
directors and oust the very management which gave the stock its
value at the time of purchase. Such a purchase for control would
be particularly likely when (a) the corporation had concentrated
all or the bulk of its voting strength in a single small issue and (b)
economic conditions had greatly reduced the market value of the
stock. But seizure of control would be logical where the low price
of the stock was due to the fault of the management, and their
ousting would make possible the restoration of earning power..
When the control of a corporation is vested in a small class of vot-
ing stock which is retained .by the management, that management
does assume complete responsibility but leaves the stockholder only
the doubtful remedy of selling his stock when he becomes dissatis-
fied, unless the corporation has been so grossly mismanaged as to
warrant an action in a court of equity.

Insuring continuance of control. The individual stockholder
wields the most influence and has the greatest interest in voting
in the small corporation. But voting power achieves importance
also in the new and the rapidly, growing corporation, where the
investment required to gain control appears small in relation to

"In the case of Dodge Bros., Inc., fOrmed in 1925 but later merged with the
Chrysler Corporation, the sole voting power was lodged in 500,000 shares of
Class "B" common, which in other respects had the same rights as the Class
"A" shares, of which 1,934,564 shares were issued. The device was designed
to give control to the investment bankers who floated the other security issues
of the newly formed corporation, which purchased the property from the
Dodge. estate. Similarly, the only difference between the common and the
common "B" of the American Tobacco -Company lies in the lack of voting
power of the former. The "B" stock shares its voting power with the preferred
stock.

" For an attack on nonvoting stock, see W. Z. Ripley, Main Street and Wall
Street (Boston: Little, Brown and Co., 1927), pp. 86-90.
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the value of control. It is for such corporations that devices such
as nonvoting stock or stock with only contingent voting or vetoing
power, and trading on equity that employs nonvoting bonds and
preferred issues, are used to the limit Cumulative voting, designed
to give propormonal representation to substantial minorities, is
likewise important only when voting stockholders are active in
exercising their privilege. In general, the larger the corporation,
the more likely is the management to be a self-perpetuating group,
which continues in power because of the habit of most stockholders
of either ignoring or of delivering their proxies upon request. The
average stockholder is either indifferent or disinclined to make
changes except on the strongest provocation.

Among the methods sometimes used to maintain control after
it has been obtained are (a) a charter provision that directors shall
be elected for longer than one year and only a certain number
elected in any one year; (b) a provision, in such states as would
permit it, that more than a majority of votes be required to elect
new directors, thereby causing old directors to hold over unless
opposition of an unusual majority sprang up; (c) the voting trust,
whereby persons holding a controlling interest deposit their stock
with a group of trustees, who assure continued control by voting
the deposited stock, and (d) the holding company, which is a cor-
poration created for the purpose of holding the controlling stock
of another corporation.

Directors and Officers

Responsibilities of directors. The directors, duly elected by the
votes of the stockholders, exercise their functions largely by super-
vising the work of the officers at their periodic meetings. Whereas
the stockholders usually meet annually, the directors may meet
monthly, and the officers and employees will carry on the daily
routine. The work of the board will vary with the size of the
company, familiarity of its members with operations, and the type
of business, but it will normally comprise the selection of officers,
the ratification of important contracts, the approval of budgets,
financing, and plans for expansion, the declaration of dividends
and other disposition of profits, and the consideration of ques-
tions of such importance as to warrant submission to stockholders.

Those unfortunate actions by which directors may render them-
selves personally liable in the course of business also help indirectly

" The holding company is of such importance as to be given special treat-
ment in Chapter 25. The voting trust has been mentioned in the discussion
of trusts in Chapter 3, and will reappear in the material on reorganization,
where it is a useful instrument for tying up control during the period of
financial rehabilitation.
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to indicate their function in the routine of business. They are
ordinarily liable for the following:

(@) Loss or damage resulting from ultra vires (thatis, "be-
yond the powers") acts. The directors must see to it that the
corporation is made to function within the limit of the purposes
set forth in its particular charter.

(b) Any corporate act opposed to the general law committed
with their connivance, consent, or knowledge.

(¢ Lending the corporation's money to any stockholder.

(d) Transferring property to an officer or stockholder when
the company is insolvent or threatened with insolvency, thus giv-
ing him preference to the injury of creditors.

'(e) Issuing unpaid or partly paid stock as fully paid. Such is-
suance would permit the corporation to operate with less assets
than the creditors have a right to expect, while possibly depriving
them of the chance of recovering from the stockholder, who may
be unaware of the partially paid character of the stock.

(f) Either negligently or willfully paying dividends that im-
pair the capital stock.

(g) Issuing any certificate or financial or other report which
is false in a material way.

(h) Gross negligence. Court decisions have not been uniform
as to what constitutes gross negligence, so it is difficult to deter-
mine liability from this cause in advance.

A review of the injurious acts for which directors may suffer
personal loss reveals that most of these, particularly the more
specifically stated ones, have to do with the protection of cred-
itors. Only three—the first two and the last—have to do primar-
ily with the protection of the stockholder. Since the board acts
as a body, the individual director must seek relief from this bur-
den of liability by having his dissent to any acts of this sort spread
in a formal manner upon the minutes of the directors' meetings.
Equally important to directors, although of no importance in a
study of functions, is the fact that not only may liability for dam-
ages. spring from these acts but also actions at criminal law wherever
fraud, larceny, or embezzlement exists.

Officers of the corporation. The directors are the delegated rep-
resentatives of the stockholders, who oversee the corporation and
its operations. Authority has to be delegated in this manner in
order to avoid dissipating the energies of the owners, who, after
all, are usually investing capitalists but little concerned with the
routine of operation. The officers, in contrast to the directors,
are corporate employees placed at the peak of responsibility.
Through them the lines of authority descend until they reach the
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lowest ranks, where no supervisory functions and a minimum of
authority to act are found.

Thepresident. The chief executive officer of the corporation is
the president. He is responsible to the board and in turn has au-
thority over the other officers, even though they are elected by the
board. He exercises his authority over the organization either
through these other officers or through the heads of departments or
divisions. His work will be purely managerial in large organiza-
tions. In smaller ones he may perform some operating functions,
depending upon special aptitude and interest.

The art of successful management lies in the selection of a com-
petent staff to perform the necessary functions at economic prices
and to keep this force operating with a maximum of harmony in
carrying out the objects of the business. In an organization of
any size, differences of opinion and conflicts of personal interest are
almost certain to arise. Management must try to direct such energy
to the ends of the corporation or, failing that, to see that it does
not develop friction that will lessen the efficient running of the
business machinery. An atmosphere of general cooperation and
esprit de corps is invaluable.

The president is usually the chairman of the board of directors,
exofficio  (that is, by virtue of his office), although the bylaws
might give the board the right to fill this position with any person
who is a member of the board. Sometimes, particularly in large
corporations, the chairmanship is a distinct office. In such cases
the work involved by the office may require less activity than that
of the ordinary officers. It will require the giving of assistance
on broad questions of policy or the giving of advice on such matters
as the officers may desire to confer about. As Gerstenberg sug-
gests, this officer may serve as the "Nestot" of the corporation,
the gray-haired ancient, retired from active warfare, who renders
sage advice based on ripe experience. ™ The position is often held,
and indeed often created for, a president retiring from the strenu-
ous activities of that office.

Thevice-president. Second in command to the chief officer is
the vice-president or vice-presidents. Unlike the officer of that
name in a parliamentary body, who serves only during the absence
or incapacity of the president, a vice-president is likely to be the
head of a division or function, such as the vice-president in charge
of the Pacific Coast Division or the vice-president in charge of
sales. Occasionally the office is the resting place of some person
who has been important in the organization but is now retired with
honor. Since the title adds little to real authority, it may be used

" C. W. Gerstenberg, Financial Organization and Management (New York:
Prentice-Hall, Inc., 2nd rev. ed., 1939), p. 94.
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to give prestige to someone close to the president in function. In

the case of a banking organization, for example, the prestige of
this title might be useful in dealing with customers. Election to
this office, then, may serve either as an honor to spur to greater

endeavor a person who has chief responsibility for a certain func-
tion or department, or as a prestige device either to satisfy some-

one of some importance who has little or no function or to facili-

tate the work of the individual elected.

Thetreasurer and comptroller. That the chief responsibilities
in the matter of important financial decisions rest primarily with
the board of directors is evident from the previous discussion.
There are three officers, however, whose work is associated with
important aspects of the financial side of the business as well as
those minor details which lack of space and interest prevent con-
sidering here. These officers are the treasurer, the comptroller,
and the secretary.”™ Some organizations have no comptroller, in
which event the treasurer performs the combined functions of the
two offices. The work most commonly thought of as belonging
particularly to the treasurer and his staff is that of custody of and
responsibility for all money and securities. The bylaws, in their
enumeration of the duties of the office, will usually go into some
detail on this point, stating that all monies shall be promptly de-
posited and that a sufficient fidelity bond shall be given by the
treasurer and his staff to the extent that they personally handle
money or securities in readily negotiable form. In a small organi-
zation he would handle receipts and sign the checks with the presi-
dent; in a large one, the routine disbursements would be made by
subordinate officials subject to some scheme of authorization and
check. Subordinate or related functions naturally grow from this
main stem: the treasurer often signs instruments with the presi-
dent and exercises joint supervision over the finances with him;
he must keep full and accurate records of financial operations and
financial condition; he must be responsible for financial reports
and statements; and he must see that all expenditures are duly
authorized and evidenced by proper receipts. Other duties might
include the granting of credit to customers and the collection of
accounts and the handling of interest, sinking funds, and redemp-
tions of bond issues.

When the office of comptroller exists, some of the most important
functions may be subtracted from the office of treasurer. The
former may assume control of accounts and reports and leave the
treasurer little more than the work of receiving and disbursing
monies and the keeping of the special accounts for that work. What

'See R. H. Montgomery, editor, Financial Handbook (New York: Ronald
Press Co., 2nd ed., 1933). Pp. 30-65 are devoted to "The Corporate Officers."
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is relatively a new function for many organizations is the work of
making systematic financial plans for the future. This work is
regarded by many as the most important done by the comptroller.
Any estimate of the business future requires an intimate knowl-
edge of the immediate past, which explains the close association of
this planning work with the supervision of the accounting. The
plan for a future period consists of an estimate of the sales and
other income and a scheme of limited expenditure, the whole of
which is called a budget.

The term comptroller (or controller) has no fixed meaning in
business practice, but the person holding the position is usually an
officer responsible to the president, a member of the operating com-
mittee, the chief accounting officer, and the originator and con-
troller of the budget.

While all the work connected with money and property is sub-
ject to check and countercheck in a well-organized enterprise; it
is desirable to have this work independently reviewed. This inde-
pendent reviewing official, who should be entirely independent of
those persons whose accounts he is scrutinizing, is known as the
auditor. His work should induce accuracy and eliminate loss
through dishonesty within the organization. So, although he serves
within the treasury department, he will be responsible to the presi-
dent or some other high official, possibly the comptroller if the lat-
ter is not directly in charge of funds.

The secretary. The principal duty of the secretary is to record
the minutes of the meetings of stockholders and of directors. * He
also will issue the notices for these meetings, keep the stock cer-
tificate book and the stock book, prepare stockholders' lists, and
have custody of the corporate seal, which he uses when attesting
the signature of the officers to important documents. Whenever
the duties of the secretary are not too onerous, he may perform other
functions. Sometimes the office is held by the treasurer.

Summary

This chapter has set forth briefly the formal steps in the or-
ganization, control, and management of a corporation. Organizing
involves the choice of a state of incorporation, the preparation of
an application for a charter to be filed, with the proper fees paid,
the holding of an organization meeting, equivalent to the first stock-
holders' meeting, the adoption of bylaws, the election of directors,
and, finally, a meeting of directors to elect officers. Much of this

The importance of the minutes is often greater than that of some account-
ing records, although they may be accorded but little study or attention.
A valuable work, which indirectly covers much of prime interest to directors,
is Corporate Meetings, Minutes and Resolutions (New York: Prentice-Hall,
Inc., 1929), which is based largely on case material.
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work requires a knowledge of law and of business management
even more than of finance. Each of these two fields requires special
study and experience for a thorough understanding, and the brief
recital of this chapter is intended merely to cover a minimum of
essentials necessary to our own special field of finance.

Because of the great variety of jurisdictions, each with its own
set of laws, this material must be used with great care, since it
represents the general run of practice. Similarly, when applying
such a general description of the board and the officers' functions,
allowance must be made for the wide variations due to differences
in types and sizes of businesses. In small units positions are tele-
scoped, and allied or related functions are combined in one office;
as size increases, functions are subdivided and carried on through
additional officers of similar rank or assistants and subordinates.
The very elasticity possible under the corporate form of organiza-
tion constitutes one of its merits.



CHAPTER 5

CORPORATION STOCK

F THE two kinds of corporation securities, stocks and bonds,
only the former are universal and typical. , Bonds, which
many corporations do not issue, represent indebtedness. Stock, on
the other hand, represents the ownership, great or small, and is found
in every business corporation. Because of the large possibilities
of gain and of loss, stocks appeal to the more venturesome class of
capitalists, just as bonds generally represent relatively unfluctuat-
ing stability and safety and attract the conservative. To appreci-
ate the utilization of stock in financing business requirements, a
background of terminology is essential. This chapter will provide
a working vocabulary, giving the meaning of such terms as stock
certificate, capital stock, capitalization, par value, and the like, and
show in how great a variety of ways the instrument may be drawn
in order to meet the exigencies of different situations. Because
stocks and bonds may be created in such a variety of forms in
respect to the amount and regularity of income, rights to control,
and priority in claims to income and assets, finance has come to
possess the intricacies of chess, but it has a considerably larger
and more fascinated following.

Stock Certificates and Registration

Stock certificates. The stock certificate attracts first interest,
since it is the outward and visible sign of stock ownership. This
instrument, the legal evidence of ownership, is received upon the
purchase and transfer of the stockholder's rights in the corpora-
tion. Two of the legal rights of the stockholder are (1) to have
such an instrument and (2) to be allowed to transfer it at his
pleasure, although statutes may permit the directors to restrict the
freedom of transfer in order to safeguard the interests of the cor-
poration and the stockholder.'

A provision is occasionally inserted in the stock certificate or stamped on
its face providing that such certificates cannot be sold without the owner's
first offering them to the corporation or to some other named person. Special
circumstances, such as a sale below market price to employees to build good-
will, might explain this unusual restriction. It is not binding in all states.
For citations, see C. W. Gerstenberg, Financial Organization and Management
(New York: Prentice-Hall, Inc., 2nd rev. ed., 1939), p. 125, footnote 8.
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The instrument itself, in the case of the large corporation, is
made from carefully engraved plates in order to minimize the pos-
sibility of counterfeiting. When the stock is listed upon one of
the leading exchanges, where it may be more readily bought and
sold, the authorities of that exchange may require that the design
be submitted to them for approval. The face of the instrument
will usually contain only a bare recital of the name of the owner
and the number and kind of shares. To obtain any detailed state-

Serial Number Number of Shares
THE PENNSYLVANIA RAILROAD COMPANY
This certifies that .........cooiiiiiiiiiii is/are
(owner's name)
entitled t0 ..ovvvniiiiii i Shares in the

Capital Stock of the Pennsylvania Railroad Company, transferable
only in person or by Attorney on the books of the said Company.

Witness the Seal of the Company and the signatures of the President
and Treasurer.

| g
2 g
: % Philadelphia, ............... 19—
-
-
%E i(;r'éelc}ét'al',y'”""””""" l;(;;-p;-éél-(i-e-ll-t --------------------
° .
=g
Eo SEAL
z 5 b
HB .
B L
% . Asst. Transfer Agent For Treasurer
+ 9 .
Bz
PE
== SHARES $50 EACH

Figure 3. Face of Pennsylvania Railroad Company
Common Stock Certificate.

went of rights it is ordinarily necessary to refer to the charter and

bylaws. The signatures of the proper corporate officers are ap-
pended. If the company is large enough, the work of transfer
may be turned over to a trust company conveniently located for

the stockholders.  Such a transfer agent is not metrely a convenience

to shareholders, but also, as a resinFa tlie e345erinessof

tion, assures greater accuracy "arid morecertain compliance With’
the legal requirements. To meet the requirements of, some of the

stock exchanges, to serve as a check on the transfer agent, and to

prevent issuance of stock in excess of charter provisions, a second

trust company may serve as the registrar, with the function of
countersigning the certificate. UponTransfer, a stock certificate is
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endorsed by the owner and presented to the transfer agent for can-
cellation and the issuance of a new certificate in the name of the
new owner. This new instrument is then signed by the registrar.
Unlike bonds, which are typically issued in round denominations,

a stock certificate may represent any number of shares.

On the back of the certificate a blank form of assignment is con-

Know all Men by these Presents, that

the undersigned, for value received, have bargained, sold, assigned,
and transferred, and by these presents do bargain, sell, assign, and

transfer, UNTO ......oiuiiiiiiiii et

.................................................. Shares of the Capital Stock of
The Pennsylvania Railroad Company, and do hereby constitute

ANd APPOINT teuiitiiiiiie e

true and lawful Attorney, irrevocable, for .......... and in ..........
name and stead, but to the use of the above-named assignee to make
and execute all necessary acts of assignment and transfer of the
said stock on the books of the said Company, and Attorneys one or
more to substitute with like full power for the purposes aforesaid,
hereby ratifying and confirming all that said Attorney, or his sub-

stitute or substitutes, shall lawfully do by virtue hereof.

In Witness Whereof, .......... have hereunto set ..........

and seal, this ........ccoceeeenie day of ......cceeiiiinls one thousand

nine hundred and ....................

Signed, Sealed and Delivered
in presence of

Figure 4. Back of Pennsylvania Railroad Company
Common Stock Certificate.

ventionally printed, which the stockholder signs when he wishes to
transfer his stock wholly or in part. If the transfer is for a portion
of the whole, the old certificate is turned in and canceled, and two
new certificates are issued, one for the transferee and one for the
original owner for the balance of the stock which he did not wish
to sell. Transfer agents are likely to require the certification of
the stockholdet's signature on the assignment form by some bank

or brokerage house in order to assure genuineness.

Care is important in 'the handling of certificates because, if one
is properly endorsed by the owner and then passes for value into
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the hands of a bona fide purchaser who is without notice of any de-
fect in the title he is acquiring, that purchaser has a good and legally
enforceable title.” Like a check, or any negotiable instrument, the
certificate becomes transferable to bearer when it is endorsed in
blank; limited transferability can be had by endorsing the instru-
ment to a specific person, as a bank or a broker.

This quasi-negotiable character of stock certificates facilitates
their ready transfer but increases the danger of loss. When a
stock certificate is assigned to a bank or other creditor as collateral
security for a loan, the assignment (or "power of attorney" to sell)
is customarily a separate instrument, so that it may be readily de-
stroyed when the certificate is returned to its owner without making
any erasure upon the latter instrument. Sometimes, as a special
precaution when a certificate is being sent through the mails, it is
sent without endorsement on the back and a properly signed assign-
ment form is transmitted separately.. When a certificate has been
lost or stolen, the corporation will refuse to issue a new one unless
a bond is posted to protect the corporation from loss in case the
original certificate should appear endorsed in the hands of a bona
fide purchaser for value.

Rights affected by registration of holders. The prompt trans-
fer on the books of the corporation of the stockholdet's interest may
be vital for two reasons: first, because it is the corporation's record
which determines to whom dividends shall be sent; second, it is
this same record which determines who shall have the right to vote
at stockholders' meetings. Sometime before a dividend is to be
paid by a corporation, ordinarily ten days or two weeks before that
date, a list is made up from the corporation's record of the stock-
holders to whom dividend checks are to be mailed subsequently.
Any purchaser of stock after the close of business on this date
buys it "ex-dividend"; that is, the right to receive the next divi-
dend remains with the transferor.

This negotiable characteristic is the result of the Uniform Stock Transfer
Law. For a copy of this law, see C. W. Gerstenberg, Materials of Corporation
Finance (New York: Prentice-Hall, Inc., 2nd ed., 1915), pp. 111-112.

The bond required for reissuance is conventionally twice the market value
of the stock in question, although more may be demanded if deemed necessary.
Some agitation exists for an unlimited indemnity bond, which is particularly
desirable because of the possibility of unusual appreciation in the value of com-
mon stocks. In the event that the old certificate did reappear in hands capable
of enforcing title, the bond would be seized to the extent necessary to pur-
chase such shares or their equivalent in the open market in order to retire
them. This procedure is necessary to prevent duplication in outstanding cer-
tificates with the resultant overissue by the corporation.

'In other countries, stock may be bearer stock, in which case dividends may
be paid by coupon and the certificate is transferable by delivery. (Registered
and coupon bonds are described in the next chapter). For example, Imperial
Oil, Ltd., and its affiliate, International Petroleum Co., Ltd.—Canadian cor-
porations—use bearer stock.
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Because voting power is important as the means of control, a
stockholder concerned over that right will see that any stock which
he purchases is transferred to his own name before the date upon
which the list is compiled determining who shall vote at the annual
or other stockholders' meeting.' The New York statute is one of
the strictest in binding the inspectors of stockholders' elections to
the observance of this formal list of registered stockholders. Nev-
ertheless it allows the court to review the election of directors,
go back of the transfer book, and set the election aside where the
statute has given a pledgor of stock the right to vote but the se-
cured pledgee has the stock transferred to his own name and votes
it. Under the same New York statute, a person who has sold a
certificate of stock after the date for compiling the list of registered
stockholders but before a meeting must on demand give a proxy
to the real owner.'

Proxies. A proxy is an authorization of_ a registered stockholder
to another person to act in his place at the meeting, and is a statu-
tory right. The term proxy is also applied to the person so author-
ized to act as a substitute. The average stockholder becomes fa-
miliar with this device through. the proxy form mailed out annually
to him by persons representing the dominant element in the corpo-
ration. Except when some controversy is raging, the stockholder
will usually return the requested proxy or ignore it. While the
proxy makes the delegation of voting power easy, the law of proxies
has tended to keep that instrument responsive to the wishes of the
stockholder and not an instrument to bind his will or transfer his
power indefinitely to another. The ordinary proxy is always rev-
ocable. Some jurisdictions even make proxies void after a lim-
ited period.?

Related Concepts

Corporate stock. The capital stock of the corporation is some-
times defined as the aggregate ownership interest of the corpora-
tion. This interest is divided into shares or units. The stock
certificate is the instrument which evidences the number of shares

'Some corporations close their transfer books for a period while compiling
lists for either voting or dividend payments. Such a practice is not only un-
necessary but is regarded as undesirable because it interferes with ready
transfer.

' For a condensed statement as to who shall have the right to vote at it
stockholders' meeting, see W. W. Cook, Principles of Corporation Law (Ann
Arbor: Lawyers' Club, University of Michigan, 1925), pp. 337-344.

Ibid., pp. 335-337. Irrevocable proxies may be created, however, if they
are based on consideration or coupled with an interest in the stock, as when
a seller of stock executes a proxy in connection with the sale.

For regulations governing the form and content of proxies as required by the
Securities and Exchange Commission, see pp. 729-730.



UNITED AIR LINES TRANSPORT CORPORATION
Notice of Annual Meeting of Stockholders, April 12, 1938

NOTICE ISHEREBY GIVEN that the Annual Meeting of Stockholders of UNITED
Ain LINES TRANSPORT CORPORATION, a Delaware corporation, will be held at
the office of the Corporation, 221 No. LaSalle Street, Chicago, Illinois, on Tues-

vote at said Annual Meeting.
day, April 12, 1938, at eleven o'clock in the forenoon, for the purpose of:

(a) Electing directors, and

RECORD DATE: The close of business on March 23, 1938, has been fixed as a
record date for the determination of stockholders entitled to notice of and to

ANNUAL REPORT: A copy of the Corporation's annual report for the year
ended December 31, 1937, is enclosed herewith. Additional copies of the no-

tice, proxy, and annual report may be obtained from City Bank Farmers Trust

(b) Transacting such other business as may come before the meeting.

PROXY
UNITED AIR LINES TRANSPORT CORPORATION — Annual Meeting of Stockholders — April 12, 1938 -

KNOW ALL MEN BY THESE PRESENTS, that the undersigned stockholder of UNITED AIR LINES
TRANSPORT CORPORATION hereby constitutes and appoints W. A. PATTERSON, WILLIAM A. M. BURDEN
and PAUL M. GODEHN, and each of them, the true and lawful attorneys, agents and proxies of the undersigned,
with full power of substitution and revocation to each of them, for and in the name of the undersigned to vote all
the shares of the said Corporation which the undersigned may be entitled to vote at the annual meeting of the stock-
holders thereof to be held on April 12, 1938, or at any adjournment of the said meeting, with all powers which the
undersigned would possess if personally present, upon the election of directors, as set forth in the notice of said meet-

oo ing dated March 10, 1938, a copy of which notice has been received and read by the undersigned, and to transact
c' any and all such other business and to vote upon any and all such other matters as may properly come before the
said meeting or any adjournment thereof.

The undersigned hereby ratifies and confirms all that the said attorneys, agents and proxies, or their substitute
or substitutes, or a majority of such of them as shall be present and act at the said meeting, may do in or about the
premises by virtue hereof.

IN WITNESS WHEREOF, the undersigned has executed this instrument under seal, this
day of ... 8.

B

-

L.S)
Signature to the foregoing proxy should correspond with the
name appearing hereon. NO WITNESS IS REQUIRED.

NOTE: The foregoing proxy is being solicited by
and in behalf of the management of UNITED
AIR LINES TRANSPORT CORPORATION.

Company, 22 William Street, New York, New York.

PROXY. In order to assure the pres-
ence of the necessary quorum at the An-
nual Meeting, please detach, sign, and
mail the attached proxy promptly. No
postage is required if mailed within the
United States. The signing of a proxy
will not prevent your attending and voting
in person should you so desire. This proxy
has been prepared and is solicited, and the
proxies therein named, the president and
two directors of the corporation, have been
designated, by the management, and the
proxy will be voted for the re-election of
the present directors.

By order of the Board of Directors,
P. M. WILLcox, Secretary
Chicago, Illinois, March 10, 1938.

(See Other Side)

Figure 5. Illustration of notice of annual stockholders' meeting and .a proxy.
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owned by a given stockholder. The title to all property, or assets,
of the business rests in the corporation and not in the stockholders.
The latter merely have a share in the "corporate stock," or the ex-
cess of corporate assets over debt, and such dividends as that
property can produce.

Capital. The term capital is sometimes used in such a way as
to conform to our definition of "stock," as just given. Unfor-
tunately, the word has been so loosely used even in technical dis-
cussions that its usefulness is virtually destroyed. In order that

STANDARD OIL COMPANY (NEW JERSEY)
Consolidated Balance Sheet
December 31, 1938

(Rearranged and condensed for purposes of simplification)

Assets Liabilities dc Capital
(in thousands of dollars)

Cash veveee e, $ 173,018 Accounts & Notes Payable. $ 117,634
Marketable Securities — ........ 75,951  Accrued Liabilities ... 60,028
Accounts & Notes Receiv- _
able . 135,670 Total Current Debt .. $ 177,662
Inventories at Cost or Less 282,707 Bonded Debt 7 192,851
———— Miscellaneous Liabilities .~ 203,058
Total Current Assets.. $ 667,346 Total Liabilities ........ $ 573,571
Land, Plants, Capital (or Net
Equipment, Worth):
etc. $2,510,906 Common Stock $665,452
Less Deprecia- Surplus 562,863
tion & Deple- Minority Stock-
tion 1,364,844 1,146,062 holders' In-
— terest ......... 242,749
Stocks Owned 7 123,202
Miscellaneous Assets 108,025 Total Capital ........... 1,471,064

Total Assets............. $2,044,635 Total Liabilities & Capital. $2,044,635

the literature useful for our subject may be critically read and ap-
praised, it is desirable to indicate the several meanings of the word
capital that have attained a faitly consistent meaning in different
fields.

1. Accounting usage. In accounting literature there is a prac-
tical accord in using the term to mean the net ownership (or stock-
holders') interest as revealed by the balance sheet. In the accom-
panying balance sheet of the Standard Oil Company of New Jer-
sey, the total property, or assets, are shown on the left-hand side,
at a total value of $2,044,635,000. Opposite these are found items
totaling $573,571,000, which represent the indebtedness. The ex-
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cess of the assets over the indebtedness, amounting to $1,471-
064,000, is the net worth or total book value of the stockholders'
interest. Most accountants use the word capital to mean this net
worth.

Before passing to the other definitions, it may be noted that the,
book value of the corporation's stock is obtained from the haranee-
gheet figure of net"Worth—Ahat is, the sum of the capital stock and
sufpliisas they apper%7 on the books.® The per-share figure may
be obtained by dividing by the number of shares outstanding in
the hands of the public. The corporation may have a larger num-
ber of shares authorized by its charter than have been issued, in
which case the amount of authorized but unissued stock may be
indicated, but no money amount is placed among the items on the
liability side of the balance sheet. Stock which has been issued
but subsequently reacquired and canceled should be omitted.
Sometimes, however, stock is reacquired and held alive. Such stock
is known as treasury stock and is shown in the balance-sheet. It
should be eliminated from the assets, and a deduction should be
made from the net worth so that it will be excluded from the com-
putation of the book value of stock, which should cover only out-
standing shares.

2. Business usage. Usage of the term capital in business circles
varies. Occasionally a careful speaker employs the term in the ac-
counting vernacular just cited. More frequently, a businessman
speaking of the capital needed to operate a business means the total
sum of assets of one sort or another which must be brought together.
Under this interpretation the total assets, whlch in the above bal-
ance sheet were $2,044,635,000, would be meant. ’

3. Economic usage. Economists, too, differ in their definition
of capital, although their general definition is "wealth used in the
production of further wealth." ' Under this definition, claims of

When preferred stock exists, the computation of book value for the com-
mon may be further complicated. The simplest general rule is to deduct from
the total net worth the sum for which the preferred would have a prior claim
in involuntary liquidation. Ordinarily, this sum will equal par, or its equiva-
lent, plus accumulated unpaid dividends. See H. G. Guthmann, Analysis of
Financial Statements (New York: Prentice-Hall, Inc., rev. ed., 1935), pp.
35, 128.

" Actually an item of Patents, Goodwill, and so forth, representing less than
3 per cent of the assets, is included under Miscellaneous Assets, whereas it
should have been eliminated. The rearrangement was planned to simplify the
illustration. Similarly, the meaning of "Minority Interest," a phase of holding
company accounting, is ignored at this point.

o Taussig writes ". . . the concrete things or capital goods which constitute
the material equipment of the community, . . . real things, not rights to
things; . . . producers' capital—those goods which make up the apparatus of
production." F. W. Taussig, Principles of Economics (New York: The Mac-
millan Co., 4th ed., 1939), Vol. II, p. 6.

Deibler defines capital as "e , that part of wealth, other than land and
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one person upon another are ignored, thereby excluding, such items
as accounts receivable (that is, the claim of the merchant against
his customers), bank balances (that is the claim of the business-
man against his bank), and securities (that is, claims against some
other corporation). The idea underlying this concept is that all
of these claims, however useful they may be in facilitating the work
of the community, are not things in themselves which can satisfy
human wants. So in the accompanying balance sheet the only
economic goods are the inventories, or merchandise on hand, and
the plant and equipment, or the tangible buildings and machinery.
As for the item of land, which is ordinarily included under the lat-
ter asset heading, economists would disagree as to its right to be
called capital. Since the fundamental idea of the economist is to
eliminate mere personal claims from the picture and include only
those items which in themselves serve human needs—making up
a social balance sheet, as it were, by the elimination of interpersonal
claims—his concept might well be termed social capital, economic
capital, or producers' goods.

4. Legalusage. Atlaw the word capital has been in the past
a contraction of the words capital stock, in the narrow sense of
pat value, the amount which is ordinarily (but not always) paid
in for stock. It is the par amount which appears_in the balance
sheet opposite the title™ "eapirtaFROOK." In the case of stockwith-
out par value (discussed later in this chapter) some arbitrary
amount, termed the "stated" or "declared" value, takes the place
of the par amount in the balance sheet. Often the amount paid in
for such stock is more than the stated value, and it is necessary to
read the laws of a given state to determine whether or not the term
capital covers only the stated value or the stated value plus the
paid-in surplus." Since a corporation may receive a surplus con-
tribution from the stockholder over and above the par or stated
value or may accumulate a surplus out of profits, this value may

personal services, that is used as an aid in further production." F. S. Deibler,
Principles of Economics (New York: McGraw-Hill Book Company, 2nd ed.,
1936), p. 90.

Mezn};/ definitions given can be understood only from the context, as Alfred
Marshall's statement that capital from the social point of view is "all things
other than land, which yield income that is generally reckoned as such in
common discourse . . . ," and Irving Fisher's definition as "a stock of wealth
existing at an instant of time." Alfred Marshall, Principles of Economics
(London: Macmillan and Co., Ltd., 8th ed., 1920), p. 78. Irving Fisher, The
Nature of Capital and Income (New York: The Macmillan Co., 1906), p. 52.
For a rather complete reference on economic terminology, see L. M. Fraser,
Economic Thought and Language (London: A. & C. Black, Ltd., 1937).

' Thus, in the revised (1937) Illinois corporation law, stated capital is de-
fined in the case of shares with par value as the par amount, and in the case
of shares without par as the consideration received by the corporation with
such additions and subtractions as are formally made in accordance with the
law (Sec. 2Kk).
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be only a part, and sometimes a very small part, of the total owner-
ship interest, or net worth. In the balance sheet already cited, the
relative importance of surplus to the common stock (or Capital
Stock account) is illustrated.

For the sake of clarity the more exact terms (1) net worth, (2)
assets, (3) producers goods, and (4) capital stock outstanding, or
par or stated value of stock outstanding, appear preferable for these
four usages, respectively, because of their more exact meaning, and
they do not leave -the reader to interpret from the context, as is
necessary when the word capital alone is employed. In these pages
we shall hereafter adopt the more precise terms and avoid the am-
biguous term capital.

Capitalization. The capitalization of a -corporation is the sum
of the par value of the stocks and bonds outstandmg 2 When no-
par stock is used, the stated-value figure is generally without much
business significance, and it is better to describe the capitalization
as so much bonds and so many shares of stock rather than to use
what is likely to be a very misleading dollar amount for the stock
outstanding. If a corporation were in a promotional stage and
its financing had not been completed, the term capitalization might
refer to the total securities which it was permitted to issue under
its charter. The phrase "authorized capitalization" would be
clearer and more proper in such a case, although perhaps its use
would deprive the promoters of a grandiose phrase.

The accountant uses the word capitalization in a second and dif-
ferent sense. When an expenditure is made and the amount spent
results in an asset being set up in the books instead of a charge be-
ing entered in an expense account, the expenditure is said to have
been capitalized. Thus the term capitalization comes to apply to
the process of setting up property on the books of account. If one
thinks of capital in the business sense as assets, it is not difficult
to understand this usage. Since the accountant's balance sheet al-
ways has two sides that must be in balance, it is clear that conserv-
atism in setting up assets will have a bearing on the capitalization
on the liability side representing the outstanding securities. Se-
curities cannot exceed the assets except when a deficit has arisen.
Thus, if a new mining corporation decides to capitalize its mining
claims at $500,000, this will provide the basis for the issuance of
$500,000 worth of stock to acquire those claims. The capitaliza-
tion could be more or less generous if directors decided to "cap-
italize" their assets at a greater or smaller amount. Hence the
amount of capitalization (in the first and generally used finan-

" In the law of some jurisdictions capitalization is defined as the amount of
authorized capital stock and does not include debt.
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cial sense of securities outstanding) will be great or small depending
upon how extravagant or conservative the directors are in their
"capitalization of the assets" (in the second sense) which they are
purchasing for the newly formed corporation by the issuance of
stock.

"Capitalization of income," a phrase used in the mathematics of
finance, offers still a third use of the term capitalization. In this
sense it is the process of estimating the present investment value of
a property by discounting to present worth the anticipated stream
of future income. Thus, if a certain business were expected to yield
an income of $50,000 per year perpetually, and 10 per cent were
judged a fair rate of return upon an investment of that sort, then
the value of the business would be $500,000, the result being ob-
tained by the capitalization of income. If the stream of income
were irregular from year to year, the mathematics would be more
involved, but the essential process of discounting would be un-
changed.

The most troublesome part of the foregoing process in practical
finance is estimating the most probable amount of the future net
income to be realized by a business, and this factor makes the valu-
ation of mining properties, patent rights, and business property
generally a most debatable matter. This factor of doubt explains
why so much disagreement may exist over the proper value of assets
to be acquired by a new corporation and why capitalization, in the
sense of outstanding securities, may be so readily varied. This
third use of the term capitalization is cleatly related to the preced-
ing two. The proper capitalization figure for the assets may, and
some believe should, be based on the capitalization of income, and
the decision as to the value of the assets will, in turn, determine the
amount of securities which may properly be issued. This capitali-
zation-of-income concept of value will be discussed further in the
sections devoted to promotion, merger, and reorganization.

Capital structure. Since the term capitalization includes only
the amount of the outstanding securities, the phrase capital struc-
ture may be used to cover the total combined investment of the
bondholders and stockholders, thereby including the surplus in what-
ever form it appears. Whether the stockholders' net worth has
been built up by paid-in surplus or by surplus profits left in the
business, it represents an investment which should produce increased
earning power and additional assets to protect the creditors. In
fact, with the increased use of stock without par value, the capital
stock figure in the balance sheet is frequently a small or nominal
figure, giving little clue to the investment of the stockholders. In
such cases, the capitalization figure is without meaning, and the
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capital structure figures are essential to gain an idea of the total
long-term investment in the business and the respective proportions
of bonded debt and stockholders' interest.

The balance sheet of the Standard Oil Company of New Jersey
used previously as an illustration will show the reader of what
large importance the surplus can be as compared with the capital
stock. The item "Minority Stockholders' Interest," also given
under "Net Worth," represents capital stock and its prorata share
in surplus of subsidiary corporations which is not owned by Stand-
ard Oil but is still in the hands of the public. The figure would
be included in the consolidated capital structure, since it is a part
of the stockholders' contribution to the system; it would be omitted,
however, in stating the figure for the Standard Oil Company as an
individual corporation—that is, a holding company instead of a
consolidated system."

Par Value

Meaning of par value. The par value of a share of stock is the
sum stated in the charter as the nominal value, for which a minimum
figure is set by the law in some states. The stock must not be issued
for less than this sum, or else the stockholders will find themselves
personally liable to creditors for any unpaid balance in the event of
insolvency." (When the par value has been paid in to the cor-
poration, it is customary to print on the stock certificate "Fully paid
and nonassessable," so that freedom from further liability may be
known.) Furthermore, the directors are not permitted to pay any
dividends that will reduce the excess of assets over debts to an
amount less than this par value. If such a dividend declaration
were made, or a similar result were brought about by business losses,
then the "capital" (legal usage) would be said to be impaired. Be-
cause the law makes par value the measure of a compulsory initial
minimum capital and requires that it shall not be impaired by vol-
untary action, the so-called trust fund doctrine has grown up.
Though not a genuine trust fund, the par value, under this legal
theory, constitutes a fund to be safeguarded for the creditors of
the corporation, and it must not be dissipated or reduced by any
voluntary act of the directors. In practical finance, par value has

' The difference between the holding company capital structure and the con-
solidated system figures may be had from the reports of the American Tele-
phone and Telegraph Company. For a discussion see Guthrnann, op. ‘cit.,
Chapter XVIIIL.

+ As evidence of this risk, a financial commentator points out that, even
though it is extremely unlikely that any call will be made upon shareholders,
there is a higher yield on the market price of certain English bank shares
which are only partly paid, as compared with fully paid shares of the same
banks, as in the case of Martin's and the National Provincial. Financial
Digest (London), June 18, 1934, p. 4.
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but modest significance in the case of stocks, save as these two legal
requirements must be complied with in a formal fashion.

Why par value lacks significance. The reasons why par value
lacks significance are particulary important in view of the con-
siderable popular confusion on the subject and may be summarized
as follows:

1. The valuation of assets is often arbitrary. Frequently shares
of stock are issued for property instead of cash. As pointed out in
the discussion of the term capitalization, valuation is a difficult task
at best. When the enthusiasm of promoters is considered, it is not
difficult to understand why property valuations often appear fan-
tastic to outsiders. Even though property is overvalued, so that
there is a failure to pay in par value for the stock at the time of its
original issuance, courts generally hold the stockholders free from
liability unless the property is of so trifling a character that it has
practically no value. If the property should be practically worth-
less or unsubstantial in its nature, the courts will hold that there has
been no payment at all and the stockholders are liable. Even this
remedy is not available to corporate creditors who knew of the mode
of issue at the time they extended credit, nor can creditors hold later
stockholders who made their stock purchase without knowledge of
the improper issuance but believed it fully paid and nonassessable.

The Securities and Exchange Commission, in passing on securities
that come within its jurisdiction, requires a disclosure of relevant
information that makes exaggerated valuations difficult. Thus, if
those associated with a new corporation acquired property at a
figure much less than that shown later on the ledger of the corpora-
tion, the fact would undoubtedly be deemed "material" and would
have to go into the registration statement. Or, where the value
was the result of appraisal, the basis of the estimate would have to
be disclosed.

2. Par value may represent only a part of the stockholders'
total payment. While unusual for most corporations, banks and
some other financial concerns often sell their stock for more than
par. Such paid-in surplus may be employed to care for losses should
there be any during the difficult period when the institution is start-
ing business. Without such a protecting surplus, any early opera-
ting losses would impair the (legal) capital, and under the strict
banking law might require an embarrassing assessment at a time
when such a blow to prestige might be fatal. Par value for such a
corporation is but a nominal figure and gives no clue even to the
original investment of the stockholders. In recent years, since no-
par stock has become common, the former emphasis upon par value
has greatly diminished. That par value has lost its power to im-
press, at least outside the low-quality field of promotional stocks,
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is indicated by the adoption of a very low nominal par by some
corporations. " Such a low figure for Capital Stock means that the
balance sheet will show a very large Paid-in or Capital Surplus.
The change from no par to a low par value may result in lower
franchise and transfer taxes.

3. Undistributed earnings may add to or losses may reduce the
original value of the stock. If par value had represented the exact
original investment of the stockholders, it would ordinarily cease to
be a measure of current investment very soon because of earnings
left in the business to add to the original investment. Not infre-
quently a dividend of 10 per cent upon par value, measured as divi-
dends conventionally are, is referred to as an indication of business
success. Yet an examination of the balance sheet may reveal that
the stockholders originally contributed considerably more than the
required par value and have subsequently deprived themselves of
dividends in order to increase further that original contribution.
The dividend of 10 per cent of par value turns out to be some very
low rate when compared with the actual, rather than the nominal,
investment.

4. The fair market value of the business as an investment must
always be the most important test of value rather than the nominal
par figure. Many businesses with par value fully contributed in
cash at the outset develop so little earning power that the subse-
quent market value never reaches the original par. On the other
hand, when the business is able to earn from 20 to 30 per cent upon
pat, it is apparent that the market value will almost certainly ex-
ceed the par value even if that par value exactly represents the
amount of actual cash investment in tangible property. Remember-
ing then that investment value is based on anticipated future in-
come, it is easy to understand why mining claims or patent rights
may have a real market value far in excess of any cash or labor
which may have been expended to obtain them.

The treasury stock device. Because there has been so much
emphasis placed upon the importance of par value, its nominal
character may be further emphasized by a description of the so-
called treasury stock device, whereby promoters have found it pos-
sible to create stock with par value fully paid in as far as the law is
concerned and which may be distributed later either at a nominal

"Examples of corporations adopting a nominal $1 par value are American
Hide and Leather Co. (1935), American Home Products Co. (1935), Hat
Corporation of America (1932), Island Creek Coal Co., Lehman Corp. (1937),
McCrory Stores Corp. (1936), Reynolds Spring Co. (1934), Studebaker Corp.
(1935), and Wayne Pump Co. (1934). A number of these formerly had stock
without par value. Indicative of the nominal character of par value, Ameri-
can Home Products stock sold from $26.12 to $36.37 per share in 1934 and paid

a dividend of $2.40; Island Creek Coal's preferred is also $1 par but is en-
titled to $6 cumulative dividends and $120 per share in liquidation.
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price or as an outright bonus to be given with bonds. Take an
illustrative case. An inventor has perfected a patented device but
lacks the cash necessary to put it on the market successtully. A
study of the problem leads him to believe that $100,000 would be
adequate for this purpose, and he would be willing to pay 6 per
cent on such .a sum, give it a prior claim, and offer, a half interest
in any profits beyond that. To accomplish .this a corporation is
formed, and $200,000 par value of common stock is issued to the
inventor for his patent rights. The stock, has now been issued for
property and is fully paid, but the corporation is as yet without any
of the necessary cash. So the inventor-stockholder donates back
one half of his holdings to the corporation without cost to it in order
to facilitate the desired financing. The corporation now offers
$100,000 worth of 6 per cent bonds, or 6 per cent preferred stock, at
par, or $100, and a bonus of an equal amount of common Since
this bonus common stock was originally issued for property at its
full par value, the legal formalities have been complied with, and
neither the original holder, the inventor, nor the later holders (the
investors) can be held liable for the benefit of creditors. The fact
that a person to whom the stock is issued returns a part of it as a
gift to the corporation to sell below par and put the proceeds in the
corporate treasury for working capital does not necessarily prove
fraud in the, valuation put upon the property in the eyes of our
courts. Such fully paid stock returned to the treasury of the cor-
poration is properly called treasury stock, a term which should not
be applied to ordinary authorized but unissued stock.

The same relationships might as readily have been established had
the common shares been given a half, a tenth, or even no par value.
If, for example, the patent rights had been valued at $1,000 instead
of $100,000, and common stock for that amount had been issued to
the inventor, with one half later returned to the treasury, the result-
ing $500 total par value would have been exactly as valuable as the
$50,000 before. In either case, whatever the par or nominal value,
one half of the common would represent ,a claim to one half of any
profits over and above the 6 per cent paid on the securities with a
prior claim. The only reason for issuing a large rather than a small
par amount lies in the effect of this nominal figure upon the imagina-
tion of the investor to whom it is offered as a bonus or at some
amount under par. This illustration emphasizes the need to ignore
par value and to study rather the assets and earning power and the
fractional interest which one's shares are of the total claim to those
assets and earning power.

Stock without par value. In order to eliminate the frequently
misleading par-value sign upon the stock certificate, influential per-
sons have for many years favored the establishment of stock without
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par value. In 1912 the state of New York passed the first law per-
mitting no-par stock. The movement has spread until today only
three states—Nebraska, Oklahoma, and North Dakota—have failed
to legalize its issue. By 1922 some 6,763 companies, or nearly 2 per
cent of all corporations, had issued no-par shares, and by 1925 the
number had almost tripled, totaling 17,543. Figures based on
stocks listed on the New York Stock Exchange, which represent the
largest and most widely distributed issues, show an even greater
popularity of no-par stock than is found among the general run of
corporations. Industrial and holding companies most frequently
employ the device, while among railroad and public service corpora-
tions its use is rare. Leaving out railroad stock issues from the total
number listed on the New York Stock Exchange as of January 1,
1928, nearly 43 per cent were of the no-par variety in terms of
market value.'® The rapid progress of this new type of stock in
American finance makes it essential that it be cleatly understood by
both the student of business finance and the student of investment.

The chief practical differences between stock with and without
par value are these: first, the absence from the- no-par issue of the
nominal price tag, or par value, emphasizes the essential quality of
stock as a fractional interest or share in profits and assets and not
as a fixed sum of money such as characterizes the- bond or credit
instrument; second, the absence of par permits the sale of stock as
fully paid from time to time at such varying prices as the promoters
may care to designate' in their charter (subject to such limitations
as they may care to establish), save in those states which set a very
small minimum requirement; and, third, without par value there is
the possible danger that the dividing line between "capital," which
must be kept intact, and surplus, which may be distributed as divi-
dends, is left indistinct.

The first of these differences has been given more emphasis in dis-
cussions and debates than perhaps its "practical importance wat-
rants. The educational value of the no-par device 'is difficult to
determine. Without par value the amateur investor or speculator
is not misled into drawing an analogy between stocks and bonds. A

"These figures are the compilation of the National Industrial Conference
Board of New York City, as reported in the New York Times, August 12, 1928.
In 1925 Delaware reported a particularly large proportion of no-par stock
issues; Rhode Island, Massachusetts, Maryland, Ohio, New York, and the Dis-
trict of Columbia reported considerably more than the average.

Dewing reports that new common stock issues of large utility and industrial
corporations (with assets of $10,000,000 or more) show a decided trend toward
the use of no par value. The percentage of no-par stocks to the total increased
from 19.2 per cent in the, period 1915-1917 to 85.4 per cent in the period 1930-
1932. A. S. Dewing, Corporation Securities (New York; Ronald Press Co.,
1934), p. 66.
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price below par ceases to suggest a bargain, a discounting from some
"intrinsic" or "basic" value, and a price above par can no longer be
taken to mean that the stock has risen excessively or become in-
flated.'” Among those familiar with financial matters par value
has no appreciable influence in determining the price they are will-
ing to pay for stock Pnces on any of the security exchanges are a
ready proof of this.'® In the case of unskillful buyers, par value
probably has a deceptive influence. Otherwise the treasury stock
device would be meaningless. Why should promoters bother to put
a $100 price sign on the stock certificate which is to be sold for some
lesser sum, such as $50 or $25? They need merely to issue a cet-
tificate with a par value for the smaller amount, and the same results
will have been attained—namely, absence of stockholders' liability
for stocke not fully paid for, acquisition by the corporation of the
desired amount of cash, and the sharing of rights to property
and profits in the previously arranged proportions. The corpora-
tion would have exactly the same amount of cash and property to
produce profits under either plan, and would suffer only from a lack
of the more imposing figures of the greater par value and of assets
in its balance sheet. A more humble par-value figure would even
be rewarded by lessened incorporation and annual franchise taxes
by the state.

Even if the promoters desire to give common stock as a bonus with
other securities, the result might be substantially achieved by its
issuance with a small par value, such as $1, instead of resorting to
the treasury stock device. Clearly the retention of par value can be
an aid only to promoters desirous of impressing relatively unskillful
buyers with the bargain represented by the difference between the

"Even in the case of bonds overemphasis is placed on the par value, which
is the amount paid the bondholder when his instrument becomes due. Some
discrimination seems to exist against bonds which sell above par, so that an
investor can sometimes increase the rate of return upon his investment if he
will choose bonds selling at a premium (that is, above par) instead of the
more popular discount bonds (that is, bonds selling below par). See pp.
325-326.

"Dewing agrees with this conclusion with regard to stock values in a free
and competitive market. A. S Dewing, Financial Policy of Corporations
(New York: Ronald Press ©°- rd. rev. ed., 1934), pp. 30-31. His conclusion
is based upon data by N. C. Tisdel in an unpublished thesis entitled "No Par
Value Stocks," but would appear to be inadequately supported by the excerpts
he quotes. His argument is that, if the absence of par depresses price, then
no-par stocks on the average should rise more slowly and fall faster than par
stocks, and that the two kinds should not fluctuate in market price at the
same times. However, if the no-par characteristic were a depressing influence,
it should result instead in a constant differential, such that the no-par stocks
would sell regularly at relatively lower prices than par stocks with similar
assets, earning power, capital structure, management, and so forth. The data
presented merely showed par and no-par stocks corresponding in their up and
down market movements.
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modest consideration asked and the large par value on the hand-
somely engraved certificate. !

The morality of no-par stock, which does away with the decep-
tively simple measure of value found by some in par, should be evi-
dent, but too much should not be expected. No mere change in the
technical procedure of issuance will protect those who are innocent
of a knowledge of finance. For such the so-called blue-sky laws,
and the Federal security laws administered by the Securities and
Exchange Commission, are at least the first step in the right direc-
tion. These laws—the former passed by a number of the states—
require that security issues be passed upon by a commission, and,
although they do not in any way guarantee quality, are designed to
eliminate purely fraudulent issues and excessive profits and selling
charges by stock-jobbing promoters of the more vicious type, and
to insure adequate information.

Problems of no-par stock. Some of the important problems in
connection with no-par stock are discussed below.

1. Freedomin priceof issue. The ability to sell no-par stock at
any price is an advantage to the corporation in financing in the
years after the original issue. If par-value stock has been used and
conditions result in the market value falling below par, financing by

" An important reason for an excessive property valuation and a larger
amount of par stock has often been the desire to give the appearance of a large
property value supporting bond or preferred issues. (This point may best be
appreciated after reading Chapters 11-13.) In this respect a no-par issue is by
far the more honest, procedure. That stock with only a nominal book value
can be sold for substantial sums on the basis of its earnings was shown by the
bankers who sold the huge Dodge Brothers issues in 1925.

INITIAL CAPITALIZATION AND SURPLUS, APRIL 1, 1925.

Convertible gold deb. 6's .......vvciccene. . $75,000,000
Preference stock 850,000
Common stock A 150,000
Common stock B 50,000
Capital surplus 4,608,682

Total $80,658,682

Strangely enough, W. Z. Ripley cites this case to prove the evils of no-par
stock. He stresses the paradoxical character of a no-par preferred listed at $1
per share in the balance sheet yet promising a $7 cumulative dividend. He
neglects to mention that the earnings for 1924 were nearly $20,000,000, or
enough after paying the bond interest to cover a $7 dividend on 850,000
shares of preference stock more than twice over. By the end of 1925 a
substantial fraction of the bonds was eliminated by conversion into securities
junior to the preferred, making the situation even more favorable. The ab-
sence of par value, of goodwill, and of fictitious property valuations from the
balance sheet made emphatic to the prospective purchaser his dependence
upon the continuance of previous highly favorable earnings. See W. Z. Rip-
ley, Main Street and Wall Street (Boston: Little, Brown and Co., 1927), pp.
195-196. To those unfamiliar with the work cited it should be said that this
sparkling contribution probably did more than any other single book to fasten
attention upon the dangers of many financial practices conventionally accepted
prior to the SEC.
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a stock issue is prevented. Buyers will not offer more than the
market price for stock, and to offer it at less than par would entail
stockholders' liability, even if such issues were not forbidden.”® In
recent years some corporations have even amended their charters,
changing from par to no par or greatly reducing par value in order
to avoid this obstacle in a situation which demanded financing
through the sale of common stock.

In this connection the double disadvantage of the treasury stock
device may be noted: (1) When a share is labeled with a par value
of $100 and sold for $50, the company is obliged to earn an excep-
tional return upon this modest cash investment in order to show a
reasonable return upon the par amount. (2) Furthermore, if the
company does fail to earn a reasonable amount upon par, the market
value will probably fail to reach par and so prevent financing
through the sale of later issues of common stock.

This freedom to issue no-par stock at any price creates a possible
danger for the original stockholders. If the management subse-
quently offers stock at reduced prices when times are bad, other
stockholders are thereby permitted to purchase a share in the busi-
ness at a price disadvantageously low to the original stockholders.
Thus the management might create a new issue, doubling the number
of shares outstanding, in order to obtain a relatively small amount
of money. The old stockholders' shares now have but a half interest
in profits, whereas, if the same money had been obtained by a sale of
stock at a more advantageous time, it might have been obtained by
the offer of fewer shares and so perhaps giving but a third, a fourth,
or a fifth interest for the needed money. Had the original stock
had par value, a subsequent sale at a lower and so possibly disad-
vantageous price could not have occurred without first amending the
charter with the consent of the stockholders to lower or abolish the
former par value.

Two answers are usually given to this objection. The first is that
the original stockholders generally have a first right to subscribe to
subsequent issues and so could purchase their proportional share of
the new issue if the price were a bargain. As a practical matter,
stockholders do not always have the necessary funds at the same
time that their corporation needs money, and furthermore another
investment in the same company might be unsuitable in the light of

= Where a value is assigned to no-par stock in the corporate charter, that
figure becomes the legal equivalent of par value in the matter of stockholders'
liability. To avoid personal liability the stockholder must pay in not less than
this stated value nor less than the amount stipulated in the subscription agree-
ment. Ordinarily the charter does not state a value, and the directors are free
to stipulate the sale price, so that the stock becomes fully paid and nonassess-
able upon the fulfillment of the second condition. For further discussion, see

E. F. Donaldson, Business Organization and Procedure (New York: McGraw-
Hill Book Co., 1938), pp. 251-254.
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the investment requirements of particular stockholders. The second
answer is that, if stock market conditions are such that the stock
of a given corporation can only be sold at less than the original par,
the "true value" of a share in the business has declined and a sale
at the borrowed price merely represents the realities of the invest-
ment market. This assumes that the "bloodless verdict of the
market place" is always right. Market prices fluctuate greatly
from time to time, however, and represent appraisals of fleeting
significance. If management sells stock with no attempt at timing,
the old stockholders may dispose of shares in their business on a
most unfavorable basis.

A second objection to this freedom in price of issue is that it
facilitates fraud against stockholders by promoters. Three pro-
moters purchased a license to do business under a certain name,
transferred it to a company for 15,000 no-par shares, and then dis-
posed of their shares to the public for $100,000. The selling cost
was $51,305.02, the balance being divided among the promoters. At
the time of sale the company had no other assets than the license
listed at $1,000. Suit was brought by the stockholders to hold the
promoters liable to the corporation for insufficient payment upon the
stock issued. The court held that there was a full bonafide con-
sideration for the sale by the company to the chief promoter and
his associates of the 15,000 shares of no-par capital stock, but added
that, had this stock had par value, and had the stock par or face
value exceeded the value of the property given to the corporation in
exchange for the stock, then "a different question would arise." !
Some doubt might be expressed as to how far a court would actually
have held these promoters even if the stock had had par value, in
view of the unknown possibilities of profit residing in the license.
It is true .that the removal of par virtually eliminates any possible
recovery from promoters for unpaid subscription. The general
rule is that the directors can decide the price to be paid for no-par
stock, subject to any legal minimum set by the state or the corpora-
tion charter, and the stock is fully paid and nonassessable when the
subscription price has been paid in. But courts have for the most
part also been unwilling to examine the consideration paid in for
par stock except in extreme cases, so that the usefulness of the par-
value feature would seem very doubtful. In cases such as the one
just cited, the fault is usually found to lie in the inadequate investi-
gation made by the purchaser of the stock. It should not have been
difficult to learn that the stock was that of a corporation whose most
substantial asset was a license to use a name.

" Piggly Wiggly of Delaware vs. Bartlett (N.J. ch. 1925), 129 Atl. 413. See
reference to this case by Carl B. Robbins, No Par Stock (New York: Ronald
Press Co., 1927), pp. 86-87.
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2. Freedomin dividend disbursements. Probably the most
serious objection to no-par stock is that it renders hazy the dividing
line between "capital,”" which should be kept intact, and surplus,
which may be distributed as dividends. When no-par stock is
issued, the directors may treat any portion of the receipts from the
purchasers of the stock as surplus, save as the law of the state of
incorporation may require that some nominal portion be treated as
"capital." Arguments are sometimes offered that directors are
obliged to regard the fund received for stock as inviolate, even though
their accounting records label a portion of it "surplus.”" Betle
states .

Investors purchasing stock at original issue universally understand, where
nothinﬁ appears to the contrary, that they are contributing to a safe-
guarded capital fund. This is their intent; not presumed, but actual; it
is the common understanding of promoters, investors, and corporations.
Unless otherwise stated at the time of issue, the full consideration for such
shares should becomg corporate capital in accordance with the purpose of
the parties involved.

Because of the relative novelty of no-par-value shares and the
consequent lack of adjudication on doubtful points such as this, and
the great variety of laws in the several states, it is very uncertain
as to whether courts would always hold it improper to distribute
paid-in surplus as dividends. In order that this possible privilege
of no-par stock may not be used to injure creditors, t]f213€ law should
expressly forbid the use of such "paid-in surplus." © Bonbright
suggests that the most serious objections to no-par stock would be
overcome if the law required that the value of the consideration for
which shares are to be issued be agreed upon between the corporation

" A. A. Berle, Jr., "Problems of Non-Par Stock," Columbia Law Review,
January, 1925, pp. 43-63.

" The New York law (June, 1937) permits the capital to consist of either
a stated value, to be named in the certificate, or the aggregate amount of con-
sideration received by the corporation for the issuance of shares plus such
amounts as the board of directors may transfer thereto. The second alterna-
tive is the desirable standard. Approval is placed upon this requirement by
Robbins, op. cit., Chapter IX, and by J. R. Wildman and W. Powell, Capital
Stock Without Par Value (New York: A. W. Shaw & Co., 1928), pp. 141-142.
Illinois law permits part of the consideration to be called "paid-in-surplus"”
and to be distributed in dividends to preferred stock if stockholders are noti-
fied of its source (Sec. 41b).

A possible exception might be made in favor of corporations formed as the
result of merger. Such corporations, which receive the assets of the merged
corporations as payment for their stock, might be permitted to set up as earned
surplus available for dividends the sum of the earned surpluses of the con-
stituent companies. Corporations could also be allowed to reduce their capital
and return a portion to shareholders whenever that might be accomplished
without injury to creditors, by complying with the same formalities by which
a corporation reduces its par value and makes a liquidating dividend.

See Chapters 21 and 22 for further discussion of paid-in surplus and dividend
policy.



96 CORPORATION STOCK

and the subscribers and that this stated value appear in the financial
reports of the company and take the place of par in measunng the
stockholders' liability to the corporation and creditors.** As long as
doubt exists, and even though specific legislation is lacking, well-
informed directors will follow the safe and sound rule of instructing
the accountants to distinguish carefully between the stockholders'
original investment and surplus arising from earnings. Such a
result will obtain if any part of the stockholders' original investment
that is not credited to the Capital Stock account as "stated capital”
is shown in a "Paid-in Surplus" account. While it is not so clear in
meaning, accountants often use the account "Capital Surplus" to
show paid-in surplus.

In summarizing the subject of no-par stock, the innovation may
be said to represent an advance over the older par-value type of
issue. Par value was intended to provide protection to creditors
but has more frequently proved a fiction for deceiving unskillful
investors. Creditors, as a class, are more informed and alert and
probably never did lay the emphasis upon the protection afforded
by par value which has been given to it in theoretical discussions.
Other factors, such as are commonly studied in reaching credit de-
cisions, are the actual determinants.

The absence of par accentuates the essential character of stock as
shares in the ownership of the business with fluctuating value and
tends to lead to more honest accounting for values. It permits the
ready sale of stock at various prices from time to time, an impossi-
bility with the fixed minimum set by par value. While this freedom
may result in abuses, these are probably not of sufficient seriousness
to offset the value of greater flexibility in financing.

The greatest danger of abuse lies in the risk to creditors from
possible distribution of contributed capital as dividends—an un-
certainty which should be remedied by amendment of the law. In
the absence of specific prohibitory legislation, responsible directors
will hesitate to incur personal liability to creditors lest the courts
should decide to uphold the line of reasoning previously outlined in
this chapter, which is in accord with some par-value cases.

Preferred Stock

General nature. The most usual reason for dividing the stock of
a corporation into two classes is to give one class a prior claim upon
the earnings. The stock given such prior right to dividends is called
preferred, or preference, stock, in contrast to "ordinary" or common
stock, which has the residual claim to earnings. Its origin has been
traced to the acute financial embarrassment of the. early English

'‘James C. Bonbright, "The Dangers of Shares Without Par Value," Colum-
bia Law Review, May, 1924, pp. 449-468.
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transportation companies, which used it as a device to lure reluctant
capital into needy corporations. © It has grown into an accepted
and orthodox instrument of corporation finance.

Preferred stock may be issued in two or more classes, and these
different classes may have successive or equal claims upon earnings
for their dividends. In the absence of special qualification, pre-
ferred stock will have the same rights as the common except in the
matter of dividends. Although preferred dividends must be paid
before any disbursement is made to the common stock, they need not
be paid if earnings are not available. In fact, the board of directors
has the right to decide whether or not a, dividend shall be declared
even when earnings exist. Preferred dividends are normally cumu-
lative, however (and are such unless specifically declared otherwise
at the time of issue) , so that any unpaid dividends accumulate and
must be met in full before any disbursement can be made to the com-
mon stockholders. Ordinarily the preferred stockholder receives no
compensation for the sacrifice involved when his dividends are
deferred.”® Because of the absence of compulsion, some writers
have been inclined to minimize the value of the cumulative feature,
but its force should not be underestimated. >’ The right to full pay-
ment in cash of any accumulated back payments cannot be brushed
aside except as the preferred stockholders waive their right. Some-
times they do this willingly, taking compensation in the form of
some kind of security, stock or bond, which has immediate value,
rather than wait until the cor?oration is able to earn enough to pro-
vide the necessary free cash. 8

Participating preferred. After preferred stock has received its
stipulated dividend in full, it does not ordinarily receive any further
share in the earnings. If provision is made pergrglitting further par-
ticipation, the stock is said to be participating.” Cook states that

George H. Evans, Jr., British Corporation Finance: 1775-1850: A Study of
Preference Shares (Baltimore: Johns Hopkins Press, 1936), pp. 39-40.

= An unusual provision is found in the, case of the Pittsburgh Coal Company
6 per cent cumulative participating preferred stock. Unpaid accumulated
dividends bear interest at 5 per cent, payable as and when the dividends are
payable. Similarly, any accumulation on the 7 per cent cumulative participat-
ing preferred of A. M. Byers Company bears 5 per cent interest from the date
originally payable.

" An extreme case of accumulation, probably the most unusual among Ameri-
can issues, is that of the Rutland Railroad Company cumulative 7 per cent
preferred stock. The accumulation at 7 per cent from July 1, 1867, to July 1,
1938 (a receiver was appointed May 31, 1938), amounted to 497 per cent, of
which 124 per cent had been paid, leaving a 373 per cent accumulation on that
date.

" See Chapters 26 and 28 for a discussion of readjustment of preferred share-
holders' claims for accumulated back dividends.

'Examples of participating preferred stocks are the following:

(a) Railroads—Buffalo, Rochester, & Pittsburgh Railway Co., 6% noncum.
pfd.; Chicago, Milwaukee, St. Paul & Pacific R. R. Co., 5% noncum. pfd.;
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when the terms of the issue are silent on the subject, the weight of
legal authority is that all surplus dividends shall go to the common
only.3° When participation is provided for the preferred, it gen-
erally follows after the common has received the same amount per
share as the preferred. The terms of participation may be varied in
any way deemed desirable to meet the requirements of the situation.
Often the participation is limited, so that, after the preferred receives
a certain dividend, it no longer shares in profits beyond that point.
A limitation upon the extent of participation might even appear
essential to an equitable distribution as between the preferred and
common shareholders. The latter might leave all, or a very large
share, of their earnings in the business for a number of years. The
resulting increased investment might then make possible a very
handsome dividend, which would bear no relation to the investment
or risk of the preferred stockholders. In spite of this possible ob-
jection, the participating feature is apparently more often unlimited
than limited.”'

Whereas preference or priority in the matter of dividends is ordi-
narily the protection given those willing to accept a limited claim to
earnings because of their desire to reduce risk, participation repre-
sents an opposite tendency and will usually be added to the preferred
feature only when the apparent risk makes it necessary to add this
"bonus" feature in order to make the security salable. The value
of a participating feature to the purchaser of the stock and its cost

Chicago & Northwestern 7% noncum. pfd.; Wabash 5% noncum. profit-
sharing pfd. A;

(b) Industrials—Kendall Co., $6 cum. participating pfd., Series A; Moody's
Investors Service, $3 cum. participating preference; Virginia-Carolina Chemical
Corp. 6% cum. participating pfd.; Westinghouse Electric & Manufacturing
Co., 7% cum. and participating pfd.

"Cook, op. cit., p. 48.

A study of participating preferred stocks made in 1938 reveals that, in the
opinion of the appropriate state officials of the thirty-five states reporting, in
all but two—Massachusetts and Ohio—when the charter is silent, the stock is
deemed to be nonparticipating. L. L. Briggs, "Participation Rights of Pre-
ferred Stockholders," Journal of Accountancy, May, 1935, pp. 353-366, re-
views the court decisions on this question.

"In a very thorough study of types of preferred stock dividend provisions,
Stevens reports that of the 1,094 preferred stocks recorded in New York Stock
Exchange listing applications from 1885 through 1934, 961 were entitled to
fixed initial dividends only (that is, were nonparticipating), while 133 were
entitled to participate over and above the fixed initial dividend. Of the latter,
83, or about 62 per cent, divided the profits after the payment of fixed
initial dividends on both common and preferred equally share for share or on
some other agreed basis. Eighteen of the issues participated with the common
stock after the payment of only fixed initial dividends on the preferred, while
twelve of the issues were entitled, after initial preferred and common divi-
dends, to an extra dividend in participation with the common. The remaining
issues contain six other types of participation clauses. W. H. S. Stevens,
"Stockholders' Participation in Profits." The Journal of Business of the Univer-
sity of Chicago, April, 1936, pp. 114-132, and July, 1936, pp. 210-230.
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to the issuing corporation may be greatly limited by a provision
permitting the corporation to redeem the issue. When time and
circumstances make it possible to obtain the funds more economically
in another direction, the participating stock can then be redeemed
and eliminated.

Convertible preferred. ** The conversion feature is another, and
morte usual, inducement sometimes offered when the ordinary limited
return upon preferred stock is insufficient to attract investment.
This privilege permits the holder to convert his stock into a stipu-
lated number of common shares whenever he believes that it is to
his advantage to do 50.” The situations which will result in such
conversion are as follows:

(@) When the dividend income of the holder will be increased
sufficiently by conversion to more than offset the increased risk due
to the change from preferred into common stock.

(b)  When the conversion privilege is about to expire and the
value of the preferred stock without the right will be less than the
common stock into which it could be converted.

(c) When the stock is to be redeemed and the value of the com-
mon stock into which it could be converted is greater than the re-
demption price.

(d) When some special privilege of the common stock is not
possessed by the preferred and constitutes a sufficient compensation
for the risk of owning common rather than preferred stock. Very
profitable rights to subscribe to new security issues or even the vot-
ing privilege, under unusual circumstances, might constitute the
stimulus to conversion.

Before conversion will take place, it is not only necessary that one
of the preceding conditions exist but likewise that the holder of the
convertible issue must be unable to obtain more by selling his hold-
ings and buying the issue into which it is convertible in the open
market than he could by the process of direct conversion.

The chief practical difference between the participating and the
conversion privileges is that under the latter the preferred stock-
holders must convert and give up their preferred position in order to
enjoy increased income. The conversion feature, then, has the ad-
vantage for the corporation of simplifying the capital structure,

" For a discussion of the conversion feature in connection with bonds, see
pp. 169-170.

A most unusual conversion privilege, which may be exercised at the option
of the company, permits the conversion of Reading Co. second preferred into
one-half first preferred and one-half common stock.

"In unusual cases, conversion may be made by arbitragers when they find
it possible to buy the convertible issue for less than they can sell the security
into which it is convertible after making due allowance for commissions and
other costs of effecting the transaction.
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broadening the market for the common stock, and clearing the way
for possible prior issues at a later time of need.

Even under the first condition listed above, which is the most usual
reason for conversion, the holder will not convert if by any chance
the market value of his preferred stock is enough higher than the
market value of the common into which he can convert to more than
pay for any costs of switching. Thus, if a $5 preferred share con-
vertible on a share-for-share basis into a common share paying a $6
dividend were selling for $105, while the common sold for $100, the
holder of the former who desired to switch would find it advanta-
geous to sell his preferred in the open market and buy common rather
than convert to obtain the desired common stock. Such market
prices as these would *seem to indicate that the market believed the
higher dividend on the common was insufficient compensation for
the greater risk.

Sometimes the conversion ratio is not explicitly stated; instead,
the par value of the preferred (or bonds) which must be surrendered
to the corporation to obtain one share of common is indicated.
Thus, if a preferred with the conventional par of $100 is said to be
convertible into common at 40, it means that $40 of preferred at par
will be convertible into one share of common The conversion ratio
is then 2i to 1, or 21- shares of common for each shate of preferred.
The rule in the preceding paragraph then might be stated thus: The
holder of a convertible will not ordinarily convert to obtain the con-
version security unless the conversion ratio (common to preferred)
is enough higher than the ratio of the respective market value of the
total shares to be converted and to be obtained to more than pay for
the costs of a direct switch.” (In the preceding paragraph the con-
version ratio was 1 for 1, and the market price ratio was 100 to 105,
ot 0.95))

Noncumulative preferred. Whereas the participating and con-
vertible features add something to the ordinary preference, the non-
cumulative feature subtracts something. When the stock is non-
cumulative, the stockholder loses his right to a dividend if the year
passes without the directors' making any declaration. Some doubt
was cast upon this interpretation of the feature by the United States
Cast Iron Pipe decision, which seemed to rule that noncumulative

- Thus, if the market prices of the two stocks just mentioned were $100 for
the preferred and $41 for the common, then the conversion ratio of 2.50 to 1
would be higher than the market value ratio of 2.44. In this case it would be
clearly cheaper to obtain common by conversion than by selling preferred and
buying common in the open market, for $100 of preferred is convertible into
$102.50 of common. Had the common been $40, it would still have been
cheaper to convert because of the factor of commissions in the open market
switch. Only when the common fell below $40 by a sufficient sum to more
than cover the extra costs of the open market switch would conversion be
abandoned for the roundabout switch through the market.



CORPORATION STOCK 101

preferred dividends, if earned but unpaid, would accumulate to the
extent earned and have to be paid to the preferred shareholders be-
fore anything could be paid to the common stockholders." This
unusual New Jersey case has been attributed to the existence of a
New Jersey statute, a general corporation law, which, although re-
quiring the annual distribution of all profits, nevertheless permits a
corporation to accumulate and set apart a surplus or reserve fund
from earnings to meet dividends, and so the court tends to give the
preferred a claim whenever earnings are made. The more common
point of view is found in the Southern Railway case, in which the
company failed to distribute dividends on its 5 per cent noncumu-
lative preferred in certain years in which the dividend was partly or
wholly earned, until in 1923 it initiated 5 per cent dividends on both
the preferred and common * The more recent Wabash case, involv-
ing the company's noncumulative first preferred stock, reaffirms the
commonly held conception that "in the case of noncumulative stock
entitled only to a dividend if declared out of annual profits, if those
profits ate justifiably applied to capital improvements, and no divi-
dend is declared within that year, the claim for that year is gone and
cannot be asserted at a later date." * The Supreme Court in this
latter case mentioned the possibility of the abuse of power by direc-

tors when controlled by the common shareholders. "Their interest
would lead them," the court stated, "to apply earnings to the im-
provement of the capital rather than to make avoidable payments
of dividends which they do not share." (As a matter of fact, the
Wabash noncumulative issue was voting stock and had a majority
of the voting power.) The earnings so retained by increasing the
amount invested in the business will tend to hasten the day on which
common dividends may be declared and to increase their amount.

Under the circumstances noncumulative stock may go without divi-

dends until the corporation is strong enough to pay on the common

" Moran v. United States Cast Iron Pipe and Foundry Company, 95 N. J.
Eq. 389 (1923).

" The significance of the Southern Railway and the Cast Iron Pipe decisions
is discussed in the Harvard Business Review, July, 1926, pp. 495-500.

" Wabash Railway Co. et al. v. Barclay et al., 250 U.S. 197 (1930). This
case and that of the Southern Railway are probably best thought of as re-
affirmations of the earlier Supreme Court case, New York, Lake Erie and West-
ern Railroad Company v. Nickals, 119 U. S. 296, 307.

However, a noncumulative preferred with sufficient cash and surplus from
previous years may pay dividends in the absence of current earnings. Thus,
in the case of American Car and Foundry 7 per cent noncumulative preferred:

—Years Ended April 30 —

1932 1931 1930
Earned per share preferred $8.59d $4.69 $17.88
Paid per share preferred .. 7.00 7.00 7.00
Paid per share common ...... 25 3.50 6.00

d = deficit
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as well, and may even then suffer in comparison with the common
because of the limited return.

The logic of resting the decision with the board of directors as to
when dividends shall be declared and of not requiring any accumu-
lation because the earnings of an isolated year happen to show a
profit is threefold. In the first place, it removes the cause of possible
disputes over the accounting as to the amount of earnings. If divi-
dends cumulated whenever there were earnings, it would be to the
interest of the preferred to prove that earnings were as high as pos-
sible. Secondly, the rule eliminates entirely the individual year's
profits as a basis for figuring accumulations, as would be done under
the United States Cast Iron Pipe decision. Such a basis is most
unfair, for the profits of any single year may be much more than
offset by the deficits of other years. Thirdly, the rule makes it
possible for the directors to adopt a long-run point of view and build
up the strength of the corporation by conservative accounting and the
retention of surplus profits without concern over a growing accumu-
lation of back preferred dividends. Since noncumulative preferred
is most generally issued in reorganization, this last argument is par-
ticularly important, even though it appears to make the preferred
suffer at the expense of the common shareholders. When such Spar-
tan treatment is anticipated, suitable allowance may be made for it
in the plan of reorganization that creates the several classes of
securities.

Such stocks are rarely if ever issued to obtain investment funds
but are ordinarily the compromise offered to security holders in re-
organizations and accepted as better than complete abandonment of
the investment." To use the noncumulative feature when selling
stock to the public would unnecessarily lower the price to be ob-
tained without any substantial advantage to the issuing corporation,
for only a corporation paying common dividends and in a position

" So important does this apparent abuse of the right of the noncumulative
preferred stockholder appear to some that they regard the principle adopted
in the United States Cast Iron Pipe case as essential to equity. For a more
complete statement respecting the peculiar propriety and fitness of such issues
in reorganizations, see Chapter 28.

" An exceptional issue used for a special purpose is found in the 1,000,000
shares of ,noncumulative 6 per cent preferred stock with a par of $1 per share

which at the time of the issue represented a majority of the voting control of
the Standard Gas and Electric Co. and was owned by H. M. Byllesby & Co.

STANDARD GAS & ELECTRIC CO. CAPITALIZATION, DECEMBER 31, 1928

Prior Preference StocK ......ccovvveniivinnennnn.. $21,000,000 No vote
Cumulative Preferred Stock .................. 34,813,050 No vote
Non-cumulative Preferred Stock ... 1,000,000 1,000,000 shares
Common StOCK .....covvivniiiiiiiiiiieeeieanns 56,697,320 1,418,946 shares

Until March 30, 1926, when the common shares passed the million mark, this
noncumulative preferred, originally issued in 1924, had a majority of the votes.

The Standard Gas & Electric Co., a holding company, controlled properties
valued in its balance sheet at more than a billion dollars.
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to maintain its preferred dividend could float such an issue. "' How-
ever unfortunate the customary origin of such stocks, they may in
the course of time reach a respected and secure position, as in the
case of the Union Pacific Railroad Company 4 per cejit noncumu-
lative preferred, issued in the reorganization consummated in 1898.

Voting power of preferred issues. Preferred stock, like any
stock, will, in the absence of any specific limitation, have the right of
one vote per share. Sometimes, as in Illinois, it cannot be deprived
of this voting privilege, but in general the current tendency is to
modify or eliminate its right, as is permitted in most states. Be-
cause of its preferred, and presumably secure, position, it is felt that
it need not have any voice in the management save when special
questions arise which particularly affect its position. * These spe-
cial questions are referred to later, under the heading of protective
provisions.

Because the interests of the preferred shareholders might run
counter to those of the common stockholders, and because uneven
voting strength might well give one class complete control, provision
might be made for separate voting, each class to elect a stipulated
number of directors. If no provision of this sort is made, then care
should be taken that changes in voting strength are not brought
about too readily by increases in one class of stock. In 1926, when
American Can Company gave its common stockholders six shares for
one, thereby multiplying its number of votes by six, it increased the
votes per share for the preferred stock from one to six in order to
preserve proportional voting strength.

Another right closely associated with the right to vote is the right
to subscribe to new stock issues in proportion to one's holdings.

" The St. Louis-San Francisco Railway Company 6 per cent noncumulative
preferred, which was offered to common stockholders of record on March 16,
1928, at par and accrued dividend, represents the unusual case of a noncumula-
tive issue sold for cash.

Of the 1094 preferred stocks recorded in New York Stock Exchange listing
applications from 1885 to 1934, 277, or 28.7 per cent, had full voting rights,
634, or 65.6 per cent, had voting rights only on certain questions or under cer-
tain conditions, and only 55, or 5.7 per cent had no voting rights under any
circumstances. (128 issues were unclassifiable.) W. H. S. Stevens, "Voting
Rights of Capital Stock and Shareholders," The Journal of Business of the
University of Chicago, October, 1938, pp. 311-340. Dewing reported almost
identical proportions among 844 individual utility preferred stocks issued be-
tween 1928 and 1930. A. S. Dewing, Corporation Securities (New York:
Ronald Press Co., 1934), p. 194.

" At the time of the change the common and preferred stocks were out-
standing in similar amounts—in round numbers, $41,000,000 of each. In 1926
the old common, with par of $100, was exchanged for new common, with par
of $25, on the basis of four for one, and a stock dividend of 50 per cent was
distributed on this new common, so that six new shares were received for one
old one.

The votinff power of American Tobacco preferred was similarly increased
from one to two votes per share when the par of the common was reduced
from $100 to $50 in 1924.
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With the elimination of the voting privilege the preferred stock is
often created without this right to subscribe to later issues. Since
the usual preferred stock is (a) nonvoting, (b) nonparticipating, and
(c) entitled to only a fixed amount in dissolution, it is illogical to
give it the right to subscribe to new stock issues, because this privi-
lege would permit it (a) to acquire a share of the added voting
power, (b) profit from the value such rights might have, and (c)
acquire what amounts to a share in the surplus, which belongs essen-
tially to the residual interest of the common stock.

Preferred stock protective provisions. The most common pro-
visions included in the modern preferred stock agreement protect it
(a) by forbidding further issues with a prior or equal claim to earn-
ings, except by consent, (b) by providing for gradual repayment, and
(0) by giving a preference as to assets in case of liquidation. The
first provision should eliminate the hazard of subsequent financing
by bond issues or an increase in the preferred stock itself, which
would weaken the strength of the original issue." Sometimes, when
the corporation has become embarrassed, the preferred stockholders
find it less disadvantageous to permit such financing than to face
the consequences of reorganization or dissolution. The agreement
will usually require a more than majority vote to approve such
financing. However, where preferred stock is a logical device for
continuous financing, the charter might provide that later issues
could be issued from time to time as the directors saw fit, possibly
with restrictions to the effect that earnings should bear a certain
relation to the preferred dividend charges to be assumed and that
preferred stock should not exceed a certain proportion of the out-
standing common stock. Since successive issues might differ in such
matters as dividend rate and call price because of changes in invest-
ment market conditions and the credit standing of the corporation,
they could be issued in series, as Series A, Series B, and so forth.
These several series would ordinarily rank alike in priority to divi-
dends in spite of their successive issuance in point of time.

Provision for the retirement of preferred stock accomplishes the
double purpose of strengthening the issue itself and gradually elim-
inating claims prior to the common dividend. Complete retirement
would get rid of whatever limitation the protective provisions had
placed upon the freedom of action of the common stockholders. The
most effective way of removing the voting or vetoing power of the
preferred stock is by complete redemption, if the charter and bylaws
have made it callable. ™ The disadvantage of redemption from the

" These points will be clarified by the discussion of privileged subscription
rights in Chapter 16.
If the agreement has been weakly drawn, it may merely forbid the mort-
gaging of the assets. Such a provision would be defective in that it would
permit the sale of debenture, or unsecured, bonds.
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standpoint of the common stockholder is that it uses funds which
might otherwise be used for expansion or possibly for the payment
of dividends; from the standpoint of the preferred stockholder, re-
demption may take his investment from him at the very time when
the corporation's prosperity makes it most secure and desirable, al-
though this loss is usually offset to some extent by the payment of a
premium. A variety of redemption plans exists, but the most fre-
quently used and the most satisfactory is one which proportions the
burden according to net earnings, with some modest minimum to
assure that redemption will not be entirely neglected even in the case
of unfavorable business.

Preferred stock is usually made preferred as to assets in case of
dissolution, although in the absence of special agreement it would
share in the assets on the same basis as the common The amount
of the preference is ordinarily par (or a fixed sum in the case of
no-par stock) plus accrued or accumulated dividends in case disso-
lution is involuntary; often a higher price—usually the same amount
as the call price, say 110—is stipulated if dissolution or liquidation
is voluntary. ™ The importance of this provision is probably over-
emphasized, since dissolution is likely to be the result of business
idifﬁculties, in which case stockholders usually receive little or noth-

Other protective provisions, used less frequently, are as follows:

1. The current assets shall be maintained at not less than two
and one-half times the current debt or at some other ratio.

2. The net current assets (that is, current assets less current
debts) shall not be permitted to fall below 150 per cent of the out-
standing preferred stock.

' Even a noncallable preferred may be redeemed by making a sufficiently
attractive offer. In 1930, American Shipbuilding Co. offered the holders of its
7 per cent noncumulative preferred $110 in cash or 1.1 shares of new no-par
common plus $44 in cash per share. The 7 per cent preferred stock of Ameri-
can Radiator & Standard Sanitary Corp. is redeemable at the unusually high
price of $175. This stock might presumably be purchased on the market or
bid for by the company at less than the call price.

'l However, failure to make payments into the sinking fund because of in-
ability would not be regarded as a default and the occasion of insolvency ;
otherwise the arrangement would make the preferred stockholder a. creditor.
Best v. Oklahoma Mill Co., 124 Okla. 135 (1926). For a more complete de-
scription of redemption or sinking fund methods, as they are used with bond
issues, see pp. 175-181.

' Of 900 preferred stocks recorded in New York Stock Exchange listings,
1885-1934, which were entitled to priority in distribution in the event of liquida-
tion, 773, or 86 per cent, were also entitled to accrued or accumulated divi-
dends. These data are included in a very thorough study of preference as to
assets: W. H. S. Stevens, "Stockholders' Participation in Assets in Dissolu-
2160r71é” The Journal of Business of the University of Chicago, January, 1937, pp.

" For an analysis of the complexities and the legal rules of preference in
dissolution, see Donaldson, op. cit., pp. 239-245.
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3. Total assets shall be maintained equal to twice the amount of
indebtedness plus outstanding preferred stock.

4. A certain surplus, or undivided profits, reserve must be built
up and maintained before any common dividends are paid.

5. No common dividends shall be paid until earnings are equal
to twice the preferred dividends.

If these provisions are to have force, the preferred stockholders
must be given representatives to see to their enforcement or must be
allowed to acquire voting power upon the corporation's failure to
observe them. When a corporation fails to pay its preferred divi-
dends for a period of a year, the right to elect a majority of the board
of directors frequently passes to them, and some such provision
would seem to be but fair when a corporation fails to maintain the
protective standards agreed upon. The principle of priority having
been insufficient protection for their dividend, a voice in the control
becomes logical. However, voting power to the extent of full con-
trol, or control of the majority of directors, might be an excessive
penalty in the case of a small preferred issue, especially one almost
completely retired by sinking fund. Such a right might encourage
a raid for control by some hostile group, such as a business com-
petitor.

Preferred issues in current practice. An examination of current
preferred stock issues made to the public will show that in the major-
ity of cases they are arranged to resemble a bond issue—that is, a
debt—as far as practicable. This similarity may be seen by a study
of customary preferred stock provisions." The following list also
shows the usual status of preferred issues where the charter is silent.
To avoid possible dispute and litigation, the charter should always
be clear on these points.

Usual Legal Status if Charter

Customary Status Is Silent

Cumulative Cumulative

Nonparticipating Nonparticipating

Nonvoting Voting

No maturity No maturity

Sinking fund No sinking fund

Callable Noncallable

Preferred as to assets over Share in assets equally with com-
common mon in event of liquidation

" Keister reports an examination of 157 preferred stock issues made in the
years 1916-1921 inclusive. Ninety per cent of the issues were callable at
prices ranging from 100 to 125, but about one half at 110. Eighty-two per
cent imposed a sinking fund. Material is also presented on the subject of
protective covenants and customary penalties for their nonobservance. A. S.
Keister, "Recent Tendencies in Corporation Finance," Journal of Political
Economy, April, 1922, p. 257. A. S. Dewing reports similar percentages .for a
larger and more recent group of preferred stock issues in Corporation Securi-
ties, Chapter 5.
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After the characteristics of the bond have been considered in the
next chapter, the place of preferred stock, standing intermediate be-
tween bonds and common stock, can be better appreciated. The
relative merits of preferred issues are most appropriately considered
in a discussion of proper financial plans for the various kinds of
business corporations.

Classified common stock. The decade of the 1920's witnessed
the growth in popularity of a virtually new device—classified com-
mon stock.”' The germ of the idea may be found in the older classi-
fication of preferred and ordinary shares. Very often an examina-
tion of Class A and Class B shares will show them to be merely
the old-time preferred and common stocks with new names. The
Class A stock may, however, be anything from a conventional old-
style preferred issue to a common stock differing only from the B
stock in the lack of voting power. Perhaps most often Class A stock
is a no-par issue, preferred as to dividends and assets, without vot-
ing power, very often noncumulative, and associated with the financ-
ing of industrial and holding corporations where considerable specu-
lative risk exists. As compensating features, the issue may be
callable only at a high price, be participating, and possess other
features permitting it to share with the common should the pros-
perity of the company greatly increase. By using the term common
instead of preferred in its title, Class A stock will tend to appeal
more strongly to speculatively inclined purchasers, a feature of con-
siderable value when an issue is being sold in a time of heightened
interest in common stocks. The merits and weaknesses of such a
stock can be properly appraised only after a careful study of the
provisions of the particular issue and the character of the corpora-
tion and its management."

"A. S. Dewing suggests three main reasons for the sudden prominence of
classified common stock: (1) investor-speculators' demand for profit-sharing
securities, but of the type providing the appearance of greater security than
that offered by ordinary common shares; (2) the desire of management to sell
a type of common stock which did not share votlng rights; (3) the desire
of bankers and investors for "something new." Corporation Securities, pp.
196-197. The second of these points appears to have had declining importance
at least since the late 1920's, for a large number of the later issues of classified
common have voting power. See also A. S. Dewing, "The Development of
Class A and Class B Stocks," Harvard Business Review, April, 1927, pp. 332-
339.

"Some of the possibilities are indicated by the following illustrations:

(@) An ordinary preferred issue. Coca-Cola Company Class A stock, issued
in 1929, has preference to the extent of a $3 cumulative dividend per annum
and is redeemable at $52.50 and accrued dividend. It is nonvoting unless two
semiannual dividends are passed.

(b) A participating preferred. General Outdoor Advertising Company
participating Class A stock, offered in February, 1925, at $46.50 and accrued
dividends, is entitled to a $4 cumulative preferred dividend and participates
share for share with common after common receives $2 until the dividend
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Other Types of Stock

Guaranteed stock. Preferred stocks are sometimes erroneously
called guaranteed. Properly speaking, a guaranteed stock is one
the dividend of which has been unconditionally guaranteed by some
person or corporation other than the corporation of original issue.
The guaranteeing corporation, unlike the issuing corporation, must
pay the agreed dividend or admit insolvency. The guarantee may
arise as the result of the lease of one corporation's property by an-
other; the stock of the former is guaranteed by the latter as a part
of the rent for the lease. By this method the latter corporation
avoids the problem of raising new funds to pay off the securities of
the other corporation."" A corporation may guarantee a new issue
of another corporation in which it has a substantial investment in
order to facilitate the sale of the securities rather than put out its
own securities. >’ In the event of a default of a guaranteed dividend,
the stockholder has a double protection; he has a claim as a creditor
against the guaranteeing corporation and his original rights as a
stockholder, which he possessed before the guarantee.

Debenture stock. The term debenture stock is used but seldom
in this country, and then inappropriately to designate preferred
stocks; inappropriately because debenture in its derivative sense
means OWing or debt, and because debenture has been quite generally
used to descrlbe a class of bonds with which debenture stock might
be confused.” In English practice the term stock may be applied

reaches $6. The issue is callable, is preferred as to assets, and follows an issue
of 6 per cent cumulative preferred stock.

(c) A nonvoting common. R. J. Reynolds Tobacco Company common
(sometimes referred to as the "A" stock) is like the Common B save that
only the latter has voting power. All other rights are alike for the two
classes of stock. The same situation exists for American Tobacco Company
Common and Common B.

"The Delaware, Lackawanna and Western Railroad Company guarantees
an annual dividend of /@ per cent on the Morris and Essex Railroad Com-
pany (common) stock. The Morris and Essex is leased in perpetuity to the
Lackawanna and is a vital portion of the latter's system, constituting its only
entrance into New York harbor.

The Pennsylvania Railroad Company guarantees the dividend of the Pitts-
burgh, Fort Wayne & Chicago Railway Company 7 per cent preferred stock.
The latter is an unmortgaged road leased for 999 years and constitutes the
main line of the Pennsylvania between Pittsburgh and Chicago as well as own-
ing the terminals in those two cities.

Armour & Company (Illinois corporation) guarantees the 7 per cent pre-
ferred stock of Armour & Company (Delaware corporation), a wholly owned
subsidiary.

" General Motors 6 per cent debenture stock was a cumulative preferred
stock ranking pari passe with an issue of 6 per cent cumulative preferred and
ranking after an issue of 7 per cent cumulative preferred. In 1930 these three
issues were exchanged for the present $5 cumulative preferred stock. E. I.
du Pont de Nemours & Company 6 per cent debenture stock (called in 1939)
and Dennison Manufacturing Company 8 per cent cumulative debenture stock
are similarly cumulative preferred issues.
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to indebtedness, and so debenture stock is used appropriately to
describe bond issues the exact nature of which may be ascertained
only from the indenture, or agreement. English debenture stock
may be secured by a mortgage. *°

Deferred stock. Deferred stock is another class of issue that is
seldom used in this country. As the name implies, its right to divi-
dends comes after that of the common or ordinary shares.” When
the deferred stock is issued to the promoters of the corporation, it
may be called founders' stock. *® Because the common shares which
precede such deferred stock ordinarily contribute all the actual prop-
erty and the latter possess only a claim against problematical future
earnings, their naming seems more appropriate than the more fre-
quently employed terms of preferred and common stock. The same
results can be obtained by using classified common stock instead of
common and deferred shares."

Bankers' shares. Other stock titles have been devised by the
fertile imagination of promoters and financiers, but rarely do they
accomplish any function not cared for by the classes already de-

" General Electric Company, Ltd. (Great Britain), 7 per cent mortgage de-
benture stock is secured by a first mortgage and succeeded by two classes of
cumulative preference shares as well as ordinary shares. Canadian Pacific
4 per cent irredeemable consolidated debenture stock, issued partly in United
States dollars and partly in English pounds sterling, is also a bond issue.
It is subject to some minor mortgage bonds existing at the time of its issue
and succeeded by 4 per cent noncumulative preferred stock and ordinary stock,
An unusual feature is its right to vote in the event of default in interest for
90 days.

"In 1925 the Joint Stock Securities Company of Massachusetts was formed
with capitalization of $1,000,000 common stock and 500 shares of this deferred
stock of no par value. The common was entitled to cumulative preferred
dividends at the rate of 6 per cent. After these had been paid and after $6
per share plus an amount equal to 5 per cent of the entire net earnings for the
preceding year had been paid upon the deferred shares, any further dividends
were to be distributed ratably among the common and deferred stock share
for share.

Imperial Airways, Limited, created an issue of 25,000 deferred shares of
11 each, fully paid up, and gave them to the British Government, whereupon
the latter canceled all liability of the corporation for previous subsidies. After
the payment of a 10 per cent dividend to the ordinary shareholders, half of
any remaining profits was to be distributed as an extra dividend on the ordi-
nary shares and half as a dividend on the deferred shares.

58 American Brown Boveri Electric Corporation, originally the New York
Ship Building Corporation, provides one of the rare examples of founders'
stock in this country. Unlike the usual founders' shares, they were issued in
units with 7 per cent preferred stock and participating stock to the share-
holders of the predecessor corporation. From 1925, the year of incorporation,
to January 1, 1929, all net earnings after the preferred dividend, whether or not
declared as dividends, were to go to the participating stock. Thereafter all
net profits were to be declarable, 65 per cent to the participating and 35 per
cent to the founders' stock. All voting power lay in the founders' stock unless
the preferred passed four quarterly dividends, in which case these two classes of
stock would have equal voting power, class for class.

" See footnote 19, p. 92, in regard to the Dodge Brothers common stocks A
and B.
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scribed. An exception, howevet, is the term bankers' share, which
came into rather common use during the 1920's, not as a name for

any class of stock but to describe the stock of certain investment
trusts or "intermediate”" corporations designed to facilitate the dis-
tribution of the shares of certain corporations. The stock of a par-
ticular corporation which is highly rated may sell at a very high
price. Stocks selling in excess of $100 per share are sometimes
called in the financial district "rich men's stocks" or "blue-chip
stocks." Such a stock, or more probably a number of such stocks,
which would offer the small investment purchaser diversification,
are bought in the open market by an investment banker or syndicate
and deposited with a trust company, and a large number of shares
of small denomination, representing a fractional interest in the de-
posited stock, are sold to the public. Since the deposited stocks are
quite well known and are quoted daily, the purchaser can and should

investigate the value of the securities behind his bankers' shares.

Otherwise the small investor may find he is paying an excessive price
for the convenience of small denomination. In some instances this

device has been used fraudulently to obtain an absurdly high price,

the vendors depending upon the known reputation of the deposited
stock to aid them in extracting the excessive price. The practice has
no importance in itself for the corporate financier, but it suggests to
him the advisability of keeping the value of the individual share of
his corporation low enough to be convenient for probable buyers.

Summary

This chapter has reviewed some of the more important technicali-
ties relating to the issuance and transfer of the stock certificate and
has described the various kinds of stock. While the old twofold
division of common and preferred stock is still predominant and will
doubtless continue so, the recently popular classified common stock
is more flexible and, by avoiding the use of the more conservative-
sounding "preferred" title, more truthfully indicates the speculative
character of the kind of issues which are characteristically so named.
Less frequently used terms, such as guaranteed, debenture, deferred,
and founders'stock are also mentioned. No-par stock, which is
relatively new, is still in a state of change and even some uncertainty,
but it should be given the most careful attention by the student of
the subject because of its rapid growth in importance. While usage
has been touched upon, it has been covered only incidentally and for
purposes of emphasis. Usage, or practice, has been deferred for the
most part until after a discussion of the other important class of
securities, bonds. At that point we shall come to the problem of
financing specific types of enterprise.



CHAPTER 6

CORPORATION BONDS

General

Bonds and stock compared. The preceding chapter was con-
cerned with the various forms which ownership takes in the corpora-
tion; this and the next two chapters are devoted to the instruments
involved in making long-term debt arrangements. The creditors of
a corporation in some instances supply a greater portion of the per-
manent capital than do the owners. Although various developments
of workaday finance have done much to blur the borderline between
creditors and owners, the legal difference between the two classes
should be kept in mind, the former with their fixed claim to interest
and principal, which must be satisfied before the owners may receive
anything, and the latter with a right to whatever surplus of income
or property may remain after the former claims are met. Bond-
holders are paid interest for the use of their money; stockholders re-
ceive dividends when earnings and financial policy permit.

A summary of the normal characteristics which distinguish bonds
from stocks would read as follows:

1. The obligation to bondholders, together with that to other
creditors, constitutes a prior claim, which must be met in full before
anything can be paid to any stockholder.

' Rare, or at least unusual, forms of bonds can be found as exceptions to
each of the listed rules.

(@) The Green Bay & Western Railroad Class B income debenture bonds
are paid only after Class A income debentures and the common stock have
received 5 per cent upon their par value. After the specified payments have
been made to the two prior issues, the Class B debentures are entitled to any
and all further disbursements. Although the A debentures and the common
stock received 5 per cent regularly from 1904 to 1932, and partial returns there-
after, the B debentures have never received more than a small and variable
income.

(b) Income bonds, a very minor class of bonds which are very much like
preferred stock, have a claim to interest which is contingent upon earnings.
See p. 171.

(c) Participating bonds, a very unusual form of bond, are entitled to par-
ticipate in earnings in excess of the ordinary stipulated rate according to the
terms of the contract. For example, Siemens & Halske, A. G., participation
debentures of 2930, are entitled to interest at the same rate as the dividend
rate on the common stock but are not to receive less than 6 per cent.

(d) The Public Service Corporation of New Jersey perpetual 6 per cent
certificates and the United Railways & Electric Co. of Baltimore income 4's
are perpetual. In British practice, funded debt is sometimes issued in the form

111
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2. The interest to bondholders is a constant claim, which must be
met regularly in order to avoid insolvency regardless of earnings or
financial condition. Dividends to stockholders are possible only
when earnings warrant, and even then are paid only at the discre-
tion of the board of directors. Because of this difference the pay-
ment of interest upon a bond is spoken of as a fixed charge, while the
fixed dividends paid upon preferred stock are spoken of as contingent
charges. Income bonds are an important exception to this rule.
Their interest is a contingent charge.

3. Bond interest is always a claim for a fixed amount; payments
to stockholders may or may not be a constant sum.

4. Bonds have a maturity date upon which the principal sum is
repaid; stocks have none.

5. Bondholders have neither voting power nor voice in the man-
agement so long as their obligations are met by the debtor corpora-
tion. The holders of stock, save when a certain class is specifically
nonvoting by the terms of its issuance, have the power to control
the business through the election of directors.

Period of credit. Short-term credit arrangements for a period of
less than one year, such as are extended by commercial banks, mer-
chandise creditors, and certain specialized credit institutions, are
treated in Chapters 19 and 20. Longer-term credits, running one
year or more, are our concern in this chapter. Instruments which
evidence such longer term credits are known as bonds and notes, or
the funded debt of the corporation. Bonds and notes differ in the
matter of maturity, or the length of time that they have to run.
"Short-term notes," or "notes," as these terms are used by the bond
house and the investor, cover instruments which may have a matur-
ity of anywhere from one to ten years, although three and five years
represent the more common periods. These instruments are not to
be confused by the student of corporation finance with the shorter-
term promissory notes, which characteristically run from thirty days
to six months, are less formal in nature, and are customarily given
to evidence bank loans. Even though their legal nature is alike,
their use in finance differs, as does their method of sale and their
probable market, as will appear later.

Reasons for issuing bonds. Before passing on to the description
of the bond and the various forms which it takes, the reasons for its

of "annuities," which are perpetual but may be subject to redemption. Some
bond issues, particularly of railroads, are of such long maturity as to make
them virtually perpetual for practical purposes.

(e) Voting rights at stockholders' meetings of the Erie Railroad are held by
owners of the consolidated prior lien of 1996 and general lien 4 per cent bonds
of the same maturity. Each $1,000 bond has ten votes. Since these two bond
issues aggregate over $70,000,000, they were formerly in a position to control
the policy of the company jointly with the first preferred stock.
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use might be stated. Granted that funds are needed in the opera-
tion of the business and that the need is "economic" in the sense that
the desired funds will probably earn an adequate return, why should
the corporation obtain them by the issuance of bonds rather than
stocks? The answer may lie in either necessity or mere expediency.
Bonds may be the only alternative open, either because the com-
pany's condition is such that its stock would not readily sell and the
money could be obtained only by offering the greater security of a
bond, or because the market for the company's stock is such that it
could not be sold except at a disadvantageously low price. But,
even if stock could be disposed of, an issue of bonds might be pref-
erable for the following reasons:

1. Toavoid sharing the voting privilege. Whenever a corpora-
tion issues new voting shares, the former stockholders must increase
their holdings in the ratio which the new stock bears to the outstand-
ing stock if they wish to continue to wield the same proportion of
voting strength as before. Often an increase in their investment
seems undesirable or inopportune. If voting power is important to
the stockholders who are potent in the councils of the corporation,
bonds or a nonvoting preferred stock are a likely solution.

Dilution of voting power may, however, be more apparent than
real. The sale of stock over a wide area in the form of many small
holdings will create votes that are likely to give their support in the
form of proxies to the existing management, except under the stress
of unusual circumstances and financial disappointment. Such stock
sales may actually diminish the potential strength of larger stock-
holders not already represented on the board of directors.

On the other hand, even though bonds have no voting power, the
investment bankers who buy and distribute such an issue may de-
mand and receive a voice in controlling the affairs of the corpora-
tion. Such "banker control" is more likely to exist if the business
is having some difficulty in finding a buyer for its bonds. In some
instances, a large measure of control might seem essential to the
bankers to protect the interests of customers against inept or specu-
lative financial policies.

2. Toenlargethe possible sources of funds. The use of bonds
taps a capital market unavailable to the corporation which offers
only stock. The market for the stock of a corporation may be
limited. Whether narrow or broad, it does not include those institu-
tions, such as life insurance companies and banks, that are required
to limit their investments to credit instruments. This point is less
important for industrials than for utilities and railroads, and is more
important for the latter groups when the business is expanding

For further comment on "banker control," see Chapter 14, "Investment
Banking."
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rapidly and needs to tap every possible source of funds in order to
fill its needs as expeditiously and cheaply as possible.

But bonds may mean more than just one more device for raising
funds. On occasion, an industrial corporation may find that its
stock is almost unmarketable on any reasonable terms and that
bonds are the only practical course. This situation may exist for
almost all lines of business when the business cycle has reached the
depression stage and the stock market is in the doldrums. Or, the
corporation may be in a branch of industry that is in disfavor among
investors. While bonds will suffer as well as stocks, their market
may persist if the amount sought is small enough so that the new
issue can pass the customary tests of safety by more than the usual
margin. Again, smaller industrial corporations find that their stock
invariably suffers in marketability because of their size and even
more because of a lack of distribution of the issue. Such concerns,
if not too small, are especially likely to find the bond market a more
available, or even the only, source of funds.

3. To lower the cost of funds. Because the investment market
attributes less risk to bonds than to stocks, a corporation can ordi-
narily sell the former for a promised rate of return that is lower than
the yield inducement offered by its stock. A manufacturing cor-
poration that might borrow on bonds for 5 per cent might have to
hold out the hope of earnings of 8 or 10 per cent upon its common
stock in order to find buyers. The interest rate upon the bonds is
fixed by contract, while the earnings of stock are wholly contingent
upon what future earnings may bring. For that reason the stock
of a particular company may actually return less than a bond. But
at the time of the financing, the outlook—usually gauged by the past
record—must indicate earning power available for the prospective
stock issue higher than the going rate for bond interest. Stock
buyers will not necessarily require that the expected dividend rate
exceed the bond interest rate but may be satisfied if the anticipated
earnings per share are more generous. Undistributed earnings of
a successful industrial may so increase the property and earnings of
subsequent years that the market value of the;stock will appreciate
considerably more than the amount of dividends sacrificed by the
stockholder.

Occasionally the puzzling situation is found where not only the
dividends but even the current earnings are a lower percentage upon
the market price of a company's stock than the yield offered by its
bonds. Such an apparent anomaly would argue that the corpora-
tion would save by selling stock rather than bonds. Examination
is likely to reveal, however, that the high market price of the stock
is a reflection not of the current earnings but of widespread hopes
for future growth in earnings. If such expectations are sound, the
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corporation may find it good policy to sell bonds. The interest cost
of the issue may prove to be less than the share in earnings which
the old stockholders would have given up as a result of a new stock
issue. It can be argued that this consideration is of importance to
the stockholders rather than the corporation and that the latter is
always best served by financial conservatism and the avoidance of
debt where possible. Aside from the fact that corporate policy is
supposed to be guided in the interest of maximizing the profits of
its owners and not of any corporate abstraction, the judicious use of
debt for the purpose of making as good an investment record as
possible for the common stock will enable the corporation to finance
with a minimum of difficulty.

However, when the stock market as a whole becomes so buoyant
as to make the rate of return from stocks lower than that from bonds,
it is likely to indicate that excessive optimism which presages a
business reaction. At such a time bonds would for most companies
be an undesirable if not actually a dangerous form of financing.

The creation of two different types of instrument in order to fit
different preferences may well represent a social economy. The
more cautious person of institution assuming the more moderate risk
associated with bonds may have great need for security because of
a lack of information, a lack of opportunity for investigation, or a
lack of means to bear potential losses. In general, the investor of
small means does not have the ability to weigh risks or to obtain
sufficient diversification to assume them. Similarly, the aged, be-
cause of their short life expectancy and their dependence upon in-
vestment income, require a higher degree of certainty than the young
and middle-aged. Many of our major financial institutions, such as
the commercial bank, the savings bank, and the life insurance com-
pany, are not adapted to the purchase of stocks, because their major
obligations are payable in a fixed number of dollars. It is desirable
from the standpoint of society that those who can best afford to
assume these hazards and bear losses when they do occur should
assume the position of stockholders.

4. Trading on equity. The use of borrowed funds (or stock with
a limited return) is known as trading on equity. The customary
reason for trading on equity is the hope of employing these "senior"
funds at a rate of return higher than their cost in order to increase
the return upon the investment of the residual owners. The invest-
ment of the common stockholders serves as a protection both to the
income and the principal of the bondholders. Stockholders, then,
"trade" on the strength of their "equity." If earnings are high, they
profit by the transaction; if earnings are poor, they lose by having to
pay more in interest than the added capital earns. They even risk
the partial or complete loss of their own investment if conditions
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grow so bad that the corporation is unable to fulfill its contractual
obligation to bondholders.
TABLE 4

TRADING ON EQUITY-ILLUSTRATIVE FIGURES

AVS

Ist 2nd 3rd 4th 5th
1. Total net income ....... $120,000 $160,000 $200,000 $60,000 $10,000 def.
2. Interest on bonds 6% .. 60,000 60,000 60,000 60,000 60000
3. Balance for stock-

holders .........c.eneens 60,000 100,000 140,000 0 70,000 def.
4. Per cent earned on total
investment ............. 6 8 10 3 0.5 def.

5. Per cent earned on
stockholders' invest-
ment....oceevneenennnne. 6 10 14 7 def.

A simple illustration of the effects of trading on equity may be had
from the figures given in Table 4, which are charted in Figure 6.
The investments of the stockholders and the bondholders are as-
sumed to be $1,000,000 for each throughout the period. The total

15 \
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N \
4, 5
C)
0
5 __
........ Stockhplders' Investment ..
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Figure 6. Effects of Trading on Equity. Return upon Total and upon
Stockholders' Investment under Various Earning Conditions.

net income available for the security holders is shown in the first
line, and the percentages which these amounts are of the total in-
vestment of $2,000,000 are shown in the fourth line. After the 6
per cent fixed charge payable to the bond is subtracted, the balance
for the stockholders appears in the third line and is shown as a per-
centage upon the $1,000,000 investment of the stockholders in the
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last line. The two percentage return series are charted in Figure 0,
which brings out the two points about trading on equity that should
be remembered:

1. Itincreases the degree of fluctuation in the rate of return upon
common stockholders' investment. Without it the percentage re-
turn is simply that earned upon total investment; subtraction of a
tixed amount for a senior security leaves a more variable margin for
the common Because trading on equity magnifies the influence of
fluctuations like a lever, the expression "capital structure with high
leverage" is applied where a large proportion of senior securities
come ahead of the common stock.

2. Success, as measured by the increased returns to the stock-
holders, depends upon the excess of the rate earned on investment

TABLE 5

PERE MARQUETTE RAILWAY COMPANY
CAPITAL STRUCTURE, DECEMBER 31, 1926

Amount Per Cent
(millions) of Total
Funded debt ........cccccvvvvnnnnnnn. $ 52.0 36.6
Preferred stock .............co..... 23.6 16.6
Common stock .. 45.0 31.7
Surplus ......... 21.5 15.1
$142.1 100.0
1926 1928 1930 1932
Gross income before interest (millions). . . $10.3 $11.1 $4.9 $ .6
Per cent earned on total capital structure 7.2 74 32 4
Per cent earned on net worth ................... 8.5 89 23 3.8 def.
Per cent earned on common stock equity. 9.8 10.0 1.3 7.6 def.

Source: Poor's Railroad Volume, annual.

over the rate paid for the borrowed moneys; failure is the extent to
which the former rate falls below the latter. When, as in the fifth
year, total earnings are insufficient to cover the interest charges, the
stockholders are obliged to dip into their capital to keep the business
from insolvency. If the burden of interest becomes too great, the
interest payments or maturing principal will cause insolvency, and,
even when that result does not follow, the financial position of the
business may be greatly weakened, maintenance neglected, and the
property placed in a disadvantageous competitive position.

The record of the Pere Marquette Railway Company, which is
indicated in Table 5, illustrates the effect of heavy debt on common
stock earnings throughout a cycle. While the amount of funded
debt outstanding increased during the period, the changes were not
substantial enough to alter the results significantly.
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Experimentation with such figures as those given in Table 4 will
reveal the extent to which an increase in borrowing will heighten
both the opportunities for handsome profits to the stockholder and
the possibilities of catastrophic loss. Preferred stock offers very
similar opportunities to bonds in making trading on equity possible
for the common stockholders.

Factors limiting the use of bonds. A study of the illustration
should serve to emphasize the first, and basic, restriction upon trad-
ing on equity—namely, that permanent borrowing should be under-
taken only in so far as there is a reasonable stability of income which
will make the required payments to the bondholders fairly certain.
To employ bonds beyond a proper point is to court disaster for all
concerned. If pursued on a sufficiently large scale, the excessive use
of credit even becomes a menace to economic society by rendering it
excessively sensitive to the shock of adversity. Business failures,
especially when involving considerable sums, set up repercussions
which affect many businesses and individuals beyond the immediate
circle of the debtor and creditor and may produce a wide area of loss
and depression. The Quaker precept of moderation in the assump-
tion of debt risk sets up an ethical standard for business conduct that
is particularly appropriate in the complex and highly interrelated
economic fabric of today.

A second limitation upon trading on equity is the cost of the bor-
rowing. As the proportion of funds borrowed from bondholders
increases, there is a decrease in safety, which tends to increase the
rate of interest paid until that rate becomes prohibitive. This
check would presumably exist in a perfect market in which lenders
were thoroughly competent to measure the risks involved.

A third limitation, which is of more practical virtue in effectively
preventing excessive borrowing, is the bar of usage. Custom or
usage builds up standards of the regular and usual beyond which
those institutions which distribute and those who purchase bonds
will not go in their acceptance. Since the fruits of experience do not
always reappear in the same form on the tree of tomorrow, usage will
neither gain universal observance nor guarantee certain safety.
Nevertheless it plays an extremely useful part in the work of finance.

General form of bonds. All bonds, whether specifically secured
ot not, are in effect long-term promissory notes, but they differ from
ordinary notes in that they are more formal and their provisions are
much more complex. Three parties or groups are involved in every
bond issue: the debtor corporation, the bondholders, and the trus-
tee (s). Because the ownership of the bond may change frequently,
and because of the difficulties of making separate contracts with a
large number of individual creditors, the basic contract, or inden-
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tore, is made out between the corporation and the trustee (usually

a trust company). In the indenture all the provisions of the bor-
rowing are carefully set forth. The bond instrument itself merely
contains a promise to pay a certain specific amount of the total debt
with interest, and gives a summary of the main terms of the borrow-

ing. The bondholder must look to the indenture for the full details

of the issue. Any ordinarily well-constructed bond certificate re-

cites a number of points which are commonly taken for granted by

the initiated, but which are worth listing here at the beginning of
the discussion. An illustrative instrument is shown in Figure 7.

1. Titleof bond. At the top of the instrument will appear the
title of the bond issue, which in the illustration reads, "The Detroit
Edison Company General and Refunding Mortgage Gold Bond
Series E, 5%, due October 1, 1952."

The title should include the full name of the debtor corporation,
some word or phrase usually indicative of the nature of the security,
the interest rate, and the maturity date. The omission or contrac-
tion of some part of this title in a business transaction may result
in a troublesome, and even expensive, error. Another corporation
may have a similar name, or the same corporation may have more
than one bond issue, which may be a source of confusion.

2. Denomination. The initial clause states the promise of the
debtor corporation to pay a principal sum upon the final due date
for maturity. The usual amount, or denomination, is $1,000. Some
of the bonds of an issue may be in denominations of $500 and $100
in order to meet the requirements of the small individual investor. *
The term baby bond is sometimes applied to the one-hundred-dollat-
denomination bond. Because of the additional care in handling the
greater number of instruments, ten of these bonds are not "good
delivery" upon a sales contract for one thousand dollars worth of an
issue on the New York Stock Exchange, although two five hundred
dollar bonds may be so used. The popularity of bonds among small
investors was greatly increased by the Liberty Loan campaigns of
the Federal Government. During the World War, large numbers of
one-hundred-dollar and fifty-dollar bonds were distributed, thereby
immensely increasing the number of people acquainted with bond
investments.

For purposes of brevity, only the title and the first and last paragraphs of
the bond are reproduced in full. Condensed statements of the middle para-
graphs are given.

Denominations which are multiples of $1,000 are possible but unusual.
Civil finance has the chief exceptions. The Federal Government, with its
huge issues running into nine and even ten figures, offers denominations of
$5,000, $10,000, $50,000, and $100,000. Sometimes when a municipal issue is not

for a round sum, one bond will be created for a fractional part of a thousand
dollars, such as 93.
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3. Money of payment. The phrase "will pay in gold," or more
commonly "will pay in gold dollars of the present weight and fine-
ness" is a reflection of the uncertainties of our national money sys-
tem that followed the Civil War. The student of monetary science

UNITED STATES OF AMERICA
State of New York
THE DETROIT EDISON COMPANY
General and Refunding Mortgage Gold Bond
Series E, 5%, Due October 1, 1952

THE DETROIT EDISON COMPANY (hereinafter called the "Company"), a cor-
poration of the State of New York, for value received, hereby promises to pay
to bearer, or if this bond be registered, to the registered holder thereof, on the
first day of October, 1952, at its office or agency in the Borough of Manhattan,
City and State of New York, the sum of

ONE THOUSAND DOLLARS ($1,000)

in gold coin of the United States of America, of or equal to the standard weight
and fineness as it existed on the first day of October, 1924, and to pay interest
thereon from the first day of October, 1932, at the rate of five per cent (5%) per
annum, in like gold coin, at said office or agency of the Company on the first
day of April and the first day of October in each year, until the Company's
obligation with respect to the payment of such principal shall be discharged as
provided in the Indenture hereinafter mentioned, but only upon presentation
and surrender of the interest coupons attached as they severally mature.

[Tax deduction paragraph (no tax paid at source in this case).

[Description of the issue and the series of which this bond is one.

[Redemption clause.

[Principal and interest declared due and payable in case of default.

[Provisions for registration and transfer.

[Coupon bonds may be exchanged for registered bonds.

[Incorporators, stockholders, and officers may not be held for the principal
and interest.

[Trustee must execute the certificate to make bond and coupons valid.]

IN WITNESS WHEREOF, THE DETROIT EDISON COMPANY has caused this bond
to be signed by its President, or one of its Vice-Presidents, and its corporate seal
to be hereunto affixed and the same to be attested by its Secretary or one of its
Assistant Secretaries, and coupons for said interest bearing the facsimile signa-
ture of its Treasurer to be hereunto attached, as of the first day of October, 1924.

THE DETROIT EDISON COMPANY
(Seal)
Attest: . By oo

Secretary Vice-President
Figure 7. Illustrative Coupon Bond.

will recall that the "greenback" inflation during that war was ended
by the resumption of gold specie payments in 1879. Subsequently
the political activities of the free-silver advocates created fear as to
the possibilities of another period of price inflation and a disruption
of international exchanges by a flood of cheap silver money. The
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"gold clause" dates from this period. After the defeat of that move-
ment with the election of McKinley in 1896, the "gold clause" was
felt to have little if any practical significance. The unhappy results
of inflation for bondholders were illustrated, however, by the mone-
tary history of a number of European countries after the World War
period. As their paper currency was inflated and gold redemption
was abandoned, the income of the bondholder, even though "paid
scrupulously,” gradually shrank in purchasing power until in cases
like that of Germany it reached zero.

On June 5, 1933, Congtess passed a resolution declaring "every
provision contained in or made with request of any obligation which
purports to give the obligee a right to require payment in gold or a
particular kind of coin or currency, or in an amount of money of the
United States measured thereby" to be against public policy. Sub-
sequently, through Federal legislative and executive orders, the gold
content of the dollar was reduced approximately 40 per cent, and all
gold coin and gold certificates were withdrawn from circulation.
When an attempt was made by a bondholder to enforce the gold
clause in a corporation bond, it was held to be invalidated, and the
SupremeSCourt, by a five-to- four decision, upheld the Federal Gov-
ernment.” Bonds issued since 1933 have merely provided for pay-
ment in "lawful money of the United States of America."

4. Interestrate. The rate of interest paid to the bondholder is
expressed as a percentage of the face, or par amount, of the bond.
While any rate might be used, a rate is usually employed which is a
multiple of one half of one per cent or, less frequently, one fourth
of one per cent.? If such a round rate does not exactly express the
proper rate of return for the company's credit standing and the
merits of the particular bond issue, the price of the bond is adjusted
so as to give the investor the desired yield. The discount under (or
the premium over) par represents a gain (or loss) to the purchaser
of the bond, a part of which is added to (or subtracted from) the
regular interest in order to obtain the true income to the investor and
the effective cost of borrowing to the corporation.

6 The Rand Kardex Co. stabilized 7 per cent debentures of 1955 were issued
in 1925. This unique bond was designed to give the investor constant pur-
chasing power and so to guard against even such variations as might occur
in the purchasing power of the gold dollar. A suitable adjustment was to
be made in the amount of interest or principal paid whenever average prices
varied by as much as 10 per cent, as measured by the United States Bureau of
Labor Statistics. See Irving Fisher, "The Stabilized Bond—A New Idea in
Finance," Annalist, November, 13, 1925, p. 603.

' Norman v. Baltimore and Ohio Railroad Company, 294 U. S. 240 (February
18, 1935).

The bonds of the Federal Government often use multiples of one eighth
of one per cent.

' For the mathematics of computing bond yields, see Justin H. Moore, Hand-
book of Financial Mathematics (New York: Prentice-Hall Inc., 1929), p. 407
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5. Coupon or registered form. In the illustrative bond form the
principal sum is payable to the bearer of the bond, and the interest
is payable "upon presentation and surrender of the coupons at-
tached." Bearer bonds of this type ate called coupon bonds because
of this method of interest payment. Since the corporation has no
certain knowledge of the owner of a bearer instrument of this sort, it
requires that the bond be presented and surrendered at maturity
before making payment of the face amount. Similarly, the holder
would be obliged to present his bond as evidence of his ownership on
each interest date were not provision made by attaching a sheet of
coupomns, one for each interest payment.® The coupons for the inter-
est payments, ordinarily occurring at semiannual intervals, are
clipped from the sheet at the proper times and presented at a named
bank or the office of the debtor corporation. Ordinarily coupons are
made payable at a banking institution in order to simplify collection.
In effect, the coupon is a post-dated check for the amount of interest.
Should a coupon be clipped prematurely and lost, the bond would
not be readily salable again until after the maturity date of the
missing coupon had been passed.

The reader acquainted with the elements of commercial law, or
more especially the law of negotiable instruments, will be familiar
with the essential character of a bearer instrument such as the
coupon bond. One of the most practical considerations is the risk
of losing title should such a bond come into the hands of an inno-
cent purchaser—that is, one without knowledge of its having been
lost or stolen. To insure against such a misfortune, coupon bonds
are ordinarily kept in safety vaults and given every safeguard when
it is necessary to transport them.

Bonds may be issued in registered as well as in coupon form.
(In the illustrative bond above, registration of principal is op-
tional.) Registration places legal title in the person whose name

et seq. Since a compound interest element is involved, the work of computa-
tion is simplified by the use of proper tables. When the price of the bond is
known and the rate of return is sought, such a table as the Yields of Bonds
and Stocks, by D. C. Johnson and others (New York: Prentice-Hall, Inc., rev.
ed., 1938) is most satisfactory. When the net yield has been given and the
proper price which will result in that yield is to be determined, the several
tables of the Financial Publishing Co. are desirable. The Comprehensive
Bond. Value Tables (1939) represents this company's most popular, and Acme
Table of Bond Values (1923) its most complete, table.

'In the case of the Chicago Railway Company first mortgage 5 per cent
bonds, which defaulted at their maturity on February 1, 1927, because of fran-
chise difficulties, interest was paid upon presentation of the instrument,
whereupon suitable endorsement was made upon the bond. When a bond has
an unusually long maturity, such as the Northern Pacific Railway Company
general lien 3's of 2047, only part of the coupons may be attached at the time
of issuance in order that it may not be too bulky. When these have been
used, additional coupon sheets are issued.
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and address is recorded with the corporation, or more usually with
a trust company acting for the corporation and serving as registrar
of the issue. All interest payments are then made by checks
mailed to the owner. Ownership can then be transferred only by
the proper order of this person, whereupon proper record is made
and the new ownet's name is placed upon the bond. The method
of transfer is very similar to that of the stock certificate.i® Occa-
sionally bonds are issued as "registered as to principal only," in
which case coupons are attached for the interest payments, creat-
ing a hybrid form of instrument.

Usually the coupon and registered forms of bonds are inter-
changeable at the option of the holder, although a small fee of one
or two dollars may be charged for the exchange. If this privilege
does not exist, some difference in market price may develop be-
tween the two forms of the same bond issue as a result of tem-
porary market preferences. Sometimes registered bonds do suffer
slightly in market price upon the occasion of resale by an investor
merely because of the slightly greater inconvenience of transfer,
although it should be noted that the effort is no greater than for
a stock certificate.

Since the name and address of the owner are on record with the
corporation in the case of registered instruments, the holder can
be readily notified of changes in the status of the bond, the most
important being the intention to redeem. In the case of coupon
bonds the corporation is obliged to announce its intention to call
or redeem by advertising. This imposes the necessity for watch-
ing for the advertisements, which would be a considerable care for
the ordinary coupon bondholder were it not the practice to pass
this labor along to one's banker or investment house.

6. Serial number. The bond is described as "one of an issue."
In order to distinguish this bond from its fellows, it is given a serial
number as a mark of identification. The serial number on the
illustrative bond in Figure 7 is EIV{-11732. "' This number is re-
corded in transactions involving the bond and, should the bond
be lost or stolen, may be used to trace the instrument. The coupons
all bear the serial number of the bond to which they are attached.

7. Nature of security. A brief statement of the general nature
of the security behind the bond is given in the bond instrument,
but the full technical description is relegated to the trust agree-
ment, a long and tedious document in modern corporation finance.
This more complete statement of the contract between the bond-

"See pp. 75-79.
"In our illustrative bond the serial number is found on the back of the
instrument and does not appear in Figure 7.
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holders and the corporation may be obtained from the trustee of
the issue. The work of the trustee and the customary forms of
security are discussed below.

8. Special features. Despite the brevity with which the bond is
drawn up, two features will ordinarily be described in it if they
exist—namely, the redemption and conversion features. With re-
gard to redemption, the bond should state when this privilege is
permitted to the corporation and the prices at which it may be ex-
ercised. When a bond is convertible, the bond should state the
name and amount of the security into which it may be converted
and the times at which the bondholder may exercise his privilege.

9. Signatures. The instrument is usually signed not only by
the proper officers of the corporation but also by the trustee."
The purpose of this latter "authentication" by an outside trust
company is to provide an additional check against improper issue
or overissue.

Of the several points mentioned in this summary description of
the bond instrument, two require further attention before proceed-
ing to the actual financial plans of corporations: first, the security
of the bond, and, second, methods of retirement.

Mortgage Bonds

Security for bonds. A bond may be secured by a claim, or
lien, on certain of the properties of a corporation, or it may be
unsecured and merely a general credit obligation. Real estate is
the most usual security, although any form of property might
become the subject of a lien. Most of the other forms of prop-
erty used by the business corporation, however, are so briefly held,
either wasting away or changing hands so frequently, as to make
them relatively unsuitable as the security for a long-term loan."
Personal, or movable, property, when it is pledged, is most often
in the form of either stocks or bonds. In the case of railroads,
thersilling_atock is often used as security roi” a specialized f orni of
Jinstrument known as the equipment trust certificate.

When randTtogetlrer-with™ the bnilditigs and such improvements
as are fixed to the land, has been pledged as the security, a mort-
gage bond issue is the result. From the legal angle, the subject
of mortgages is very complex, but a relatively few basic considera-
tions suffice at this point as a groundwork for the use of that in-

"In our illustrative bond the trustee's signature (Bankers Trust Co., New
York) appears on the back of the bond.

" In Canadian practice, however, we find the "floating charge," which adds
a general lien on assets not specifically pledged under the conventional real
property lien. It might be defined as a blanket chattel mortgage on all assets

other than those specifically mortgaged which have not been pledged to other
creditors.
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strument in finance. It should be clear as to what the mortgage is
intended to do for the creditor and how the creditor exercises his
rights under such a protecting lien.'

The mortgage. Originally, the mortgage was true to its name—
a "dead pledge." The instrument made a transfer of title of
the property by the mortgagor, or owner of the property, to the
mortgagee, who was his creditor. The mortgagor lost control of
the property until the debt was paid. Since the debtor usually
needed the property to provide for repayment, the equity courts
subsequently ruled that the conveyance should be kept "dead" by
a "defeasance," or defeating clause, as long as the obligations of
the debtor were promptly performed. In case of default upon
any of the payments the transfer became alive, and the unhappy
debtor lost his property without further redress. The severity of
this rule was later relaxed by the requirement that the property
be offered for public sale and, in the event that a sale was made
for an amount in excess of the debt, the surplus be turned over
to the mortgagor. Under the varying laws of the several states,
the debtor may also be allowed the privilege of redeeming his
property within a certain period of time after the public sale.
In some jurisdictions the law has come to recognize the changed
status of the ancient mortgage so that it has ceased to be a con-
veyance of the property subject to defeasance. Here the mort-
gage is but a lien upon the property, with the right to have the
property sold to satisfy the debt. (Often a "deed of trust" is em-
ployed rather than a "mortgage," but the distinction between the
two instruments is of importance to the lawyer rather than the
financier.) By whatever method the real estate is pledged for the
benefit of the bondholders, the bonds so secured are referred to as
"mortgage bonds," and the essential character of the situation is
unchanged for the purpose of finance.

To sum up the character of the mortgage briefly, it may be de-
scribed as an instrument pledging real property to secure a debt.
The debt itself is represented by a note or, in the case of corpora-
tions, by a bond issue. Corporate mortgage bonds, then, are evi-
dences of the promise of the corporation to pay interest and prin-
cipal, secured by a lien on specifically named real property. In
contrast to the mortgage given by an individual-—say in the pur-
chase of a home—the corporate mortgage is a long and complicated
document.

"For an excellent description of the mortgage, see Wm. Lilly, Individual
and Corporation Mortgages (New York: Doubleday Doran & Co., 1918), pre-
pared especially for the layman under the direction of the Education Com-
mittee of the Investment Bankers Association. Individual and corporation
mortgages are also described at some length in Hastings Lyon, Corporations
and Their Financing (Boston: D. C. Heath and Co., 1938), pp. 244-286.
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The process of seizing the property and holding the necessary
sale is known as foreclosure.  Since under the corporation mortgage
a number of creditor bondholders exist, united action such as is
necessary to enforce their position by foreclosure becomes a prob-
lem. In any case the mortgage could not conveniently be made
out to the individual bondholders, who are constantly changing.
Consequently the mortgage is given to a third party, the trustee,
who acts on behalf of the bondholders. Some hold that the trustee
should be the vigilant guardian of the bondholders' interests. In
practice, he has been quite generally inert and slow to act, partly
because of the costs involved in action, and partly because of the
possible dangers of incurring some liability or becoming the object
of vexatious, even though ineffective, lawsuits because of his ac-
tivity. In order to obtain action it has ordinarily been necessary
for a group of bondholders to unite and make suitable demand.
Indentures written under the Trust Indenture Act of 1939 must
provide for more definite action on the part of the bond trustee.

The indenture. The relationships of the three parties—the
debtor corporation, the trustee, and the bondholder—are defined
in the instrument known as the indenture, or trust agreement, which
we have referred to previously. (Even though no mortgage exists
and the bonds are unsecured, a formal contract or agreement will
be drawn up, the terms of which will run to a trustee for the benefit
of the bondholders.) Here will be found the following: '

(@) The form of the bond and coupon instruments.

(b) The complete description of the property pledged.

(© The authorized amount of the bond issue and, if this figure
is more than the current issue, the conditions under which further
bonds may be issued.

(d) 'The various protecting clauses, or "covenants," such as
that the corporation shall repair and insure its property, pay taxes,
and agree to suitable restrictions on further indebtedness.

(e) Any provision for retirement by a sinking fund.

(f) Any call or redemption clause.

" The activities of bondholders' committees in connection with reorganiza-
tion are described in Chapter 28. Generally the financial houses associated
with the original distribution of the bonds will take appropriate steps to secure
the proper united action of the scattered and ineffectual owners of the bonds.

"See C. W. Gerstenberg, Materials of Corporation Finance (New York:
Prentice-Hall, Inc., 5th ed., 1924), for (a) corporate mortgage—Jones &
Laughlin Steel Co., pp. 183-254; (b) trust agreement—the Mortgage Bond Co.
of New York with United States Trust Co. of New YOrk, pp. 255-290; and (c)
agreement securing short-term notes—pp. 291-298.

may be elaborate in character and cover unusual contingencies
such as riot, tornado, embezzlement, forgery, and losses from business inter-
ruption. The latter would cover expenses that go 0n during idleness due to
one of these contingencies, such as fire or flood, and would care for such ex-
penses as taxes, salaries, and interest on borrowed money.
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(2 An "acceleration" clause, which makes the principal of
the bond due and payable at once if a default in the interest pay-
ments occuts.

(h) Any privileges of the bondholder, such as the right to con-
vert into other securities, carefully described at length.

(@) Definition of the status and duties of the trustee. The
chief duties of the trustee are to authenticate the bonds, repre-
sent the bondholders in the event of default, handle any sinking
fund, and collect and distribute interest and principal payments.

The need for more complete disclosure to security holders of the
essential provisions of bond indentures and for responsible and dis-
interested trustees led to the Trust Indenture Act of 1939. This
act requires that corporations must file trust indentures with the
Securities and Exchange Commission as a part of their registered
statements. Likewise corporations offering an exchange of new
securities for old, whether as a voluntary readjustment or as a reor-
ganization of their capital structure, must file copies of indentures
that will qualify under the terms of the law. In addition to securi-
ties exempted from registration under the Securities Act, these in-
denture requirements do not apply to obligations of foreign govern-
ments or to corporation bond issues whose total principal amount is
limited to $1,000,000 under the given indenture.

To be qualified, the indentures must contain certain provisions
covering the functions and responsibilities of corporate trustees,
including the following (subject to minor exceptions) : (a) one
of the trustees must be a corporation with capital and surplus
of not less than $150,000; (b) in case of a conflict of interest, such
as would exist when the trustee is acting under another indenture
of the same debtor, or where the trustee or its officers are affiliated
with the issuer, or where one owns securities of the other, the trustee
must either resign, eliminate the conflicting interest, or allow
security holders to'exercise their defined powers of remowval; (¢) the
trustee must furnish the bondholders with periodical and special
reports covering his status as trustee, the condition of the property
held in trust, and other matters; (d) the trustee must notify the
bondholders of all defaults within 90 days; (e) prior to default, the
trustee is not liable except for the specific duties set forth on the
indenture, but after default he must exercise his defined powers
with the same degree of care and skill "as a prudent man would
exercise or use under the circumstances in the conduct of his own
aff airs."

The additional work and responsibility for the trustee and the
increased expense for the issuer in administering the trust will add
to the cost of financing. The corporation will be obliged to furnish
lists of bondholders to the trustee at stated intervals and to make
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these lists available to the bondholders. It must also supply annual
and special reports. Copies of all reports must be filed with the
Commission and with any exchanges on which the securities are
listed.

"Rescue" or "distress" loans in time of financial trouble will be
discouraged by a provision that, if the trustee becomes an individual
creditor of the corporation within four months prior to a default or
after a default, it must set aside and share with the bondholders any
payments (with certain exceptions) received on its own loan.
Moreover, information about such loans must be included in reports
to the bondholders.

Types of liens. The importance of the description of the lien
is that it sets apart the property upon which the bondholders have
a prior claim in the event of financial trouble. Should this prop-
erty not yield the amount of the secured indebtedness in the fore-
closure sale, the bonds are an unsecured general credit obligation
for the unpaid balance. For this balance they will share with
the other general creditors in whatever other property, if any, may
exist. Should the pledged property bring more than the amount
of the debt which it secures, the surplus is applied pro rata to
the claims of the unsecured creditors. After all debts have been
fully met, any surplus belongs to the stockholders.

A corporation may have a number of secured bond issues, and
these may have co-equal first mortgages on different properties, or
successive ranking claims, as first, second, and third mortgages, on
a single property. In the former case each set of bondholders
would look first to their specific property for satisfaction in the
event of trouble. As a practical matter, the individual properties
might not be actually sold but some plan might be evolved for ad-
justing claims and carrying on.”® In such a new arrangement
the positions of the various old bondholders would depend upon
the priority of their liens and the relative profitableness and strate-
gic importance of the properties pledged.

When the liens succeed one another, with the same property as
security for all, payment is made to each set of creditors in the
order of their priority. Thus, if a first, a second, and a third mort-
gage—each with a claim for 100,000—existed, and the property
realized $150,000 at the foreclosure sale, the first lien would be
paid one hundred cents on the dollar, the second 50 per cent of its
claim, and the third nothing. Any unpaid interest would be ranked
with the principal as a part of the claim secured by a given mort-
gage.

In the case of successive liens such as the foregoing, the interest
payments on one or more of the prior liens may be continued while

s See Chapter 28, "Reorganization of Corporations.”
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default occurs on the later-ranking liens. In such an event, fore-
closure takes place only with respect to the secondary liens in de-
fault, and the purchasers of the property at the foreclosure sale
buy it subject to the prior liens, which are said to be "undisturbed."
By maintaining the prior debt, which may have been created under
favorable conditions and at low rates of interest, a larger sum may
be realized for the holders of the secondary issues. Thus in the
preceding illustration, if interest had been continued on the first
mortgage, the holders of the second mortgage might have been
able to sell the property, subject to the $100,000 first mortgage, for
$160,000, the buyer paying $60,000 cash, which would have been
$10,000 more than the $50,000 realized according to the first sup-
position. The claim of the third mortgage and the owner would
still be completely wiped out under this method of foreclosure and
sale.

A complex system of liens such as this discussion suggests is not
the general rule, save in the field of railroad finance."” Where .a
number of liens do exist, those with a prior claim are termed senior,
or underlying, and the secondary claims are called junior or over-
lying. The adjective underlying describes the closeness of lien to
the land. In railroad finance underlying bonds are sometimes said
to be "next to the rails."

Open-end mortgages. The creation of numerous liens may be
expensive to the corporation for two reasons: first, a number of
small issues will not enjoy the same marketability as a single large
issue equal to their sum, a condition which will tend to decrease
the attractiveness and increase the interest cost of the former over
the latter; and second, the later issues, being junior liens, may have
to pay so much higher an interest rate as to raise the total cost
of the borrowing above that required for a single large first mort-
gage issue. When, however, each mortgage is "closed," so that
no further bonds may be created under that lien, a multiplicity of
issues becomes inevitable for a growing business requiring borrowed
capital for its expansion.

In order to overcome the difficulty created by such a situation,
the open-end mortgage has been created. The device, as its name
implies, permits successive issues, all secured by a single lien.
Bearing a common name, these issues are distinguished as Series
A bonds, Series B bonds, and so forth. 2 The various series will

" Similar complexity does exist in other fields, such as public utility finance,
as a result of intercorporate relations, a subject which is discussed in Chapter
25, "Holding Companies."

= The word series in the title of a bond is the usual indication of an open-
end issue. The frequency of its use by large corporations may be gleaned
from a reading of an index of issues such as that in Moody's annual Manuals
of Investments. See footnote 21.
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be issued at different times and may be unlike as to interest rates
and maturities. The open-end mortgage is particularly appropri-
ate for the railroad or public utility, which regularly employs large
sums of borrowed capital as it grows.

This privilege of increasing debt might result in the dilution of
the security, so as to weaken greatly the original strength of the
bond. Certain restrictions are usual in order to place a limit upon
such potential weakness. The two most important and common
provisions relate to the proportions which property and earnings
shall bear to the bonds and interest charges, respectively. A very
usual provision in present-day public utility indentures permits
the issuance of additional bonds for not more than 75 per cent
of the cost of future unencumbered property additions or for the
refunding of existing issues with equal or prior liens. “' Earnings
are ordinarily required to be equal to at least twice the interest
charges on existing and proposed bonds. The 75 per cent limita-
tion would appear rather generous were it fully utilized at every
opportunity. Thus, if a property worth $10,000,000 were acquired
and 75 per cent, or $7,500,000, in bonds were issued, then 6 per
cent charges on these bonds would amount to $450,000. If earn-
ing power upon the whole property were but 7 per cent, or $700,000,
a not unusual figure for a regulated public utility, then the charges
would be earned only 1.58. times, or considerably less than the sug-
gested standard of two times. The presence of the earnings limita-
tion clause would act as a check upon the more generous property
limitation clause in such a case. In a period of low interest rates

= A sample of almost any, large-scale public utility financing where the open-
end is found, as it usually is, reveals the commonness of the 75 per cent limita-
tion. Reference may be made to such mortgages as those of the Pennsylvania
Power & Light Co. first mortgage gold bonds, Commonwealth Edison Co. first
mortgage gold bonds, and Portland General Electric Co. first and refunding
mortgage bonds.

A study of 342 open-end mortgage issues, amounting to $45,000,000' or more
of operating utilities, as reported in Moody's. Manual, Public Utilities, 1937,
revealed 281 issues with both restrictions, as shown in the following table.
Neither restriction was reported for 31 companies; 16 contained a property
restriction only; 11 had a property restriction which varied with the earnings
coverage achieved; and 3 had an earnings restriction only.

Dy i1 Roctriot S : Dot ats
T roperty<estiiction warntngs nestriction

Maximum Per Cent Number of Minimum Number of Number of
of Property Companies Times Interest Earned Companies
50 4 11 13
60 16 14 88
65 2 2 156
664 14 24 1
70 30 24 12
75 189 3 8
80 25 34 1
85 1 4 2

281 21
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the property restriction might prove more severe than the earnings
restriction.

Instead of restricting interest charges to one half of earnings,
the clause might provide that "additional bonds may be authenti-
cated (other than for the refunding of bonds previously authen-
ticated) . . . provided net earnings, as defined in the mortgage,
for twelve consecutive months out of the preceding fifteen months
shall have been at least equal to either twice the annual interest
requirements on, or 12 per cent of the principal amount of, all bonds
outstanding under the mortgage, including the proposed issue."
The latter alternative means that, in case of an unusual situation
in which earnings were 12 per cent but not twice the interest charges,
the corporation could utilize this option and thus obtain greater
freedom. In order to be of any value to the corporation, the cost
of borrowing would have to be more than one half of 12 per cent,
or over 6 per cent.

In the interests of conservatism, which would protect both the
bond buyer and the corporation's own safety, it would appear
preferable that the corporation be restricted in its borrowing to
the more stringent of the two alternatives rather than the less. An
illustration will reveal the reason. Assume that a $100,000,000
corporation had optimistically issued $75,000,000 in bonds at the
low interest rate of 3 per cent, thereby permitting its $7,000,000 in-
come to cover the charges of $2,250,000 much more than twice
over. The net earnings of $7,000,000 are only 9.33 per cent upon
this funded debt of $75,000,000. Should these bonds mature in a
period of high interest rates, and as much as 6 per cent, or $4,-
500,000, have to be paid on the new refunding bonds, then the low-
ered margin of safety would result in impaired credit standing—
the charges being earned only 1.56 times—and the refinancing
might be rendered extremely difficult, if not impossible. Should a
year of subnormal earnings coincide with these high interest rates,
which is not an unusual condition, the refinancing might fail and
the corporation might become insolvent.

The two restrictions upon bond issues of the open-end type with
respect to property and earnings are of first-rate importance.
Other restrictions are sometimes included. The total authorized
amount may be a certain sum rather than unlimited. Such a "lim-
ited open-end" issue hardly gives much in the way of increased
protection if the other restrictions are adequate and may seriously
hamper the growth of the corporation if it expands beyond the
imagination of the management as represented by the authorized
limit.

'In 1931 Pacific Gas & Electric Co. increased the authorized upper limit on
its first and refunding bonds from $250,000,000 to $500,000,000. That this
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Again, the amount of the issue might be restricted with relation
to the outstanding stock, on the theory that the stock represents the
property contribution of the owners, which serves as the margin
of protection. A typical provision of this sort employed by rail-
roads is that bonds shall not exceed three times the capital stock
outstanding, which would roughly approximate the "75 per cent of
property" restriction. * The latter propetty clause, already re-
ferred to, is a more direct and satisfactory measure of this factor.
Since the amount of stock is usually stated at par in such a clausei
it is a very unsatisfactory measure of stockholders' investment. 2
Furthermore, the funds obtained by the sale of stock might be in-
vested in undesirable assets, such as the speculative stocks of other
railroad companies, which would be a most unsatisfactory basis
for issuing bonds.

After acquired,clause: removal. Quite logically, if a corpora-
tion is permitted to expand its debt under an open-end mortgage,
any subsequently acquired property should be added to the original
security. Such an absorption of later property is effected by an
"after-acquired clause." This provision might appear even in a
closed mortgage. After incurring a debt, an industrial concern
might erect, with the aid of surplus earnings, new plants which
were better located and more efficient than the old. An after-ac-
quired clause would prevent an impairment in the safety of a bond
issue of this sort.

Such an all-enveloping lien, if balanced by an open-end feature,
should not be bothersome to the corporation under any ordinary
circumstances. If the open-end privilege were limited, however,
and that limit were reached, then the corporation would be faced
with a lien which would engulf all new property but offer no means
of financing it. If borrowing becomes sufficiently desirable, the
obstacle of the after-acquired clause must be removed or else sur-
mounted by indirection, provided that a junior lien is impractical.
Considering first the methods of removal, we find that three are
possible:

1. The simplest and most common method is the redemption,
if it is assumed that the issue is callable, of the bond issue which
is acting as an impediment. The necessary funds to effect the re-
demption are provided by the proceeds of the large new issue.
While this course involves some trouble and expense, it may actually

increase was desirable is indicated by the fact that by 1935 the total out-
standing amounted to $234,000,000, although its debt was not regarded as ex-
cessive nor its growth ended.
23 This restriction is found in the New York Central & Hudson River Rail-
road Co. refunding and improvement 4t's of 2013.
The reasons why par value is an unsatisfactory measure of the stockholders'
investment were stated on p. 87.
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be profitable. If the company has grown and prospered—as new
financing would tend to imply—its credit may have improved to
the point where the new borrowing will cost less than that being
retired, to say nothing of the greater attractiveness of a larger
issue to investors who are interested in marketability.

2. A method of considerably greater difficulty, because it would
involve obtaining the consent of the individual bondholders,
would be the exchange of the old bonds for those of the new issue.
Unless the corporation were willing to offer some tangible consider-
ation, such as increased interest or cash bonus, exchanges would
probably be slow, even though the new bond had intrinsic advan-
tages, such as greater marketability, which would make it slightly
better than the old. Mere inertia and indifference would prevent
some bonds from being exchanged. The trouble involved in ob-
taining exchanges from many scattered bondholders is consider-
able in any case.

If all but an insignificant portion of the offending bonds were
exchanged, these few might not interfere with the substantial suc-
cess of the proposed new issue. The indenture of the new issue
could provide that no other bonds of the old issue should ever
be sold thereafter—in other words, "closing" it. A sufficient amount
of the new bonds might be reserved to be sold to pay off the un-
exchanged bonds when they came due. And, finally, the old ex-
changed bonds might, if their indenture did not require cancella-
tion, be deposited as collateral security for the new issue. In case
of any subsequent default upon bonds so secured, the collateral
would be seized and would, to an extent limited only by their
amount, give ranking equal to that of the unexchanged bonds.

3. 'The last method and the least likely of use would be to ob-
tain the consent of the old bondholders to a modification of their
indenture, so as to permit the additional issue. % Because the con-
sent of individual bondholders is required, this method is open to
all the objections of the preceding one, plus the fact that the con-
sent may have to be unanimous unless a specific provision permits
modification by some very large majority.

In order to indicate his consent, a bondholder would have to sub-
mit his certificate to the corporation for proper endorsement, which

" Even the modern tendency of preparing for all eventualities does not
ordinarily provide for concessions likely to weaken the position of the bonds.
Thus, the New York State Electric & Gas Corporation first mortgage gold
bonds indenture was amended at the time of issuance of the 4t per cent series
due 1980 to permit subsequent modification if all prior series should be retired
and 85 per cent of the principal amount of the outstanding bonds should con-
sent. However, no such modification would permit the extension of the time
of payment of the principal or the interest, or a reduction in the rate of inter-
est, or the creation by the company of any mortgage lien ranking prior to or
on a parity with the lien of the mortgage of the issue in question.
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is stamped upon the bond.. Bonds whose holders have consented
to some modification of their original contract with the corpora-
tion in this or some other matter are commonly called "stamped"
bonds. >

After-acquired clause: avoiding by indirection. These three
solutions represent a direct frontal attack upon the problem cre-
ated by an after-acquired clause in a bond issue which either per-
mits no bonds to be sold or else so small an amount as to be un-
satisfactory. Other solutions are possible through indirection.
They are generally simpler than the last two alternatives and will
appeal to the management whenever they are cheaper than the
solution of redeeming the old bonds. This second group of solu-
tions consists of the use of the purchase money mortgage, financing
through a subsidiary, financing after a consolidation which wipes
out the identity of the old company, and the lease.

1. Purchase money mortgage. 'This mortgage, as its name im-
plies, is given to the vendor as a part of the purchase price of the
property which the mortgagor acquires. (If the mortgage is large
enough, it could be made the security for a purchase money mort-
gage bond issue, which the vendor could sell to realize cash.) Such
a vendor's lien precedes the claim which any of the purchaser's
bonds might have because of an after-acquired clause. Since the
old bondholders have as much security as before, plus a claim on
any excess value which the new property may have over and above
the purchase money mortgage, they are not ordinarily injured but
bettered. Occasionally unprofitable additions might impose a debt
burden which would impair the general credit strength of the cor-
poration. This hazard is so small that many strictly drawn in-
dentures forbiddi%g other funded debt specifically permit purchase
money mortgages.

Since the purchase money mortgage is one variety of "piecemeal"
financing,- the question arises as to the reason for its use. Even
though a closed mortgage did not make the device necessary, the
small size of the transaction might make the creation of additional
bonds of a large general issue very cumbersome. Or the property

" For example, 33i per cent of the notes of each maturity of the Chicago and
Western Indiana Railroad equipMent gold 6's due 1920-1935 were stamped
as subordinate in lien through a supplemental agreement.

27 Purchase money mortgages might, however, by being issued for a larger
proportion of the value of the acquired property than the indenture of the
major bond issue would permit for bonds of that issue, reduce the ratio of
security to bonded debt. To prevent this possibility, the indenture of the In-
terstate Power Co. (Delaware) first mortgage gold bonds requires that, where
properties subject to prior liens are acquired by the company or a subsidiary,
an equal amount of bonds must be withheld out of the amount otherwise
issuable under the open-end provision until such prior liens are provided for.
Furthermore, the total principal amount of such prior liens may not exceed
25 per cent of the principal of outstanding first mortgage bonds.
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being acquired might have special appeal as security, making pos-
sible a lower interest rate on funds borrowed to acquire it. For
example, an industrial corporation engaged in a hazardous indus-
try might use the purchase money mortgage to advantage in buying
a well-located office building.

2. Financing through subsidiaries. A corporation may create
a second corporation, the stock of which it purchases. When not
forbidden by the indenture, it could sell the bonds of this subsidi-
ary company to the public to finance either the construction or the
purchase of the desired company. Again there is the objection of
piecemeal financing, although in some instances the project—es-
pecially when large enough to warrant the formation of a sub-
sidiary corporation—may be sizable enough. Very often property
so segregated in the hands of a separate corporation has certain
advantages as security for a bond issue, as in the case of an office
building for an automobile manufacturer or an important terminal
building for a railroad. In such a case as the latter, an independent
corporation would offer a convenient method of sharing the re-
sponsibility for a terminal among a number of railroads. Several
roads would own stock in the terminal-owning corporation in pro-
portion to their respective interests in the enterprise.

3. Consolidation. A third possibility is that the corporation
might sell out its properties to another. The stockholders in the old
corporation would receive shares in the new one, which would then
acquire the various properties subject to any existing debts, se-
cured or otherwise. The new corporation is said to assume the
debts of the old. However, it is not bound to submit all of its sub-
sequent property additions to the effect of the former company's
after-acquired clause, and so it could plan its future financing with-
out restrictions. © A stumbling block might exist, however, in the
form of restrictions which would either require the bondholders'
consent to the sale of properties, an unusual provision, or require
the corporation to bind any successor to the restrictions of the in-
denture.

Whenever the open-end is wise policy, the unlimited form is most
likely to serve the interests of both the corporation and the investor
best. The corporation is assured of simplicity and economy in its

2 Fletcher writes: "The cases sustaining and extending after-acquired clauses
in .corporate mortgages and deeds of trust, do 'not go to the extent of holding
that, under the usual after-acquired property provision, the, lien of such a
mortgage or deed of trust, on consolidation of a mortgagor corporation with
another, spreads to the property contributed by the other constituent.' . . .
It follows, therefore, that the usual effect of a sale of railroad company's
property, covered by a mortgage having an after-acquired property clause, is
to terminate the operation of such clause." W. M. Fletcher, Cyclopedia of the
Law of Private Corporations (Chicago: Callaghan and Company, revised and
permanent edition, 1931), Vol. 7, Sec. 3110, p. 253.
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capital structure, and the investor is assured of the greater security
which usually goes with a lien of greater coverage. It is assumed
that with an unlimited open-end the benefits of the after-acquired
clause will be granted as a matter of course. Pursuing the argu-
ment to its reasonable conclusion, we may say that the well-drawn
indenture should provide that any successor cor}zaoration might also
issue bonds subject to the ordinary restrictions. ?

Although avoidance of the after-acquired clause by consolida-
tion would appear an evasion of the spirit of the original indenture,
it would be well to remember that the amount of property pledged
remains undiminished, even though its title is now vested in a new
company. This company might, it is true, with its greater freedom
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Figure 8. Mortgage Map.

to incur debt, do so on a scale that would reduce the standing of the
old bonds.

4. Lease. Instead of purchasing the desired property, a corpo-
ration might rent it for a period of years under a lease contract.
By this arrangement the need for financing might be eliminated,
since the property is already in existence and operating—as is
ordinarily the case where the lease is used. The lessor, if it leases
its entire property, ceases to be- an operating company and merely
collects rentals, which it distributes among its security holders.

An unusual application of the lease idea is very commonly em-
ployed in financing railroad equipment. Since rolling stock is per-

" The working of such a clause may be studied in the history of the Com-
monwealth Edison Co., which serves the city of Chicago. The Commonwealth
Electric Co., in an indenture created in 1898, used both the open-end and the
after-acquired clause, the former with no limit upon the total authorization.
Any successor corporation by consolidation was permitted to issue bonds if it
observed the original restrictions. In 1907 the Commonwealth Edison was
formed by a consolidation, with the Chicago Edison Company, and the priv-

ilege was used until in 1931 the total had grown to $165,000,000, as compared
with but $8,000,000 of issues by the Commonwealth Electric Co.
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sonal property rather than real property, which is the ordinary ob-
ject of a mortgage lien such as this chapter has considered, the dis-
cussion of equipment securmes is deferred to the next chapter

Mortgage bond titles.’® Certain other bond titles are very fre-
quently used for mortgage bond issues. These may be described to
advantage in connection with Figure 8, which shows the property
of a hypothetical railroad with a system of bonds which is the out-
growth of piecemeal financing. The map shows two separate under-
lying divisional liens on the property, one between New York and
Philadelphia and one between Philadelphia and Pittsburgh. Such
senior issues upon parts of the property would be expected when
the two parts of the road are separately constructed and then con-
solidated at a later date. Because of their priority over later
mortgages, they are senior and underlying. The "undetlying" chat-

acter is appropriately preserved in such a plctomal chart, where
the liens are ranked from the bottom to the top. >’ Because these
first mortgage bonds are on divisions of the whole, they are also
called divisional liens. Bonds so named are expected to have a
first mortgage claim.

Later, after these two original companies were merged, improve-
ments might well have been financed by such a mortgage issue
as the New York and Pittsburgh general mortgage bonds. 2 In-
stead of "general mortgage," these bonds might have been called
"second mortgage," "consolidated," "consolidated and improve-
ment," or "first consolidated," for reasons that are obvious from
the context. Note that the word first, as in the title "first consoli-
dated," does not necessarily mean a first mortgage, although a hasty
reader might gain that impression.

Titles—for example, "improvement"—may refer to the purpose
of the issue in such a vague manner as to be without any real
descriptive value. Where, as in the case of the title "terminal,"

" While mentioning that real property is ordinarily meant when a "mort-
gage" bond is spoken of, it might be well to add that the term real estate
mortgage bond or real estate bond is generally confined in the financial ver-
nacular to bonds secured by real estate used for residential, office, and some-
times store purposes. The adjectives industrial, railroad, or publlc utility are
employed when the realty is used for manufacturlng, rallroadmg, or any of the
several utility services, respectively.

"This scheme of pictorial representation of liens is utilized in White and
Kemble, Atlasand Digest of Railroad Mortgages (New York: White and
Kemble).

"The general mortgage bonds of the Central New York Power Corporation
illustrate the nature of this type of obligation. The company was formed
in 1937 to consolidate 12 companies operating in central and northern New
York State. The first issue under the indenture consisted of $48,364,000 of
32's due in 1962. $36,364,500 of bonds of the former companies were redeemed
from the proceeds, leaving the issue subject to $13,421,500 principal amount of
underlying liens.
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the nature and purpose of the issue are clear, the title may be use-
ful. Since a railroad may not change its terminal easily in a large
city, such property is likely to be valuable security, especially if it
could be profitably turned to other uses as city real estate in case
of seizure and foreclosure.

Returning to the illustrative mortgage map in Figure 8, we see
that the railroad has extended its line westward from Pittsburgh
to Chicago. If this construction were carried out by the same com-
pany, it might create for the purpose a new bond issue—an es-
pecially simple and probable procedure if the general mortgage were
closed. This fourth bond issue could be made a first mortgage on
the new road and a third mortgage on the existing lines. Although
such an issue would be technically a "first and third" mortgage,
a much more likely title would be "first extension 'mortgage" or
"first and general mortgage." By this time the corporation might
have decided upon an open-end issue that could care for later im-
provements and also simag]ify the structure by refunding the older
bonds as they came due.”™ Such an issue could be called "refund-
ing and improvement." Or, if the magic word "first" were desired
in the title, then "first and refunding” could be used, as shown in
the figure." The bonds would be a first lien upon the new lines
and would be used for refunding as the old bonds matured or were
called. As prior liens are paid off, this junior claim moves up and
takes their position. % Thus both the New York and Pittsburgh
general mortgage bonds and the New York and Chicago first and
refunding bonds would improve their position with the retirement
of the divisional liens. Were the refunding to occur at once by
calling all underlying mortgage bonds and paying them off from
the proceeds of the newest issue, the word "refunding" would be
gratuitous, and that most pleasant sounding title, "first mortgage,"
could be used immediately.

An example of such a situation is found in the Washington Gas Light
Company refunding mortgage gold bonds, 5 per cent series due 1958, which
were issued in 1933. The description states that, after the payment of certain
other bonds from the proceeds of this issue, it will be secured by a direct mort-
gage on all of the company's fixed property and on substantially all outstand-
ing stocks and bonds (except $1,000,000) of subsidiaries, subject to the liens
securing $5,199,500 general (now closed first) mortgage bonds due 1960 and
$1,500,000 6 per cent mortgage bonds (closed) due 1936. The refunding mort-
gage will permit the issuance of bonds to refund the underlying bonds matur-
ing in 1936 and 1960.

The titles of the Consolidation Coal Company's refunding sinking fund
gold 4i's of 1934' and its first and refunding mortgage sinkino- fund gold 5's
of 1950 are of interest in this connection. The former is actually a first mort-
gage on certain properties; the latter, while also first on some property, is sec-
ond on those other properties given to secure the refundin' 44's.

"The Central Railroad of New Jersey general 4's and 5's of 1987 and the
St. Paul Gas Light Co. general mortgage gold 5's of 1944 are examples of jun-
ior liens becoming first liens through the retirement of senior issues.
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The word "refunding" in a bond title suggests future improve-
ments in investment standing through that process. Lest this hope
prove illusory, a bond indenture should require that the underlying
bond issues be retired upon their maturity and not extended.
Dewing cites the huge refunding and improvement mortgage of
the New York Central (dated October 1, 1913, and due 2013) as
an example of failure to observe this principle. % Although by
name a refunding issue, the underlying bonds may be extended, at
the option of the company, until one month before the maturity
of the issue in September, 2013. The right to extend is sometimes
desirable, because, in an emergency such as the railroads faced in
the 1930's, it may be easy to get bondholders to extend a prime
underlying mortgage bond at maturity but difficult to raise the
money to pay them off by selling available junior security issues
of weak standing. Extension may be, however, not a matter of
necessity but merely a means of saving a small amount of interest
by keeping an old mortgage alive.” A corporation desirous of
maintaining its general repute and credit will avoid misleading
the investor by an evasion of the spirit of the indenture, and prop-
erly drawn indentures will minimize the opportunities for lapses
in corporate morality.

The admonition of the Investment Bankers Association Commit-
tee to members indicates why reference should always be made to
an exact description of the lien z13r81d why reliance should not be
placed solely upon the bond title:

One of the eatliest matters considered by the Association in connection
with circular practice is that of bond titles, as it appeared that exactness
was not always observed in this respect. The term 'first mortgage' was
more or less abused, and such terms as “refunding,' consolidated,' etc.,
were used more or less indiscriminately without much regard to their tech-
nical meaning. Also, bonds of holding companies were put out with titles
which tended to give the impression that they were secured on property
rather than on stock and bond collateral. Attention having been called to
this point and discussion having taken place, it is probably fair to say that

" A.S. Dewin . Financial Policy of Corporations (New York: Ronald Press
Co. rev. ed., 1926), p. 125.

"The Atlantic City Railroad Company first extended gold 5's of 1954 and
the Philadelphia and Reading Railroad prior lien gold 41's of 1943 provide ex-
amples of extension for this purpose. The latter issue originally matured in
1893 and was extended to 1933 and then re-extended to October 1, 1943. In
1933 the interest was reduced from 5 per cent to 4i per cent, and holders were
given the option of having their bonds purchased at par and accrued interest
by the railroad or a subsidiary. Any purchased bonds were also extended.

" Report of a Special Committee on Bond Circulars to the Board of Gover-
nors of the Investment Bankers Association of America, The Preparation and
Use of Bond Circulars, pp. 3-4.

The description of the lien of the Seaboard Air Line first mortgage 4's of
1950 indicates that it is a first mortgage on 243 miles of road, a second mort-
gage on 1,656 miles, and a third mortgage on 543 miles.
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practice in this matter has improved, and work is still fgoing on among
members of the Association which cannot fail to be useful for the future.
In this matter, two things need to be considered. One is the legal mean-
ing of the description used in the title, and the other is the impression
w%ich will be made on investors. It is extremely useful in all this con-
sideration of circulars and circular material to keep the point of view of
the average and somewhat uninstructed investor in mind. Anything which
gives him a wrong imptession should be avoided."



CHAPTER 7
CORPORATION BONDS (Continued)

TURNING to that class of bonds which are secured by per-
sonal property, we find two chief subclasses—the collateral
trust bond and the equipment trust obligation. (The latter is
not a true "bond" but is a credit instrument by legal indirection,
as will be pointed out shortly.) On rare occasions other forms
of personalty are pledged as security. Obligations secured by
collateral and by equipment are much less used and less important
than those secured by realty. Nevertheless a description of their
character is essential for an understanding of both the complexities
of financial practice and the principles they suggest.

Collateral Trust Bonds

General nature. Collateral trust bonds are secured by the
debtor corpor ‘on2s.Aeposit_of either'stOcks or bpfids ot both,
Listee. In the event of any default upon the bonds so
secsered;--thiredllateral can be seized and sold. As in the case of
mortgage bonds secured by real property, any excess received upon
the occasion of the sale goes back to the corporation to pay other
creditors, while any deficiency becomes a general unsecured claim.
As stated before, the term mortgage bond is employed here in the
usual sense to mean a bond goairerEfTeal property.” Collateral
for &a Collatefal trust bond may be pledged, however, by the use
of a mortgage instrument, which would be known at law as a
chattel mortgage.”
Although indivicival collateral trust issues may enjoy premier
investment rank, their general investment repute as a class falls
below that of mortgage bonds. This lower standing is attributable

 In the latter class would be the Copper Export Association three-year
secured notes, issued in 1920, for which warehoused copper metal was pledged
as security. Even this case could hardly be regarded as more than an excep-
tionally long-term bank loan, designed to enable the copper producers to finance
the carrying of disastrously heavy inventories. Characteristically, inventory
is more suitable security for a bank loan than for a bond issue. By pooling
this load of excessive copper inventories and preventing its being dumped on
the domestic market, price demoralization was prevented. At the same time
the proceeds of the loan strengthened the financial positions of the associa-
tion members. Since the agreement was to sell the deposited copper for export
trade only, the association was exempted under the Webb-Pomerene Act from
antitrust law restrictions.

141
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to the fact that stocks are ordinarily used as collateral security.
Although such security will vary in quality with the amount and
investment standing of the stock deposited, it is ordinarily of sec-
ond grade because the stocks themselves are generally junior to
the claims of the bonds of their respective companies.

The situation may be illustrated by taking a hypothetical case
in which the apparent paradox of a collateral trust bond with se-
curity three times its claim is shown to be less secure than a first
mortgage, or even an unsecured, bond supported by property worth
but twice its claim. Suppose three corporations, A, B, and C, cach
with property worth $100,000, have bond issues outstanding for

Co.D
Holding Company

$ 100,000
Stock

$ 50,000
Collateral Bonds

Operating Companiep

$ 50,000 Stock $ 50,000 Stock $ 50,000 Stock
$ 50,000 Bonds $ 50,000 Bonds $ 50,000 Bonds
Co. A Co. B Co.C

Figure P. Ramking of Collateral |Trust [Bonds.

$50,000 apiece, as shown in Figure 9. The $50,000 of stock of
each company is owned by Company D, which pledges all of it
for a $50,000 collateral trust bond issue. The stocks used as col-
lateral are worth three times the amount of the debt they secure,
but in case of trouble the first mortgages on each property would
have to be satisfied before any distribution could be made to the
stockholders of the respective companies. The sole property *of
the holding company, D, the issuer of the collateral trust bonds,
consists of this stock. Consequently the fate of D's bonds rests
upon the fortunes of the deposited stocks. If the property of this
system is regarded as a unit, the several claims would rank in this
order: (1) the mortgage bonds of the three companies, A, B, and
C, (2) the collateral trust bonds of Company D, and (3) the stock
of Company D, which would be held by the public. If the mort-
gage bonds themselves had been pledged instead of the stocks, or
if the three operating companies had had no bonds outstanding,
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then the collateral trust bonds would have enjoyed first rank. 2

A possible advantage of the collateral trust bonds as compared
with the mortgage bonds in this illustration would lie in the greater
diversity of the property securing the former than that securing
any one of the latter. Two of the operating companies might even
fail so badly that their bondholders would suffer losses, while the
third could be so successful that its stock would be sufficiently valu-
able to pay the collateral trust bonds in full. This diversification
factor and its influence upon safety should be kept in mind in any
analysis of a collateral trust issue. In most instances, however,
the several operating companies are so much alike that circum-
stances which cause the failure of one, such as a business depression
or the weakness of a particular line of industry, are likely to under-
mine all at the same time.

Kinds of collateral trust bonds. The qualities of collateral
trust bonds, as well as the reasons for their issuance and their cus-
tomary protective restrictions for the benefit of the bondholder, are
best discussed in connection with the various types of issue, rather
than in the abstract fashion of the preceding section. A roughly
satisfactory classification may be made on the basis of the kind
of collateral employed, as follows:

1. Bond collateral.

(a) A variety of small issues of subsidiary corporations
which are controlled by the corporation selling the
collateral trust bonds.

(b) Mortgage bonds of the issuing corporation.

(¢) Investment issues of unrelated corporations.

2. Stock collateral.
(a) Stocks of allied or subsidiary corporations which are
held for control.

(1) Where the debtor is a holding company rather
than an operating company and the stock
collateral is the only security that it could
offer.

(2) Where the debtor is an operating company
and the stock to be used as collateral has
been purchased as a step in the direction of
control and possibly merger. Or the pur-

= The possibility of high credit standing is illustrated by the rating accorded
to the debenture bonds, and formerly to the collateral trust bonds, of the
AmeriCan Telephone and Telegraph Company, which is primarily a holding
company, like Company D. On the other hand, the possible weakness of such
holding company issues was spectacularly illustrated in the crash of the Insull
empire, in which the bonds of Insull Utility Investments, Incorporated, the
topmost holding company, lost virtually all value.
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chase may represent a desire to make the
company an ally and create favorable work-
ing relationships
(3) Where the debtor is an operating company
and a subsidiary has been established for some
special purpose, so that the stock collateral
is coupled with a mortgage lien on the other
operating property.
(b) Stocks of unrelated companies which are held for
investment.

1 (a). Repackaging of small mortgage liens. 'The origin of the
collateral trust bond has been attributed to the need of railroads
to convert the small and relatively unmerchantable liens of branch
lines into a single large bond issui.’ In tie pirasco e he
sales departMeff, tfie goodstequired repackaging  ordert
WY market demand. The construction” of "the Uniza Paeific Rail-
road had been subsidized by the Unite States Government, which
took a second lien upon all the company's property. In 1873, in
order, to prevent impairment of this lien, Congress passed a law
prohibiting the Union Pacific "from increasing the bonded debt
of the property subject to this lien." As a result, the financing
of extremely necessary extensions and branches by mortgage bonds
with a general lien was made impossible. Hence subsidiary com-
panies were formed to do this building. Funds were advanced
by the Union Pacific from the current earnings and the sale of
capital stock to finance these subsidiaries initially, and 7 per cent
first mortgage bonds were accepted in return. In 1879, in order to
reimburse the treasury for these expenditures, 6 per cent collateral
trust bonds were sold to the extent of about $7,000,000, providing
the first example of this type of financing. Another like issue was
sold three years later.

The collateral trust device in this form has proved useful to
both railroads and public utilities. The interposing of a subsidiary
corporation between the new property and the major company even
has certain advantages over the more direct method of finance.
Because the new property is held by a separate legal entity, its
failure will not necessarily involve the parent company, since loss
may be limited to the original investment. If it becomes desirable
to sell a subsidiary, the parent company can usually obtain the
release of the securities of the subsidiary held by the trustee for the
collateral trust bondholders by putting up a suitable amount of
cash or new collateral and so effect a sale. Sometimes a special

"T. W. Mitchell, "The Collateral Trust Mortgage in Railway Finance,"
Quarterly Journal of Economics, 20: 443-467 (1906).
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or individual company is required by regulatory laws, as in Texas,
where steam railroad operations must be conducted by a Texas cor-
poration. Peculiar privileges may be enjoyed by a subsidiary com-
pany; for example, the Rock Island built the road of the Wis-
consin, Minnesota and Pacific under an old corporate charter which
exempted stockholders from the usual liabilities imposed by the
states through which its lines passed

From the standpoint of the bondholder, the chief problem is the
likely value of his lien in the event of trouble. If the mortgaged
properties have been profitable and capable of independent opera-
tion, as might be the case with independent public utility properties,
the position of the collateral trust bonds would be excellent.' In
fact, if the property behind the collateral continues to pay its way,
the collateral will produce the necessary flow of interest income to
pay the interest upon the collateral trust bonds, and the latter
would not need to default. If, however, the properties behind the
collateral are mere appendages of a major system, as in the case
of branch lines of a railroad, separate operation might be im-
practical. In the maneuvers of reorganizing a failed business, a
collateral trust issue secured by a lien on such secondary property
would tend to fare worse than senior obligations secured by main-
line property but probably better than unsecured obligations.

Protective provisions will vary with the situation but will be
framed toward the end of maintaining the original quality of the
security. Collateral of this type should be first mortgage, have a
total par at least equal to the amount of the issue which it secures,
and have an interest rate at least as high as that borne by the bonds
secured. In order to assure a consistent character for the collateral,
it might be required that only bonds of fully controlled subsidiaries
(one share more than one half of the voting stock being owned) be
used. In case any bonds used as collateral should default, the
debtor corporation should be required to substitute other and suit-
able bonds for those deposited or else retire by purchase an equal
amount of the secured debt. Because of the intimate relation be-
tween the debtor and the subsidiary corporation whose bonds are
being used, such a provision would lack much of the force it would
have were the two companies independent. As long as the system
was solvent, the debtor corporation could and would be likely to
lend assistance to the weaker subsidiary members in the form of
loans sufficient to pay interest in order to prevent any actual de-

1bid.

Examples of the pledge of practically all outstanding bonds and stocks of
subsidiaries are the Community Power & Light Company first mortgage col-
lateral 5's of 1957 and the Federal Public Service Corporation first lien gold 6's
of 1947.
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faults. Default upon one of the subsidiary bond issues would
create the greater burden of substituting a principal sum equal
to the full amount of such bonds used as collateral.

1 (b). Secured by mortgage bonds of the issuing corporation.
Sometimes an open-end mortgage has been drawn in such detail
that the management has been embarrassed by subsequent condi-
tions, which render the original terms unsuitable. At the time the
original terms of the indenture were framed, a normal coupon rate
and a long maturity may have been satisfactory. The indenture
might stipulate a maximum coupon rate and a single maturity for
the future as well as the initial financing. If interest rates rise
substantially by the time later financing becomes desirable, an
ordinary coupon rate might entail selling the bonds at too substan-
tial a discount. Furthermore, if the high interest rates seem to be
a temporary condition, a long maturity would mean binding the
company to that high capital cost for an unduly long time. Under
these circumstances, to use the open-end issue for the needed financ-
ing would be uneconomical. By depositing the permitted amount
of open-end bonds as collateral, another issue, even though for
only a smaller amount, can be created with terms as to interest
rate, maturity, and call features which will fit the situation.

The deposited bonds will ordinarily exceed the secured issue as
to par value, but their market value will often not be greatly dif-
ferent from the total of the secured collateral trust issue. The
lower coupon rate of the bonds used as collateral accounts f or their
lower market price as a percentage of parity. If the collateral
does have to have a greater par value than the bonds which are
secured by it, any limitation of the original indenture upon the re-
lation of bonds to added property will be even more restricting
with respect to the amount of the collateral trust issue. Thus, if
bonds of the open-end issue were limited to 75 per cent of the new
property additions, then $750,000 of such bonds could be created
upon a $1,000,000 addition to property. Then, if only $800 of 7
per cent collateral trust bonds could be issued for every $1,000 of
the 5 per cent open-end mortgage bonds, the issue would be limited
to 80 per cent of $750,000, or $600,000. However, this loss of bor-
rowing power does not appear so extreme in view of the fact that
the price of §750,000 of 5 per cent bonds would be low in a de-
pressed market and they would probably not realize much more
than the sum derived from the smaller collateral trust issue.

An unusual way of meeting the problem outlined would be to issue $750,000
of 7 per cent bonds under the open-end mortgage itself but secure the extra
2 per cent interest under a supplemental indenture as a second lien. In 1923
the Ilinois Central Railroad sold $13,447,000 of its refunding mortgage bonds.
The mortgage under which the bonds were issued was dated November 1, 1908,
and by its terms the coupon rate was limited to a rate not exceeding 4 per cent,
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Since such collateral trust bonds are secured by mortgage bonds,
they enjoy the same priority as the mortgage bond. When they
are secured by a greater par value than their own, they even enjoy
an advantage in case of trouble. A bond with such security is a
collateral trust bond in name only and is exceptional. The equiva-
lence of this particular type of collateral trust bond with the mort-
gage bond may be indicated in the title. The bonds might be called
"first mortgage collateral trust" or "first collateral trust lien."
Titles, particularly unusual ones, are often vague if not inaccurate,
and the actual security will need to be examined in every case before
any opinion as to the character or quality of the lien can be formed.

1 (c) and 2 (b) Investment collateral trust issues. When a cor-
poration owns either stocks or bonds solely as a matter of investment
interest, the more reasonable course in case of a need for funds would
appear to lie in reselling them rather than in pledging them as col-
lateral for a bond issue. By so doing, the risk of later losses would
be eliminated, a hazard which is increased by the added presence of
a bond issue with its fixed charges.

The possible explanations for employing a bond issue rather than
selling out investments are two: first, that the income from the col-
lateral is greater than the cost of borrowing; and, second, that the
price of the security owned is so low that, when the possible profits
of future appreciation are added to the ordinary income, the bor-
rowing appears cheaper. In either case the potential profit from
using collateral trust bonds instead of selling the investments should
be sufficiently large to compensate fully for the risk of the operation.
Stock investments ordinarily offer the holder a greater potential
profit; bond investments offer the more certain profit, if any. When
the need for cash happens to be temporary, issuing collateral trust
notes, maturing in three to five years, might be preferable to selling
a well-selected and desirable list of investments, only to repurchase
them later.

the going interest rate at the time the first bonds were issued. In 1923 these
bonds would probably have sold in the neighborhood of 80. A 5 per cent
coupon was attached to the new bonds, interest at the rate of 4 per cent and
the principal being secured under a supplemental indenture by the refunding
mortgage and the additional 1 per cent by a second lien subject to the refund-
ing mortgage. These new 5 per cent bonds were sold at 99.

Another instance in railroad finance of this same procedure was the Southern
Railway development and general mortgage bonds. An issue of $30,000,000
was sold in 1922 under a mortgage created in 1906 which limited the rate of
interest to 4 per cent. The new issue bore a 61 per cent coupon, and the 2i
per cent was secured by a supplemental indenture, which, although not giving
mortgage security, covenanted that, in case a new mortgage were placed on the
properdty at a later date, this interest obligation should be equally and ratably
secured.

The security of such a bond is imperfect and is justified only by the practical
necessities of a situation created by a mortgage which should have been drawn
with greater foresight in the first instance.
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Ordinarily the best practice for corporations is to invest temporar-
ily idle funds in such a manner that they can be readily reconverted
into cash without appreciable danger of loss. Some of our very
large and wealthy corporations have seen fit to invest considerable
funds as a permanent rather than a temporary policy.7 Without
attempting to weigh the merits of such a policy at this point, it might
be noted that, if such commitments provide a more stable income
than that derived from the business, something might be added to
the credit rating of the corporation.

The particular type of collateral trust bond just discussed is now
rarely used except by investment companies. Because investment
trusts are purely financial institutions, their problems are not ordi-
narily treated in a work concerned with business finance. (The in-
vestment trust offers its own stocks, or stocks and bonds, to the pub-
lic as investments and gives the benefits of diversification and pro-
fessional investment skill.) Should trading on equity appeal to the
management of such an investment institution, it would be actuated
by the same motive as stated in Chapter 6, the hope of profit, either
through added current income or from appreciation sufficient to
compensate for the risk incurred in putting out a bond issue of its
own.

Protective provisions for this variety of collateral trust bonds
would attempt to guard against deterioration of the collateral. The
purchaser of the bonds might, however, be content to assume the
risk of depreciation in the original collateral during the life of his
bond. This attitude would be most likely in the case of diversified
bond collateral of good quality. A very mild provision requiring
that new bonds be substituted in the event of default of any issue
might be regarded as sufficient.

More stringent provisions would be reasonable where the collateral
was more speculative, as in the case of stocks. Since the investment
type of collateral being discussed would very generally have a fairly
active market and the current price would be readily ascertainable,
the maintenance of its total market value in excess of the bond issue
might be stipulated. The amount of the original margin of protec-
tion would presumably be governed by the quality of the collateral
and the conditions at the time of issuance. The poorer the quality
and stability of the security, the higher is the margin of excess col-
lateral likely to be required. Similarly, the more inflated the gen-
eral security market, the greater is the need for a large margin of
protection.

When common stock is used as collateral, a requirement of as
much as $1,500 or $2,000 of value behind every $1,000 bond issued

This question of the retention of funds not required by the immediate
demands of the business is discussed in Chapter 21.
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would not appear excessive under ordinary conditions. Failure to
maintain a certain minimum margin of security, which might be less
than the original proportion, could be made to constitute a default,

which would permit seizure and sale of the coﬂateral by the trustee,

although such a provision would be unusual. ¥ The failure of the
income from the collateral to maintain a certain minimum ratio to
the interest charges might likewise be made a test of adequacy, but
the fact that the market value usually anticipates any reduction in
dividends or default in interest explains why such a second test
might be regarded as of doubtful virtue as compared with the first,
and so valueless.

The relatively infrequent use of even the former requirement—
namely, that a given market value of collateral be maintained—
even when the value is readily ascertainable, may be explained in
three ways. First, market fluctuations are felt to be too often the
result of temporary conditions. Sometimes rather considerable
changes in stock prices result from market conditions that have little
relation to changes in property values or earnings behind the secur-
ities. Second, there is the extreme difficulty of finding any standard
for maintaining collateral that would not at some time during the
normal life period of a long-term bond work some injustice. The
business cycle, for example, produces extreme depression in both
market prices of securities and in corporate earning power from time
to time. Any unreasonable severity toward the debtor corporation
during a period of temporary difficulty would threaten not only the
well-being of the corporation but also of the bondholders. Bond-
holders would be unwise to precipitate a default when leniency for
a short time would permit a restoration to normalcy. In the third
place, the bondholder often appears willing to ablde by the results
of a single original evaluation of the collateral.’

In view of the difficulty of creating arbitrary standards for col-
lateral, the unwillingness of bondholders to permit substitutions of
new for old collateral may be appreciated. While equivalence of
market value can be required in substitutions, it is virtually impos-
sible to draw a protective clause that will insure equivalent quality
in making collateral changes. '°

See pp. 151-152 for provisions in a similar situation.

> Analogies with short-term bank loans secured by collateral are likely to be
misleading. Fundamental differences are that (a) the longer maturity of the
bond issue means that the collateral is almost certain to encounter a period of
depression and greatly reduced market value, (b) the scattered bondholders
acting through a trustee cannot act with the promptness and skill of a single
bank lender, and (c) the large amount of the bond collateral in perhaps a
single or very few issues makes liquidation difficult as compared with the diver-
sified collateral of the typical large loan by a bank.

" The various restrictions upon substitutions and withdrawals and the pro-
cedure as to valuations and approval as to class and kind of collateral upon
substitution may be studied in the indenture of the Alleghany Corporation
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2 (a) (1). Secured bonds of holding companies.  Although pure
holding companies occasionally own bonds, the great bulk of their
assets consists of stocks of controlled companies." When *secured
bonds are issued, stock collateral is the natural security. The pur-
poses and the methods of the holding company are discussed later,
but it is appropriate to note here that its most important use has
been to acquire and hold control of public utility properties.

The differences between collateral consisting of stock of con-
trolled companies and investment securities are considerable. Be-
cause a market is lacking for stocks so completely held, no clues may
exist as to the independent value of the former type of collateral.
The earnings of the whole system are usually consolidated into a
single report, and the investment quality of the bonds is estimated
from the regularity and adequacy of the combined earnings rather
than from a study of the individual stocks pledged. Sometimes a
corporation has been able to sell collateral trust bonds without dis-
closing more than the dividend income which it collected from its
stock holdings, but this does not represent the best financial prac-
tice or the standard that will prevail under the Securities and Ex-
change Commission. Allowance is made in the investment market
for the risk entailed by the prior charges of the subsidiary or operat-
ing company bonds and preferred stocks which take precedence
over their common stock and so over the collateral trust bonds based
upon that stock. Theoretically, it is possible that no such prior
securities may be issued, in which case the common stock of the
operating companies would be entitled to all of the earnings, and
any collateral trust bonds secured by this stock would be a first lien.
Practically, mortgage bonds secured by the operating company's
fixed assets are a ready and inexpensive method of raising funds be-
cause of their superior repute, so that collateral trust bonds of .the
holding company are likely to have junior status.

2 (a) (2). Pledge by operating company of control or working
interest in stock with an independent market.  Stock collateral of
another type occurs when an operating company wishes to add to its
system or to secure an ally by buying control or a substantial block
of stock in another operating company. When a purchase of this
sort is made, the newly acquired stock is very likely to have a
market record which will indicate the value of the pledged securities.
Even more fundamental for the purpose of showing the long-run
value of such stock will be the financial statements which the newly
controlled corporation has issued and may continue to issue.

collateral convertible 5's of 1944. Changes in provisions may be made by the
corporation with the consent of the holders of 60 per cent of the bonds out-
standing.

"For exceptions, see footnote 5, p. 145.

"See Chapter 25 for a discussion of the holding company.
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A notable example illustrating this type was the purchase by the
New York Central of the Vanderbilt holdings of Lake Shore and
Michigan Southern and of Michigan Central stock in 1898 and 1900
through the issuance of 32 per cent collateral trust bonds secured by
the stock purchased. Mitchell, writing in 1906 on the use of the
collateral trust mortgage in railway finance, stated that the acquisi-
tion of other coml?anies was the chief purpose of collateral trust
issues in that field. "

The borderline case between this type of collateral 'and the pre-
ceding one is found in the company formed solely to acquire control
of two or more companies and to finance that purchase. The Alle-
ghany Corporation, formed by the Van Sweringen interests in 1929,
acquired substantial holdings in the New York, Chicago & St. Louis,
the Erie, the Chesapeake & Ohio, and the Pere Marquette, proposing
to unite these roads in the so-called Nickel Plate merger. Stocks of
all these railroads were well known and both active and marketable,
and they continued so after the purchases of the Alleghany Cor-
poration. They were deposited as security for the collateral trust
bond issues of the Alleghany Corporation. The collateral was of
the type just discussed in that it had a ready market and was sub-
ject to ready appraisal, but the company was of the pure holding,
rather than the operating, type.

The marketability characteristic creates a resemblance between
this type of issue and the "investment" collateral type. For this
reason considerable similarity is likely to be found in the form of
the bond in such matters as protective provisions. The Alleghany
Corporation agreed to maintain collateral with a market value of
one and one-half times the face, or par, value of the outstanding
bonds. If on any of the quarterly check-up dates a deficiency was
found, the company agreed to deposit an amount sufficient to bring
the security back to this minimum standard. The weakness of the
agreement is revealed by a reading of the indenture, which states
that a failure to maintain the standard does not constitute a de-
fault. The only penalty, if so strong a term may be applied, was
that no dividends might be declared on the common whenever the
150 per cent collateral value provision was not observed, and the pre
ferred dividend had to be omitted whenever the deficiency con-
tinued for 30 days. H

2 (a) (3). Pledge by operating company of stock of special sub-
sidiaries to make pledge of fixed assets complete. 'The third type of
stock collateral of a controlled company is usually of minor im-

" Mitchell, op. cit.

"The trustee retained all income from the collateral after July, 1931. Until
the 150 per cent ratio is restored, the trustee is authorized to vote the pledged
securities.
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portance. In certain' cases an operating company wishing to make
the security as complete as possible will include the stock of any
subsidiaries with the mortgage lien upon its directly owned plants
and other real estate. Thus, the Goodyear Tire & Rubber Company
first mortgage and collateral trust 5 per cent bonds of 1957 were
secured not only by the fixed assets but also by stocks of subsidiaries,
mainly the Goodyear Tire & Rubber Company of California and the
Goodyear Tire & Rubber Company of Canada, Ltd., the latter com-
pany being the largest rubber company in Canada. The bond cir-
cular for this issue stated:

The bonds will be the direct obligation of the company and will be
secured, in the opinion of counsel, by direct first mortgage upon fixed assets
(to be defined in the mortgage) of the company, now owned and hereafter
acquired, carried on the books of the company as of December 31, 1926,
at approximately $45,000,000 after depreciation, by pledge of stocks of
certain subsidiaries including stocks representing a net worth of over
$25,000,000 as shown by the books of the respective subsidiaries as of
December 31, 1926, and by pledge of obligations totaling more than
$20,000,000 representing advances to subsidiaries.

As in the case of all stock collateral, the value of this security may
also be impaired by unwise financing of the subsidiary company.
Since in this kind of situation the subsidiary is a minor unit and its
independent financing is not ordinarily so essential to economy as it
is likely to be in the types of situation previously discussed, an
agreement may be made that the subsidiary shall not be allowed to
create any prior obligations, at least beyond those already existing.
The company might also be reasonably expected to agree to acquire
and retain any further common stock issued by the subsidiary.

In general, where either stocks or bonds of controlled companies
are used as collateral, the grave danger exists that mismanagement
will permit the properties to deteriorate. They may be drained by
excessive dividends at the expense of adequate maintenance or over-
burdened with debt incurred to achieve too grandiose expansion.
Furthermore, once the fatal trend has been established, it may well
lead to destruction, because the means of interference by interested
bondholders are generally lacking even should the trouble be appar-
ent. As long as the properties or any part of them can bear the
total load, actual default will be avoided. When, and if, a break-
down does finally occur, the accumulated strain is likely to leave the
collateral trust bonds in an extremely weak position, especially if
they occupy a junior position, as they so frequently do.

Factors affecting credit standing. In order to finance to the
greatest advantage,, the corporation's management should under-
stand the attitude of the investment market toward its bonds. Three
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factors are recognized as determining the credit standing of the
collateral trust bond. The first, which is the most obvious and is

the one that has been chiefly commented upon here,istiip_m ..
and probable future value of the security pledged. When the issue
Igbeilig soldto the second-grade, or individual buyer, market, much
—generally too much—emphasis will be placed upon the current
value of the collateral at the time of the bonds' flotation. Where the
bonds are of sufficient quality to appeal to the high-grade, or insti-

tutional, market, primary attention will be given to the "probable

future value" of the collateral during the life of the bond.

The second factor, one which has had no mention thus far, is the
general credit of the issuing corporation. General credit standing
itray be inured by the rating which a debt obligation would have
without any specific pledge or lien. Almost always exercising some
degree of influence, it may at times be actually the more important.
When it outweighs the collateral as a source of strength, an unse-
cured issue may serve the needs of the corporation better. In such
a case the credit of the company instead of the collateral is the basis
for the standing of the bonds. The rule may be deduced that a bond
should be rated on the basis of the stronger factor, whether the
collateral or the general credit of the corporation. Of course, a
collateral trust bond can never be weaker than a general credit obli-
gation, because it can always fall back upon the position of general
creditor after exhausting the collateral.

The third factor affecting standing is subsidiary to the first and
consists of the protection provided by the terms of the indenture.
As already stated, proper protection consists in preventing any de-
preciation of the security or any substitutions in collateral which
might be injurious, as far as an indenture can accomplish that end.

Equipment Obligations"

Railroad equipment in the form of cars and locomotives, com-
monly called rolling  cksranks next after stocks and bonds as the
most popular form ofpersonal property used to secure corporate

The steam railroads of the United States in their re-
ert-s-to -the Interstate Commerce Commission showed about 5 per
cent of their indebtedness in this form of obligation in 1935.'

This special form of obligation was originally employed by rail-

roads experiencing difficulty in financing either because of their

= The most complete reference work on this subject is Kenneth Duncan's
Equipment Obligations (New York: D. Appleton-Century Co., 1924). Among
textbook discussions Dewing's 1926 edition is unique for completeness and
wealth of illustration. A. S. Dewing, Financial Policy of Corporations (New
York: Ronald Press, rev. ed., 1926), Book I, Chapter 7.

"See page 293.
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youth or their poverty. As its safety became apparent and the in-
terest cost decreased correspondingly, its use spread to strong rail-
roads also, so that since the turn of the century it has grown in use
and popularity. '’

Forms of equipment obligations. Three possible forms are
known: the equipment mortgage, the conditional sale, and the lease,
or Philadelphia, plan.” The equipment mortgage is a siMPTe cliaTtel
mortgage upon the equipment; rarely is it eployed. The condi-
tional sale arrangement is also but little used.”I'leeconditional sales
contract attempts to retain the title of the pro in the seller until
the buyer has completely paid for it under a partial payment; or
installment, plan. The weakness of this arrangement is that in
some states, such as Texas and Louisiana, a contract of this type is
not allowed to hold, so that if the debtor-buyer becomes financially
involved, bondholders under a mortgage with an after-acquired
property clause, or other creditors seeking an attachment, might set
up a claim which would prevent the vendor from repossessing his
property to satisfy his unpaid balance." As long as such a weak-
ness exists in any state, the danger will be present in the case of
movable property like railroad cars and locomotives, which may
wander into such a jurisdiction and thereupon become subject to
this disability.

Under the third, and now almost universally employed, lease plan,
the equipment is rented to the railroad until a sufficient sum has been
paid in rentals over a period of years to pay for the entire cost as
well as necessary interest upon it. Under this arrangement the rail-

"Equipment trust obligations outstanding for all classes of railroads in the
United States and their nonoperating subsidiaries are shown in the following
table:

Year Amount

1900 .. $ 60,308,320
1905 186,302,906
1910 353,341,578
1915 .. 370,878,115
1920 .. 652,781,388
1925 .. 1,079,025,694
1930 .. 984,437,860
1935 538,858,144

Source: Interstate Commerce Commission, Statistics of
Railways in the U. S. (annual). Figures in early years are
subject to some error, for the Commission found some roads
reluctant to report these obligations as debt on grounds
that liability was only for rental payments.

"Dewing takes the position stated above, strongly favoring the lease plan,
although he mentions a case where the conditional sale was permitted when
a railroad's credit was unquestionably high, while the Philadelphia plan was
insisted upon for roads with weak credit. Dewing; op. cit., p. 212. No good
reason appears for not employing the stronger form of instrument in every
instance. However, with the spread of installment selling in retail mer-
chandising, the laws relative to conditional sales have become more favor-
able to the creditor using that type of contract to repossess goods for which
payments are in default.
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road wishing to purchase cars and locomotives enters into an agree-
ment with the manufacturer, who builds the equipment according to
specifications. When completed, it is transferred to a third party,
a trustee, who has title to the equipment and leases it to the railroad.
The rentals are arranged so that a certain amount will be paid each
year upon the cost, together with a fixed rate of return upon any
unpaid balance. These payments are made to the trustee for the
benefit of certificate holders, the certificates having been sold to pay
off the manufacturer, In order to create a margin of safety for
these investors, an original down payment, of say 15 per cent, will
usually have been made by the railroad.

Since the investor is not legally a direct creditor of the railroad
but a part owner in certain leased equipment held by a trustee, his
instrument is not a bond but an equipment trust certificate, and his
income is not interest but a dividend, or rental, payment. However,
to compare such an obligation with ordinary common stock is mis-
leading. The obligation of the railroad to pay a stipulated rental
is as clearly a fixed charge and as much a liability as that to pay
interest upon a bond. To default upon a rental payment would
have the same effect as the similar failure to pay interest,,for in-
solvency would result. Through the creation of the trust, then, the
ceififiate "owners are the beneficiaries of a fixed claim upon the
lessee railroad and so by indirection are in effect its creditors. " The

holder also_has a direct legal against the railroad
becaliae-,-e-figer- endorses on thecertificate aguarantee that it will
carry out its lease obligation.

By paying off a portion of the certificates each year or half year,
by serial retirement, and redeeming all of them over a term that is
less than the normal life of the equipment, a margin of property
value in excess of the unpaid balance is maintained. Prior to the
first World War ten years was the common period withinwlii cli thC

milt o a ds " raticd OFisRie” OrCitificaes. - lii: recent years, hoWever,”

£ firteen-year period EaSbecome the more popular. Although this
means a less conservative standard than formerly, it still results in
complete retirement within the average life expectancy of railroad
equipment, which is at least twenty years.

By making certain assumptions with respect to the life of the
equipment and the rate of depreciation, the general life history of

"Because the railroad has no title under the lease plan, some companies
have followed the policy in the past of not including such obligations among
their liabilities, pursuing the strict legal construction of the lease contract.
But from an actuarial standpoint the amount of liability to pay rentals suffi-
cient to equal interest upon $10,000,000, as well as to retire that principal sum,
is $10,000,000. For that reason the current practice of railroads, required by
the commission's uniform accounting system, in reporting equipment trust
certificates as a part of their long-term debt is sound and avoids a misleading
balance sheet.
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the security for an equi;)ment trust certificate may be shown graph-
ically, as in Figure 10. 0

,The situation illustrated is as follows: The equipment is bought
for $1,250,000, of which $250,000 is paid down. The estimated
useful life of the equipment is twenty years. Equipment obligations
of $1,000,000 are issued, to be retired serially in fifteen years at the

1500
- Book value less depreciation
-- Liquidating value
- - - - Obligations outstanding
co 1000
o L
L 1 ee-m
500
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12345678910 11 1213141516171819
Years
Figure 10. Life History of the Security for An Equipment Trust
Certificate.

rate of $67,000 per year (866,000 every third year). The obliga-
tions are retired faster than the equipment depreciates (straight-line
depreciation of $57,500 per year is charged), and the spread between
amount outstanding and both depreciated value and liquidating
value widens as time goes on. The book value is the original cost
($1,250,000) less depreciation, totaling $1,150,000 (cost less scrap
value) over the twenty years, spread equally over the estimated life.
The liquidation value is the estimated market value, which declines
most rapidly in the early years. Table 6 shows these relationships.

High standing of equipment certificates. To appreciate the
high standing of equipment trust certificates when they are regular
in form, their excellent record must be kept in mind. Dewing, writ-
ing prior to the depression beginning in 1930, stated:

In only one instance in the recent history of railroad finance has a re-
organization committee forced the holders of equipment obligations to ac-
cept a compromise, and in this instance the bonds were issued under an

= This figure and the accompanying table are based upon figures employed
by Duncan, save that the assumption of a ten-year period is altered to fifteen
years to accord with current practice. Duncan, op. cit., pp. 182-183.
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unusual and weak agreement, and in two instances only thruout the varied
financial history of our American railroads for the last half-century have
the holders of equipment bonds been compelled to assume possession and
resell the actual, pEysical equipment itselt 21

During the receiverships that marked the extreme and prolonged
depression of the 1930's, the record of equipment trust obligations
TABLE 6

VALUE OF SECURITY FOR AN EQUIPMENT TRUST CERTIFICATE IN
RELATION TO OUTSTANDING OBLIGATIONS OVER A 20-YEAR PERIOD

-Value of Equipment- Obligations

Period Depreciated  Liquidating  Outstanding
At acquisition ........ $1,250,000 $1,250,000 $1,000,000
End 1styear 1,192,500 1,000,000 933,000

1,135,000 900,000 866,000
1,077,500 825,000 800,000
1,020,000 750,000 733,000
962,500 700,000 666,000
905,000 660,000 600,000
847,500 620,000 533,000
790,000 580,000 466,000
732,500 540,000 400,000
675,000 500,000 333,000
617,500 460,000 266,000
560,000 420,000 200,000
502,500 380,000 133,000
445,000 340,000 66,000
387,500 300,000 Paid
330,000 260,000
272,500 220,000
215,000 180,000
157,500 140,000
100,000 100,000 (Scrap value)

was unusually good. At a time when approximately one third of the
railroad mileage of the country was, being forced into receivership,
the number of defaults was relatively limited. Some railroads were

Dewing, op. cit., p.216.

Wheeling and Lake Erie Railroad 5 per cent equipment bonds issued in 1902
were payable in installments until 1922, twice the usual period of conservative
practice. The receiver appointed in 1908 did not default on either sinking
fund or interest till 1915. In 1916, however, the reorganization managers
offered to settle the back interest and pay 35 per cent of the face of the certifi-
cates in cash and the remaining 65 per cent in new 4 per cent sinking fund
equipment notes, one sixth to be purchased and canceled each year until the
issue was redeemed. Ibid., p. 208, footnote z.

Two instances of repossession and sale occurred in the receiverships of the
Detroit, Toledo and Ironton (1908) and the Buffalo and Susquehanna Railway.
In the former instance the equipment exceeded the needs of the road and
the equity of the company was slight ; in the latter, failure culminated in the
abandonment and dismantling of the road (1916). In both cases interest and
principal were ultimately recovered by disposing of the equipment. Ibid.,
p. 216, footnote gg.
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obliged to make delays in the payment of principal and interest,
but these were often confined to the period of grace; others were
obliged to seek an extension of the principal, but continued interest
payments; only a few required the actual repossession of equipment
or compromise of debt. > "This fine record must be attributed in part
to the strong position of a lien upon the newer and better equipment
and in part to the loans extended by the Reconstruction Finance
Corporation. The unusual character of the strain placed upon these
obligations can be appreciated only by noting the unusual decline in
commodity prices, which lowered the replacement value of the equip-
ment, and the extraordinary decline in traffic, which resulted in all
railroads having a surplus of equipment.

The strong position of equipment trust obligations may be ex-
plained as follows: (1) Rolling stock is essential to operation; (2)
continued operation and reorganization rather than liquidation is
the normal course subsequent to failure; (3) railroads, especially of
the sort which fail, do not usually have a surplus of equipment,
which would permit them to dispense with the "leased" equipment,
and (4) to obtain equipment in other directions, either by purchase
or hire, would invariably be more expensive than to continue the
remaining payments upon the "leased" equipment in which they
already have an investment. And, finally, if this train of logic
breaks down at some point, the lessor can seize and remove his equip-
ment, for the railroad has no shred of title, and then dispose of it as
secondhand equipment. Because a margin of safety is maintained
throughout the life of the issue, this procedure should ordinarily
result in full recovery, even though it entails some delay. In the
majority of instances this final remedy is avoided because of the
needs of the railroad, which lead the receiver to continue payments
so that the equipment trust obligations may not be disturbed by the
disaster.

Tested out on numerous occasions by the trials of reorganization,
such issues, when standard in every respect, have come to occupy a
position comparable to that of the choicest senior liens. 1f the
credit of the railroad is weak, the saving in interest charges by the
use of the equipment trust certificate is considerable, its cost being

22 One of the few defaulting equipment trusts was the Series D 5's of the
Florida East Coast Railway. The trustee was obliged to take over the equip-
ment and sell it. In 1937 each holder of a $1,000 certificate received $430, with
the possibility of receiving something more later.

In the period 19311938, out of 120 equipment trust issues of 21 bankrupt
railroads, 73 issues of 16 roads remained undisturbed, 23 issues of 3 roads were
extended as to maturity, and 23 issues of 2 roads were exchanged for other
obligations of the same par value but at a reduced rate of interest. The
holders of only one issue, that of the Florida East Coast Railway, referred to
above, suffered a loss of principal. L. W. Grossman, |nvestment Principles
and Practice (New York: Longmans, Green & Co., 1939), pp. 21-22.



CORPORATION BONDS 159

decidedly less than that of other choice senior liens of such a com-
pany.

Use by industrial companies. Special types of equipment hav
been used as security by other than railroad companies. Oil corn-
panies have purchased tank cars with the aid of the equipment trust
certificate; steel and coal companies have similarly purchased spe-
cial cars; and an equipment manufacturer, such as the General
American Transportation Company, has issued equipment obliga-
tions secured not only by ordinary tank cars for the transportation
of petroleum and its products but also by specially constructed ones
for milk and chemicals. Because of the more specialized nature of
such equipment, greater precautions are ordinarily taken for safe-
guarding issues so secured. Not only is the initial payment likely
to be higher but the period of payment is usually much shorter,
running, say, only five to seven years, even though such cars are as
durable as the general purpose equipment of the railroad.

Recently air transport companies have financed new flying equip-
ment by the use of the certificate. Equipment of other types, such
as the ships of a marine company, has been used as security but
must be regarded as of inferior standing. Not only is it usual for
such equipment to be less standardized and more generally subject
to obsolescence, but the company itself—being engaged in a com-
petitive industrial field—is subject to greater hazards. Such a
business is much more likely to fail and be liquidated than a cor-
poration in the public service class. In the event of repossession the
problem of resale may have to be solved in a secondhand market of
doubtful nature. Consequently analogies drawn between the un-
usually safe and successful equipment trust certificates secured by
railroad rolling stock and those secured by other forms of property
are likely to be misleading.



CHAPTER 8

CORPORATION BONDS  (Continued)

Bonds Secured by Credit

Debenture bonds. Debenture in its derivative sense means
"owing," and so might reaSnYmbl-y- apPlied’ to any bond, ifus e
in this country had not come to"restrict the term to bonds which are
without any sfeeific--pledge of property” 1~ Such™ bonds are com-
monly said to be unsecured, bfit any property not otherwise pledged
acts as security in the broa sense of the word for the debenture
bondholders and other general creditors.

Some debenture issues may not differ at all in strength and in-
vestment worth from mortgage bonds, but the magic title "first
mortgage" is lacking. Sentiment is strong in such matters and
must be counted upon in the plans of those who manage the finances
of a business, especially when it has acquired the sanction of long-
standing custom or of a specific legal requirement governing the
investments of fiduciaries in states which are an important part of
the bond market. The mortgage is solely a device for giving prefer-
ence among creditors, but regardless of how slight the need for
preference may be, the pledge of definite property is generally help-
ful in dispelling vague fears of possible hazards. Other protective
provisions of the sort that have already been discussed for other
kinds of bonds and for preferred stocks, such as limitations upon
dividends that might unduly weaken working capital or requirements
for gradual retirement, may be incorporated in the trust agreement
protecting a debenture bond issue.

In case of failure and liquidation, secured creditors enjoy a prior
claim only on the specific assets pledged for their security. If the
sale of the specific assets does not satisty the secured debt, the un-
paid balance shares a claim against general assets along with gen-

' The English practice of applying "debenture" to all kinds of debts is thereby
explained. Thus the Dunlop Rubber Company of that country has a capital-
ization consisting of 5-i per cent first mortgage debenture stock, 6 per cent
second mortgage debentures, 61- per cent cumulative A preference shares, 7
per cent cumulative B preference shares, 10 per cent cumulative C preference

shares, all nonparticipating, and ordinary shares (1928). See reference to
debenture stock on p. 108.

160
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eral creditors. Suppose, for example, that the balance sheet of a
corporation before liquidation is as follows:

Assets Liabilities
Plant and Equipment ..... $500,000 Common Stock ... $250,000
Inventories .......c.coevenen.. 200,000 Less deficit ....150,000 $100,000
Accounts Receivable ....... 125,000
Cash ..coovviiiiiiiiiinn 25,000 Preferred Stock.................. 150,000
First Mortgage Bonds 150,000
Second Mortgage Bonds ..... 100,000
Debenture Bonds ............... 200,000
Accounts Payable.............. 150,000
$850,000 $850,000

Upon liquidation, after allowing, for all expenses, the following
amounts are realized from the various assets: Plant and Equipment,
$225,000; Accounts Receivable, $100,000; Inventories, $62,500; Cash,
$25,000. If it is assumed that the mortgage bonds are specifically
secured by the plant and equipment, the various claims would be
paid as follows: First Mortgage Bonds, $150,000; Second Mortgage
Bonds, $87,500; Debentures, $100,000; Accounts Payable, $75,000.

In so far as the modern plan of a single open-end mortgage bond
issue succeeds in simplifying the funded debt of the corporation into
one large issue, an approach has been made to debenture financing.
Where all have equal preference, then none has preference. The
objection to this statement would doubtless be made that a mort-
gage usually contains protective provisions against weakening the
security in a manner that is not generally common in debenture con-
tracts. While this is true, debentures can be secured by indentures
which would provide equivalent protective restrictions, such as
limiting the issue in proportion to property additions and earnings.
While such standards should not be recommended as ideal, an illus-
tration may be found in the Associated Electric Company deben-
tures, which were issued under an agreement restricting their use to
refunding or the acquisition of property at not more than 75 per
cent of the cost or fair value, whichever is less. Earnings must
equal twice all interest charges, including bonds and preferred
stocks of subsidiaries before depreciation, or one and one-half times
after the deduction of that item.

When the company reaches a size where consolidated net earnings exceed
$15,000,000, the first $7,500,000 of fixed charges must be covered twice and the
balance one and three-quarters times. Other stipulations also exist respecting
the disposal of proceeds when subsidiary properties are sold. Relinquishment
of control must involve complete sale. The customary requirements covering
proceeds prevail; they must be utilized in retiring bonds or underlying securi-
ties or go toward property additions. Furthermore, if 10 per cent of consoli-

dated earnings were derived from a property subsequently sold, the entire
proceeds must be applied to bond retirement. The company also covenants



162 CORPORATION BONDS

A very common provision, especially if any subsequent financing
is at all likely, is an agreement to secure the debentures equally and
ratably should any mortgage be created at a later date. Under
this covenant some bonds originally issued as debentures and still
des15%nated by the original title are secured by strong mortgage
liens.

Types of companies using debentures. Debenture bonds may
be employed by companies with very strong cfedit.* Credit strength’
may be the factor making a specific pledge of property unnecessary.
On the other hand, this kind of issue may be put out by a company
because it has little to offer in the way of security. The latter situa-
tion has sometimes arisen in railroad and public utility finance, and,
when it does occur, some special privilege of possible future value,
such as convertibility, may be added to compensate for the risk of
such a loan. If the company enjoys increased prosperity during the
life of the conversion privilege, the bondholder finds it profitable to
convert his obligation on the agreed terms into the common stock of
the <:ompany.5

Most corporations belong neither to that class which is so rich as
to find a mortgage superfluous in its borrowing, nor to that which is
so poor as to be without unencumbered assets suitable for some kind
of mortgage. If a company does fall in the latter class, it is very

not to create any liens in addition to those existing at the date of acquisition,
except purchase money mortgages.

Another debenture protective provision, which more closely resembles one
which would be expected in the indenture of a collateral trust issue, is that of
the General Gas and Electric Corporation. This public utility holding com-
pany agreed in the indenture securing its $50,000,000 issue of 41 per cent
and 5 per cent serial gold notes of 1931-1935 not to pay cash dividends on its
common stock or redeem or purchase its capital stock of any class in whole
or in part if thereby the value of its assets would be reduced to less than 150
per cent of its total indebtedness; and that it would not create or assume any
additional debt that would make the total exceed 50 per cent of the then value
of its assets.

The New England Telephone & Telegraph Co. debenture 4's of 1930 and
debenture gold 5's of 1932 (issued in 1910 and 1912, respectively) were equally
secured with various series of subsequently issued first mortgage bonds by the
terms of their indenture. The first issue of first mortgage bonds, the Series A
S's of 1952, were issued in 1922, and the two debenture issues were given equal
security with the new mortgage bonds.

Prominent illustrations of debenture financing may be examined among
industrials in the American Radiator debenture 41's of 1947, the Liggett &
Myers debenture 5's of 1951, and the Socony Vacuum debenture 31's of 1950;
among railroads in the Atchison, Topeka, & Santa Fe Railway convertible
debenture gold 41's of 1948 and the Pennsylvania Railroad debenture 31's of
1970; and among utilities in the American Telephone and Telegraph deben-
ture 31's of 1966, the Consolidated Edison of New York debenture 31's of
1956, and the American Power and Light (holding company) debenture 6's
of 2016.

' Thus, when it fell upon difficult times in 1915, the New York Central Rail-
road Co. issued convertible debenture gold 6's of 1935, most of which were
converted into common stock prior to the expiration of the privilege. Again,
convertible debenture 6's of 1944 were sold in 1934 and converted in 1937.



CORPORATION BONDS 163

likely to be barred from the list of borrowers. A class of corpora-
tions remains, however, that finds the debenture bond desirable for
the positive reason that the avoidance of any pledge is financially
valuable. Manufacturing and merchandising concerns often wish
to conserve their mercantile and bank credit. If their fixed assets
are mortgaged to bondholders, then trade creditors and banks are
compelled in the event of insolvency to rely wholly upon the current
assets—that is, inventories, balances due from customers, and cash—
for, when failure overtakes a business, little surplus is likely to re-
main from the fixed properties after the satisfaction of bondholders
with a mortgage upon that asset. In fact, if the fixed property is
insufficient, the bondholders will also have a claim, along with the
general unsecured creditors, for the amount of any deficiency.
When, however, debentures rather than mortgage bonds are used,
the short-term unsecured creditors, such as banks lending upon un-
secured promissory notes, have an equal right to share in proportion
to their claims in all of the assets. Consequently, for those types
of business employing short-term credit—that is, mercantile and
manufacturing concerns—debentures, even though they cost the
corporation slightly more in the way of interest charges, will be ad-
vantageous in preserving the general unsecured credit of the com-
pany. Such credit standing would have value in lowering the
charges of the banker as well as increasing the possible line of credit
and so the possible volume of operations. Inasmuch as the current
assets have greater relative importance for industrial corporations
than for public service corporations and are not ordinarily made the
subject of a lien, the pledge of fixed assets would be less important
in the former field. It is significant, however, that industrial financ-
ing is less frequently accomplished through the use of debentures
alone than through mortgage bonds and is found most often among
the larger corporations with prime credit standing.

Since public service corporations have virtually all their property
in fixed form, they do not have this short-term financing problem,
and for them this advantage of the debenture is nil. A further com-
pulsion acting upon public service corporations is the requirement
in some states that a bond must be secured by a first mortgage in
order to be a legally permissible investment for trustees, savings
banks, and life insurance companies. Since this "legal" market is
highly important to the corporate borrower seeking funds at the low-
est possible rate of interest, a mortgage is likely to be given when-
ever possible by the public service corporation. Since the obliga-
tions of industrial corporations are often ineligible in the more im-
portant states, the mortgage feature has less importance, especially
where the investment quality of the bond issue is obviously high.

° See pp. 249-250.
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" Among leading financial corporations the debenture is more corn-
nionly employed than the collateral trust bond. Holding companies
in the utility field and investment trusts have preferred to avoid the
pledge of their assets because of the difficulties that arise when they
wish to sell apart of their holdings and substitute new property.
The issues of such corporations are not characteristically regarded
asin the class of prime investments. Unable to qualify their bonds
in many states as"legal" investments, these companies sell their
bonds to individuals and sometimes to commercial banks. These
buyers, unhampered by the specific requirements of statutory invest-
ment rules, are willing to buy debenture bonds if the quality and
yield meet the standards set for their particular investment port-
folios.

Bonds with supplemented credit. Sometimes another besides
the original debtor corporation assumes responsibility for a bond
because of some financial interest in the fortunes of that debtor.
Whatever standing the bond might have independently is supple-
mented then by the general credit of this second party. The bond
leans upon two supports instead of one. In effect, it is a debenture
obligation of the second party.' If, asis usually the case, the orig-
inal debtor, who is primarily responsible, gave alien, it becomes a
question as to whether this lien (or, where no lien exists, the general
credit) of the first corporation is better or poorer security than the
general credit of the second. ® The stronger of the two supports
should determine the investment rating of such abond and conse-
quently the cost of the borrowing.

Guaranteed bonds. Guaranteed bonds form afirst classin
this group of twice-fortified obligations. The guarantee may be
direct or indirect. A direct guarantee would usually arise at the
time of issue in the case of a holding company_desiring to aid the
sale of bonds by a subsidrai ¥ Wheirthe unsponsorect credit of
latter isinsufficient or such that the added credit of the former will
materially lower the cost of theloan. Such aguarantee assures the
bond purchaser that the holding company willibt"¢ast the sul T-
sidiary adrift even though the latter's businegs proves unprofitable.
The guarantor benefits by the lowered interest cost made possible
by the better standing of the bonds. Lower bond interest charges
mean greater net profits, which are passed along as dividends upon
the common stock that is owned by the guaranteeing holding com-

Strictly speaking, this statement is not true, for reasons that appear in
the ensuing discussion.

An interesting example of a guarantee so potent as to make a lien super-
fluous was the unconditional guarantee by the Government of the Dominion
of Canada of the principal and interest of the Canadian National Railway
Company 20-year 41 per cent gold bonds of 1951, mentioned in footnote 11.
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pany.9 An analogous case is found when a wealthy person who
controls a company guarantees its bonds. Such an issue is apt to
be of smaller size, but the governing principles are the same as for
one that enj oys a corporation's guarantee. °

Governments may also guarantee the obligations of private cor-
porations in order to assist their founding or expansion, so as to
serve some primary community need which would otherwise go un-
served. In our own early development, various states of the Union
occasionally guaranteed obligations or made loans for such pur-
poses as railroads, canals, and banks in order to aid in the develop-
ment of resources—private capital being unwilling to take the risk
unaided. Many of these ventures came to grief, and the taxpayer
was asked to shoulder the consequent burden. The resultant tax
load was an important factor leading to defaults. Most of the pres-
ent constitutional restrictions forbidding the use of state credit for
ptivate purposes found their origin in the misfortunes.of this period.

> The Safe Harbor Water Power Corporation's $21,000,000 issue of first mort-
gage sinking fund gold bonds, 41 per cent series due in 1979, was uncondi-
tionally guaranteed by the Consolidated Gas, Electric Light and Power Com-
pany of Baltimore both as to principal and interest by endorsement on each
bond. At the time of issue the hydroelectric development at Safe Harbor,
about forty-five miles from Baltimore, was still under construction and could
show no demonstrated earning power. The guarantor company and the Penn-
sylvania Water and Power Company owned all the common stock of the Safe
Harbor Water Power Corporation, and they agreed to supply any further
funds needed for the completion of the initial project by the purchase' of addi-
tional common stock over and above $9,000,000 worth, which had already
either been paid or subscribed for. Furthermore, such a generating company
might be fairly helpless without the market for its power which is provided
by the controlling companies. Guarantee, in such a case, is evidence of con-
tinuing good faith toward the corporate offspring.

An illustration of an industrial guaranteed bond may be found in the
Armour and Co. (Delaware) first mortgage St's of 1943, which were guaran-
teed by Armour and Co. (Illinois), the holding company, both as to principal
and interest. These bonds were retired at 105 in September, 1935; another
example is found in the American I. G. Chemical Corporation convertible
debenture 5t's of 1949, which are guaranteed as to principal and interest by
I. G. Farbenindustrie Aktiengesellschaft.

" A third class of guarantor, not discussed here because it is outside the field
of corporation finance, is the real estate mortgage bond guaranteed by a cas-
ualty insurance company or other "insurer." These guaranteed issues defaulted
along with the great bulk of other real estate mortgage bonds in the period
1929-1933. The Federal Mutual Mortgage Insurance Fund has many points
of similarity with this form of guarantee. The most important divergence
is that, instead of being obligated to make immediate cash payment in the
event of accruing liability as guarantor, the Federal Fund is permitted to
issue its notes.

"In 1867 and 1868 the Alabama legislature passed acts providing for state
endorsement of railroad bonds. Under that authority endorsements were
made for $19,006,000. Direct bonds amounting to $2,300,000 were sold by the
state for railroad aid. Default occurred on both types of bond in aid of the
Alabama and Chattanooga Railroad in 1872. The road had become bankrupt.
In 1873 an act was passed providing for state bonds to be issued in place of
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A guarantee may be indirect. The common method of obtaining
this result is through a long-term lease by a second corporation of
property belonging to the corporation issuing the bonds. A guar-
antee of the first, or direct, type is endorsed upon the bond at the,
time of issue, whereas this second form may not appear upon the
instrument, because the lease very usually occurs at some date after
the creation of the bonds, and the guarantee may be only an incident
of the lease. Guarantees are most commonly for both principal and
interest, but the lessee of a property might regard himself as merely
a tenant for a term of years and not as one in complete control for
an indefinite period. If, in spite of the fact that the lease runs for
a long term of years, the lessee adopts the attitude of a temporary
tenant with responsibility only for a stipulated rental during the
term, then the result would be a guarantee of interest only." Upon
the maturing of such bonds, the holders would have to fall back on
the responsibility of the issuing company and their lien." If the
bondholders are to be assured of the full benefit of the lease, it should
extend well beyond the maturity of the bonds and provide for a
rental sufficient to insure both interest and eventual retirement of
the bonds.

Leases of the type just described may represent merely an as-
sumption of existing debt by a corporation desiring to obtain control
of the property of another by a lease arrangement. Leases for a

state-endorsed issues in the ratio of one for four. Wm. L. Raymond, State
and Municipal Bonds (Boston: Financial Publishing Co., 1932), pp. 82-83.

An important current example of this type of guarantee obligation may
be found in the bonds of the Canadian National Railway Company guaran-
teed by the Dominion of Canada. Thus, its 20-year 44 per cent guaranteed
gold bonds maturing in 1951, while a direct obligation of the railway company,
are also guaranteed unconditionally both as to principal and interest by the
Dominion Government, and a copy of the guarantee is endorsed on each bond.

'Guarantees of principal only" are cited by Lawrence Chamberlain and
G. W. Edwards, Principles of Bond Investment (New York: Henry Holt & Co.,
1927), p. 85, and A. S. Dewing, Financial Policy of Cori3orations (New York:
Ronald Press Co., rev. ed., 1926), p. 150, footnote p, but appear spurious. A
part of the initial investment was to be deposited with an independent bank-
ing institution, which agreed to accumulate this sum at compound interest at
what was formerly regarded as a modest and safe rate of interest, such as 34
or 4 per cent, until it equaled the principal sum at the maturity date. The
depositary institution guaranteed the accumulation and so the "principal,"”
and the debtor corporation was to pay the interest. Should the company fail
before the maturity date, the bondholder would find that his "guarantee of
principal" merely gave him recourse to that fraction of his investment which
had been set aside for him, and therefore his principal was not guaranteed
in the commonly understood sense. If safety of principal were as simply
guaranteed as this, one would need only, after investing in gold bricks or
other get-rich-quick ventures, to place an equal sum in a trust fund at 4 per
cent. Then the principal would be "guaranteed"—at the end of 174 years.
Fortunately such financial hocus-pocus is as rare as it is misleading. No repu-
table banking institution should lend itself to such a hoax.

" An example of guarantee of interest only by the Canadian Pacific Railway
Company may be found in the first refunding 54's, Series B bonds of 1978 of
the Minneapolis, St. Paul & Sault Ste. Marie Railway Company.
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long period may be arranged, however, antecedent to the issue of
the bonds in order to aid the sale of the issue. In this manner, a
corporation might indirectly guarantee the bonds of a subsidiary.

Whether or not such a guarantee adds to the strength of the bond

depends upon whether it increases either the amount or the certainty
of the income over what the property could rent for to other users,
as in the case of an office building or a mercantile property.

Assumed bonds. While the term "assumed" might be applied in
the broad and popular sense to mean any bond for which the respon-
sibility has been assumed by another than the original debtor cor-
poration, the financial vernacular usually restricts its use to bonds
which have been assumed by some corporation as an incident to
acquiring the properties of the debtor corporation. When the assets
of a company are sold or a consolidation is effected, the successor
corporation ordinarily assumes the debt as a part of the terms of
sale instead of paying its debts at once. Or, when the properties
of a business are sold in foreclosure, the property may be sold to the
new company subject to the claims of certain bond issues, if there
have been any which, by the regular payment of their interest, have
been kept "undisturbed.” The new company assumes these bonds as
a necessary means of keeping title to the property mortgaged to
secure them. The strength of assumed bonds will depend upon any
lien which they may have originally possessed and the general credit
of the assuming corporation. Unless otherwise provided for, a de-
benture of Corporation A, if assumed by Corporation B as the result
of the lattet's purchase of the assets of the former, would become the
unsecured debt of the latter company. Hence its position might be
either improved or weakened, dependin[g upon the relative general
credit standing of the two corporations. !

Joint bonds. Joint bonds are guaranteed obligations in which
two or more guaran,tors liave joined. Their individual liability may
be limited to some stated fraction of the total, thereby restricting
the amount by which each is secondarily liable as a result of his
guarantee. Such a limitation is most likely in the case of individual
guarantees 61 difpup of well=ta=do, large stockholders aiding the
credit elf "their corporation- -but nevertheless hesitating to risk their

~fortunes for the whole amount of the bond issue.

When the liability of each guarantor is unlimited, it is said to be
"joint and several," and the issue becomes as strong as the strongest
guarantor or guarantors, in addition to any strength which it may
derive from any lien it holds. Such a joint and several guarantee
is most likely to represent the common interest of two or more com-
panies in certain jointly used facilities, such as terminals, belt-line

"See Chapter 24 for qualification of this rule and further discussion of the
effects of merger and consolidation on various creditor groups.
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facilities to permit traffic 1nterchan e or unify entrance to a terminal,

or bridges used by railroads.” Whenever any guarantor fails to
carry his allotted share of the nancial burden, a usual penalty is
the loss of the right to use the joint facilities. The importance of
suitable terminal facilities has resulted in minal bonds of this
sort enjoying a very high investment rating. In a similar manner,
a group of very closely affiliated companies—especially if of modest
size—might guarantee an issue of one of their group, in order to
offer a maximum of credit strength. '

Receivers' certificates. In the emergency of a receivership, tem-
porary financing may be essential to continued operation of a prop-
erty. This situation is most frequently found in the case of public
service corporations whose uninterrupted service is required by the
public welfare. It is met by the expedient of receivers' certificates,
which a receiver may issue when expressly authorized by the court
from which he derives his authority. To make their sale possible
these certificates may be made prior in rank to existing debts, even
mortgage liens. In some instances receivers' certificates and re-
ceivers' debts have consumed the entire property, leaving nothing
for the mortgage bondholders. Regarding this situation, Cook
caustically remarks, "a natural result of courts engaging in the
carrying on of business enterprises."”

Not only may ordinary expenses be provided for by this device,
but also unusual maintenance may be carried on to restore the
property to efficiency, or the receiver may even make necessary addi-
tions to the property, such as buying new rolling stock or completing
an unfinished section of railroad. Such large powers to incur debt
show the importance which the claims of receivers' certificates might
conceivably have, although ordinarily they are for relatively small
amounts.

The exact priority of a given issue of certificates is prescribed by
the authorization of the court, and they may or may not be prior to
all, other liens and subsequently issued receivers' certificates. If

" Jointly and severally guaranteed obligations are illustrated by the bones
issues of the Chicago Union Station, Cincinnati Union Terminal, Cleveland
Union Terminal, Indianapolis Union Railway, St. Paul Union Depot, and the
Washington (D. C.) Union Station. The Kansas City Terminal Railway 1st
4's of 1960 are guaranteed jointly and by an operating agreement which includes
12 railroads.

'« The Edward Hines Western Pine Company issued (1921) the Edward
Hines Associated Lumber Interests 6 per cent gold debentures, Series B, of
1931-1939, for $1,000,000. These bonds were jointly and severally guaranteed
by the Edward Hines Lumber Co., Edward Hines Hardwood & Hemlock
Company, Edward Hines Yellow Pine Trustees, Edward Hines Yellow Pine
Company, and trustees of the Lumber Investment Association.

"W. W. Cook, Principlesof Corporation Law (Ann Arbor: Lawyers Club,
University of Mlch1gar1 1925), p. 608. For a succinct statement of the legal
position of receivers' certificates, see this reference, pp. 608-610.
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the holders of an issue of mortgage bonds are not parties to the
receivership because they are not in default, owing to the adequacy
of earnings to cover their particular prior claims, they would not
expect to be obliged to yield priority. The philosophy of the ex-
traordinary priorities granted to receivers' certificates is that those
parties, including usually the holders of at least some of the bond
issues, should and must give way to a claim created by the receiver
for the purpose of preserving their interests by bringing the property
to reasonable efficiency. Rather than invest a further sum, the
holders of a defaulted bond issue are willing to yield in rank to who-
ever will provide the needed funds by the purchase of receivers' cet-
tificates. Those parties, such as the holders of very strongly situ-
ated bonds whose position is quite adequately and obviously cared
for by the property and earning power, so that they are undisturbed
by the receivership, would not need to yield any ground to obliga-
tions created by the receiver primarily for the benefit of those more
weakly situated.

Receivers' certificates, then, will have their rank determined by
the order of the court but will always be subject to taxes, certain
claims for wage payments, the receivers' costs and expenses, some-
times some very secure liens, and possibly prior issues of receivers'
certificates. Successive issues of receivers' certificates may be kept
on an equal plane of priority."

If the receivership is brought to a successful conclusion, these
short-term certificates are paid off at that time, the necessary money
being raised either by an assessment paid by the junior security
holders, or, if the condition of the company warrants, by a sale of
securities to the public. Occasionally funds may even be found in
the business to liquidate these usually minor claims. While re-
ceivers' certificates have a position which is strong legally, they atre
the result of an unusual embarrassment and the product of the
court's rule, and so in practice their payment may be subject to
delay and default.

Special Types of Bonds

Convertible and participating bonds. Since the nature of both
conversion and participating features has been explained already
in their relation to preferred stocks, their similar effect in relation
to bonds does not require repetition here." Both features offer a
possible opportunity to the bondholder to share in the prosperity of
the corporation beyond the fixed claim of the ordinary bond. Par-
ticipating bonds are almost never used, occupying the anomalous

"For further discussion of receivers' powers and receivers' certificates, see
Chapter 27.
= See pp. 99-100.
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position of a bond with a varying return over and above the stipu-
lated fixed interest once the participation becomes effective. Two
types of commitment are really combined in a single instrument—
the bond factor, appealing to investment demand, and the partici-
pating feature, appealing to the more speculative type, which pre-
fers stocks. Better results, at least from the standpoint of the cor-
poration, are likely to be obtained from the offering of a unit or
block consisting of two securities which separate these character-
istics, or from an offering of convertible bonds. % The latter alter-
native accomplishes the desired end from the buyet's point of view
and yet has the advantage, when the bondholder converts into stock
in order to reap the larger return, of removing the bonds and their
attendant fixed charges. Should the holder of a convertible bond
not care to assume the risks of stock ownership at that time, he can
realize his profit by selling at a price which will reflect the advantage
of the conversion privilege and reinvest his increased capital in other
bonds. The participating bondholder, once his income has increased
as the result of participation, can likewise sell and reinvest in order
to insure a constant return upon the increased value of his capital,
but the corporation, while sharing income in the same manner that
it did with the convertible bond, does not enjoy the release from debt
and the simplification of capital structure that it did under the
conversion arrangement.

Bonds with a feature of this sort are most frequently of the
weaker, or at least second-grade, variety. The privilege balances
the weakness by the compensating hope of future profit. This re-
lation explains why converuble bonds are more frequently deben-
ture than mortgage bonds.?' Sometimes, however, a very strongly

=» On a few unusual occasions, convertibility has been into some security
other than common stock. In 1923 the Monongahela West Penn Public
Service offered five-year 6 per cent bonds convertible into thirty-year 51 per
cent bonds on a sliding scale. Both bonds were to have like security, the first
being Series A and the second being Series B of its first lien and refunding
gold bonds. The first $2,000,000 of Series A 6's presented for conversion were
given credit for an amount equal to par to apply. on an equal par amount
of the Series B 5Y2's, which were to be bought at a price that would yield 6
per cent—that is, at a price ranging from 93.12 in 1923 to 93.51 in 1928. The
company agreed to pay any balance of credit in cash to the converting bond-
holder. The next $1,500,000 of converted bonds exercised their privilege on
a 5.90 per cent yield basis, and the remainder on a 5.75 per cent basis—that is,
paying a somewhat h1gher price.

In 1932 the Columbus Railway, Power and Light Company issued $4,500,000
secured gold 5t's of 1942, convertible into a like principal amount of first
and refunding 5's of 1962 plus $40 in cash per $1,000 bond. None were con-
verted, and the issue was retired in 1935 at 105.

"Thus, in a random selection of 152 major convertible industrial issues, 104
(or 68 per cent) were debentures, 34 were first mortgages, and 14 had either
junior mortgage or collateral trust security. Among 67 public utility
convertible issues, 49 (or 73 per cent) were debentures, 9 were first mortgages,
and 9 had either junior mortgage or collateral trust secunty
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situated company employs the device in order to sell its bonds at a
better price, especially when the bond market is temporarily weak. 2

Bonds with warrants. Another ® *is ® ha II- -ra-used-o-s---
casionally in recent years And which is akin in nature to the con-
vertib is-thebond with warrants attached we give the

i131deTthe-right-tiipurchase common stock at specified prices. The
named prlce ot piTces will be higher than the market price current
at the time the bond is sold. The privilege constitutes a call upon
the future prosperity of the company, and its value will depend upon
the hope that the market price of the stock will rise above the stipu-
lated subscription price before the right expires.

Generally the warrants are nondetachable, which means merely
that they may be separated from the bond only when the bond-
holder wishes to exercise the right of purchase. Detachable war-
rants have the advantage to the bondholder that they may be sepa-
rated and sold as separate instruments whenever the holder chooses
to cash in on their value and may be kept even after the bond itself
has been called for redemption. The nondetachable type has the
advantage from the corporation's point of view that it may be can-
celed if the holder does not find it advantageous to exercise the right
prior to redemption.

In comparing the bond with warrants and the convertible bond,
the corporation finds the former advantageous in that, if the warrant
is exercised, it receives for the newly created stock cash which it
can use for expansion, ot, if no need exists, bonds can be retired by
call; the bondholder finds it possibly advantageous in that he may
be able to cash in on the warrant without surrendering his bond at
that point of time when high earnings make continued holding de-
sirable.

Nature and advantages of income bonds. Income bonds are an
exception to the general definition of bonds and so bring despair to
those who like a clear-cut classificatory system. While they are
bonds in name, and at law, the interest on them is contingent_upon- -

-,earnints and may require a declaration by the board of directors,

-very muCh W.fter the manner of preferred stock. As in the case of
such Atock, the income may or may not be cumulative. Unlike
stock, these bonds ordinarily have a maturity date and quite gener-
ally a mortgage lien, although often a junior one. Since failure to

pay interest does not constitute default and an occasion for fore-
closure, the mortgage is of value only in determining rank in case of

"In 1928 and 1929, at a time when the bond market was weak but the stock
market was extremely buoyant, the Atchison, Topeka & Santa Fe Railway Co.
and the American Telephone and Telegraph Co. issued convertible bonds,
with the right to convert at a price considerably below the going market price,
but the privilege was not to become operative until some time later.



172 CORPORATION BONDS

default in principal at maturity or in the event of insolvency caused
by failure to meet other obligations. It may also preserve priority
in case of later junior issues unless the indenture permits prior
issues. Perhaps the chief difference in practice between the income
bond and the preferred stock is that the indenture of the former is
usually drawn so strictly that directors are required to declare an
interest payment whenever earnings are shown, while the declara-
tion of preferred dividends lies within the discretion of the board.

Such a weak form of bond is usually the result of a reor
in which bondholders have teen otliiCd to make sacrifices._
cause of this origin the title "adjustment" is sometimes used rather
than "income," partly, no doubt, because of the unpleaaant associa-
tion which the latter has. The compulsion of circumstances at such
a time explains the acceptance of such a weak instrument by the
investor. A preferred stock would represent a more straightforward
treatment of the situation, but the name "bond" seems to provide a
certain solace. And those who would steer a successful course in
resolving the conflicting interests in a reorganization are apt to
accept any compromise in form which will aid in the realization of
the desired results, in this case substitution of contingent for too
heavy fixed charges. The attitude of the market is important be-
cause it determines the value to be attributed to the securities, and
the managers of the reorganization owe it to the security holders to
select a capital structure that will maximize the value of their hold-
ings in so far as that course is consonant with the long-run well-
being of the corporation.

A second reason for the use of income bonds appears in reorganiza-
tion when the old bonds which were formerly outstanding and are
to be exchanged have been held by regulated investment institutions,
such as life insurance companies. These latter companies, in order
to comply with the laws regulating their investments, in some states
would be obliged to sell any preferred stock acquired in the re-
organized company within five years, possibly at a great sacrifice,
while income bonds could be held indefinitely if that course seemed
likely to yield a greater profit.

A third, and more easily measured, advantage of the income bond
over a preferred stock is that the interest on the former is a deduc-
tion which is prior to the Federal income tax, whereas the dividends
on the latter are payable only out of the balance after income taxes.
In years in which earnings are low this difference will mean that the
saving in taxes effected by the income bond may increase the pay-
ment over what could be paid to a preferred stock of similar char-
acter. Thus, in the illustration below, in the poor year when only
$500,000 was left over after expenses and fixed charges, a $10,000,000
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issue of 5 per cent income bonds would show interest earned in full,
while a similar issue of 5 per cent preferred would find only $425,000
available after a 15 per cent income tax is deducted, or 4.25 per cent
instead of 5 per cent on $10,000,000. In a year with better earn-
ings, when the balance after operating expenses and fixed charges
was $1,000,000, a sufficient sum would be available to cover either
income bond interest or preferred stock dividend in full. Because
of the income tax saving, however, the former would show a higher
margin of safety and would result in a larger balance being left over
for the common stock.

Poor"Y ear Good Year
A. With Income Bonds Outstanding

Balance after operating expenses and fixed
charges .....ccovvveveiiiiiiieeeeeieeens $500,000 $1,000,000

Interest on 5% income bonds 500,000 500,000
BalanCe «.ceueeeeee e 0 $ 500,000
Federal income tax at 15% ................ 0 75,000
Balance for common stocK ..................... 0 $ 425,000
B. With Preferred Stock Outstanding
Balance after orating expenses and fixed
ChaTrgeS ..oivveeiiieeiie e $500,000 $1,000,000
Federal income tax at 15% ................ 75,000 150,000
Available for preferred dividends ........... $425,000 $ 850,000
Preferred dividends at 5% ..................... 500,000 500,000
Balance for common stock ~ .......... $ 75,000 (def.) $ 350,000

Under ordinary conditions such tax savings through the use of
income bonds might be less important than the avoidance of so
much funded debt in the capital structure, but, when conditions are
unsatisfactory, this tax consideration requires more weight. Espe-
cially is this true when a public service corporation is involved, be-
cause earnings are limited by regulation, so that such savings appear
correspondingly more important.

Disadvantages of income bonds. The chief objection to income
bonds as compared with preferred stocks lies in the fact that the
former are not suitable as an instrument for sale to the public in the
event orsi nandiig: A 6la of security is created that
does not lend itself to eipanSion. Investment bankers would hesi-
tate to sell this peculiar form of bond, since it might give rise to
misunderstanding among less informed buyers, and such bonds would
not sell in the prime bond market unless they were backed by a very
strong corporation. A strong company would avoid giving such an
unnecessarily weak claim that would cost morein interest than a
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regular fixed charge. Weaker corporations, unable to incur debt
and the usual fixed charges, have found it more logical and straight-

forward to use preferred stocks to raise funds upon a contingent
charge basis—Ilogical because the buyers of stocks are more ready
to accept the implied risk than the usual bond buyers, and straight-
forward because there is less likelihood of misunderstanding of the
contingent nature of the income if the instrument is not called a
bond.

The character of an income bond is determined wholly by the
terms of the instrument. In the absence of direct fraud and while
acting within these terms, the directors of the corporation are given
considerable latitude by the courts in deciding whether the interest
can be paid in a given year. The question sometimes becomes a
matter of litigation because the directors are interested primarily in
building up the corporation and its ultimate credit, while the holders
of income bonds are concerned with the collection of their interest
as quickly as possible. In the case of the Texas & Pacific Railway
Company second mortgage 5 per cent noncumulative income bonds,
it was held that interest was payable only at the discretion of the
directors, who might, if they saw fit, apply earning otherwise avail-
able to income bond interest to capital expendituTs—that is, actual
additions to the property. ™ The more common arrangement is to
require payment to the extent the interest is earned—ordinarily to
the nearest one-half per cent fully earned.

Even though the indenture specifically requires the payment of
interest "whenever earned," accounting questions arise which make

Missouri- Pacific Railroad Co. v. Texas & Pacific Railway Co., 282 Fed. 61
(1922). The claim of the Missouri Pacific was for about twenty years' back
interest on the $23,700,000 bonds owned by it. The decision of the lower
court emphasized the long delay in seeking redress. The court said in part:
"For twenty-seven years the construction of the Texas & Pacific Board was
accepted without comment or objection. Their action each year was notorious.
On the faith of the silence of the income bondholders and the trustee from
year to year, expenditures were made that never can be recalled. Necessarily
the annual statements of the Texas & Pacific reflected these expenditures
for improvements and betterments. No doubt stock and first mortgage bonds
changed hands because of them. To allow the claim of the intervenor now
for interest would wipe out entirely the capital stock of the Texas & Pacific
Railway. The public, if no one else, is entitled to be protected against any
such startling change of front as is now attempted by the Missouri Pacific."
Commercial and Financial Chronicle, August 20, 1921, p. 849.

An appeal from this decision was dismissed by the U. S. Circuit Court of
Appeals in June, 1922. The 5 per cent income bonds referred to were ex-
changed for 5 per cent noncumulative preferred stock in the reorganization
of 1924.

The most frequent use of the income bond in the 1930's was in real estate
mortgage bond reorganizations, where interest was generally payable from net
earnings before depreciation but after any sinking fund for prior liens and
after allowing directors to appropriate limited sums for replacements and
improvements.
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the exact definition of earnings difficult. The dividing line between
ordinary repairs, which are legitimate deductions as expense items,
and improvements, which are not expense, is often hard to- define,
although most indentures nowadays make an attempt. Even au-
thorities differ as to the amount which should be allowed for de-
preciation of various kinds of property. The management may
even be allowed to make charges against income for reserves which
would materially reduce apparent earnings for income bond interest.
In spite of all these difficulties, once a corporation has recovered from
the trouble which gave rise to the income bond, its prosperity and
carnings may be such as to give the bond good standing, and the
conservatism of the directors in the early years may proye to be an
important element in creating the re-established credit. >
Bond Retirement Features oY1
Sinking fund bonds. When, as in the case of some of the public
service industries, a business unit seems to have a permanent place
in the economy of the community, the debt may be regarded as a
continuing one, and no steps may be taken to reduce it or provide
for its elimination=s The expectation is that, as such a debt

25 The problem of the income bond is discussed in its relation to reorganiza-
tions in Chapter 28.
Some important examples of income bonds which have returned interest
in full in some years are the following:
Issue Year of Issue Payments

Atchison, Topeka & Sante Fe
Railway Co. adjustment gold

4's of 1995 1895 In full to date.
Missouri-Kansas-Texas Rail-

road Co. cum. adjust. mort. 6's In full 1922-1934, none
of 1967 1922......... thereafter.

International Great Northern 4% in 1924, full rate 1928-
adjust. gold 6's of 1952 ... 1922......... 1930, none thereafter.
Chicago, Milwaukee, St. Paul &

Pacific Railroad Co. cony. ad- 11-% in 1927, 21% in
just. 5's of 2000 (noncumula- 1928, 5t% in 1929, 4% in
tive until 1930) ... 1925......... 1930, none thereafter.

" The question of debt retirement of public service corporations is consid-
ered more fully on p. 267.

Occasionally, when financing is extremely difficult because of adverse gen-
eral economic conditions, a sinking fund might be required by even a public
utility to facilitate sale. In 1932, the Kansas Power and Light Company first
and refunding mortgage, Series C, 6's of 1947 were offered at 911 to yield
over 6.90 per cent. In addition to an improvement fund clause in the mort-
gage, providing that an amount equal to 21 per cent of property against
which the bonds were issued should be set aside for replacements, additions,
or sinking fund, a special supplemental indenture covenanted that monthly
deposits of $42,000 should be made, a sum sufficient to retire the entire series
by maturity.

The earnings figures indicated a situation in which a sinking fund would
not be expected in ordinary times. The latest earnings reported were for the
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matures, it will be refunded by the sale of new bonds. When the
long-run future of a business is uncertain, as it ordinarily is in com-
petitive lines, or when the youth of the industry does not permit
assured prediction of its future, or when the debt is more than a
conservative amount, it behooves the corporation to reduce, if not
wholly eliminate, its bonds by the date of final maturity. Should
the property be of the type which does not lend itself to constant
renewal but is inevitably depleted or depreciated with the passage
of time, then definite measures for debt reduction are absolutely
essential.”” All these reasons for debt reduction are justified by
sound corporate policy but are also required by the demands of the
bond-buying public. Looking at debt reduction in the narrowest
terms, the corporation sees it as a confidence-inspiring device to
establish an increased credit standing and as a means of preventing
embarrassment upon the occasion of refunding at maturity. The
microscopic proportions of a few sinking funds suggest that the very
name in a bogg title is expected to be enough to charm the prospec-
tive investor.

Two methods, the sinking fund and the serial bond, allow the cor-
poration to give the bondholders definite assurank of debt reduction.
A sinking fund is created by the regular setting Auricle of certain sums
by the corporation, ordinarily pdid ul 176 tlre truffee of the-issue, in
order to "sink" the debt. Some would restrict the term toa fund
of investments accumulated during the life of the bonds to be con-
verted into cash at their maturity for the purpose of retirement.
But the generally accepted usage is to apply the term likewise to

12 months ended November 30, 1931, and were substantially higher than those
of the preceding year.

Gross Earnings ........ooooviiiiiiiiiiiiiiiiiiieice e $9,938,086
Operative Expenses, Maintenance, and Taxes (except Fed-
eral income taxes) .. 5,371,424
Net Earnings (before depreciation) ..............ccccoceeeiiiiiiiinnn.. $4,566,662
Annual Charges on This Issue and Other Series,
Including Underlying Issues ....................... 1,618,398
Series C Bonds Retired Annually ... 504,000 2,122,398
BalamnCe ....cooeeeiiiiiiiiii e 2,444,264

" A special case is property that has an economic life less than its natural
physical life because its usefulness ceases with the exhaustion of some other
property. Thus a pipe line loses all but scrap value with the exhaustion of
the supply of oil or natural gas. The tangible property of the Memphis
Natural Gas Company consisted solely of pipe lines and compressor and
meter stations when it issued its first mortgage 6 per cent five -year sinking
fund bonds of 1937. The sinking fund provided for complete retirement
during the life of the issue, a much shorter period than the probable life of
natural gas wells of the United Gas Public Service Company, from which gas
was purchased under a long-term contract.

Thus, the Southern Pacific Company San Francisco Terminal first gold 4's
of 1950, originally issued in 1910 and 1912 to the amount of $25,000,000, pro-
vide for an annual sinking fund of $5,000.
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the customary method of using the cash, as it is set aside, to pur-
chase and retire bonds of the issue itself, so that no "fund" is inter-
posed between the acts of setting the money aside and retiring the
bonds.

Because of the hazards attending the investment of any fund, even
in very high-grade securities, the almost universal present-day prac-
tice is to require that any sinking fund cash be used for the imme-
diate purchase of the bonds being protected. Even the choicest
government bonds may fluctuate considerably in market price, and,
if it should be necessary to sell upon the occasion of maturity in
order to convert the investments into cash, a loss might be the result.
Whenever the investment of sinking fund cash in bonds other than
those of the issue itself is permitted, commitments should be re-
stricted to investments which are not only high grade btit which
mature on or before the maturity date of the protected issue, so that
there will be no dependence upon the price vagaries of the bond
market.

If a corporation were required to purchase its own bonds, and
sellers were few, an exorbitantly high price might be the result. To
prevent this, sinking fund bonds are normally callable, and the
company is given the option either of buying in the market or of
calling the bonds needed for redemption. As long as the bonds may
be bought in the open market at or below the call price, the company
will fill its requirements there. Not only does this represent an
economy, but it is in the interest of the bondholders, since it provides
an improved market for those who are desirous of selling and leaves
undisturbed the holdings of those who wish to retain their invest-
ment. Because the credit standing of a corporation is judged in part
by the market performance of its securities, the artificial support of
sinking fund purchases is a helpful influence, especially in the case
of small companies whose bonds are not readily marketable.

Actual purchases may be made by the trustee rather than the
company, the proper amounts being paid over in cash to the former
by the latter. When less than an entire issue of bonds is to be
called, the particular bonds are selected by lot. The serial numbers
of these bonds are then published by advertisement in the case of
coupon bonds; holders of registered bonds are notified by mail. The
company may not be required to deposit cash but may be given the
option of making payments to the trustee in bonds. This alter-
native enables the corporation to use any surplus cash to make pur-
chases when the bonds seem cheap, and so presumably in need of
buying support, or when, as a matter of conservatism, it wishes to
accumulate bonds to meet future sinking fund requirements.

On rare occasions a corporation is required to repurchase its bonds
by call at a substantial premium regardless of market price. The
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double purpose of such an agreement is to raise the yield to the in-
vestor while keeping down the nommal or coupon, rate, and to add
what amounts to a lottery feature.” The p0551b1hty of a lucky
profit is created for those whose bonds are called at a substantial
excess over the market price at the time of call. Thus, the Kelly-
Springfield Tire Company's 8 per cent sinking fund gold notes of
1931 were issued in 1921 to the amount of $10,000,000 at a price of
992. Each half year throughout the life of the bonds $500,000 (face
amount) were to be called by lot at 110. The unredeemed balance
was finally called prior to maturity in 1929, the purchase being
financed from the proceeds of the sale of common stock."”

In an opposite manner, when a bond issue promises to be particu-
larly attractive and the sinking fund is not deemed essential to
safety, the agreement may be that the bond shall be noncallable and,
if the trustee is unable to purchase bonds at or below a given price,
the fund shall be returned to the corporation.

Varieties of sinking funds. Sinking funds may be classified
according to the manner in which the annual amounts are deter-
mined. Such a classification would read as follows:

1. Fixed annual amounts. The fixed amount may be a certain
face amount of bonds or a certain amount in dollars to be paid to
the trustee. The former is more usual, and its final effect is de-
finite. Should the latter arrangement be used, it might be stated
as an amount of money, such as $200,000, with a qualifying clause
that an additional sum should be paid whenever more was required
because of the necessity of purchasing the bonds at a premium.
The qualification would insure a minimum purchase of $200,000
face amount.

"Legally, the possible profit which might inure from call by lot at a price
in excess of market price would not be held a "lottery profit." At the time
of issue the future market price at the time of redemption is unknown. Prac-
tically, such rare gains are utterly insignificant beside the numerous and sub-
stantial losses, actuarially speaking, when corporations call in their bonds and
refund them into issues with much lower yields. The imputed actuarial loss
would be the excess of the market value of the called bond issue had there
been no call feature over the value at call price.

"Similarly, the Goodyear Tire & Rubber Co., at the time of its reorganiza-
tion in 1921, issued first mortgage 8 per cent bonds, which were to be drawn
for sinking fund at 120, and debenture 8 per cent bonds, which were to be
drawn at 110. Any debentures not retired by maturity were to be paid at the
call price. The unredeemed balances of these two issues were refunded
through the sale of first mortgage and collateral trust 5's in 1927.

Some European governments have employed the lottery on a large scale
in their bond issues, redeeming a few bonds each year at a number of " times
their face value. These golden prizes, when compared to the total issue in-
volved, do not increase the cost of the loan to the government greatly, doubt-
less reducing it when allowance is made for the higher price obtained because
of the lottery inducement. Such lottery features have generally been regarded
as illegal in this country.
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Sometimes, instead of being stated in dollars, the sinking fund
payment is stated as a percentage of the bonds issued. This method
is useful when the bond issue is open-end and the sinking fund is to
be made applicable to all series, present and future.

If the annual sinking fund payments are equal and the interest
charges decrease as the debt is retired, the total annual burden will
grow less. In this way the heaviest load is placed upon the initial
years. The annual reduction in the drain upon cash will amount
to the saving in interest upon bonds retired. As a result, the cor-
poration is able to increase dividends by that amount annually,
which is especially appropriate in most cases because the sinking
fund represents earnings withheld for the purpose of debt retirement.
The stockholders' investment gradually replaces the investment of
the bondholders. The reward for this additional investment can be
reflected in immediate expansion of dividend disbursements as in-
terest charges are reduced. In contrast, under the plan mentioned
under 2 (a) (4) below, where the bonds are kept alive in the sinking
fund and the interest saving is utilized to increase the sinking fund,
the stockholder could realize no cash distribution until the debt was
wholly retired, a process which might require a very long period.

2. Variableannual amounts. (a) Increasing eachyear. The
payments may be scaled so as to increase each year because it is
believed that the ability of the company to retire its debt will grow
as a result of (1) expanding earnings as the additional capital is
utilized, (2) the more complete development of the potential market,
(3) ordinary growth from retained earnings, or (4) the reduction
of interest charges as the debt itself diminishes. If the last factor
is the sole influence relied upon, a simple device is the retention
rather than cancellation of bonds purchased for the sinking fund
by the trustee. The trustee then collects the interest on these sink-
ing fund bonds for the use of the fund. In this way the company
pays a constant annual amount for interest and sinking fund, but
the growing sum collected by the trustee as interest on repurchased
bonds permits ever-increasing purchases.

(b) Decreasing eachyear. While decreasing sinking funds are
unusual, a situation might arise where the primary purpose is to re-
duce an excessive debt as soon as possible to more modest propoz-
tions, after which the reduction could be carried on at a more
leisurely pace. Such a method would have the advantage of plac-
ing the heaviest burden on the near-term future, which is always
more predictable and certain than the more distant future. ' The

" While decreasing by longer stages than one year, the Market Street Rail-
way first 7's of 1940 illustrate the general principle. Upon issuance in 1924,
the company covenanted to provide an annual sinking fund of $500,000 from

January 1, 1925, through 1932, the bonds purchased to be kept alive until
January 1, 1933. These bonds were to be canceled on the latter date, and an
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prospects might even point to a declining earnings trend.

(c) Fluctuating sums. Since the sinking fund is ordinarily "a’

charge which must be met in ordeiTo "avoid insolvency, some basis

--mn-y-be-seteetetl Vrah will permit the aminal paylnent to fluctuate
with the ability to pay. A very reasonable method is to vary the
payment in relation to the balance of earnings after all expenses,
including the interest charges, have been met. If any preferred
dividends were to be paid and their payment was regarded as essen-
tial to the company's credit, the balance after that item is deducted
might be used as the basis instead. In order to avoid a complete
failure of sinking fund contributions, a fixed annual minimum,
below which the fluctuating annual amount is not allowed to fall,
is usually stated. 2 Other bases, such as sales, have been used, but
these are less logical because they are less direct measures of ability
to pay.

When the property is exhaustible, another method is to vary the
sinking fund allowances according to the rate of depletion. Thus,
while a minimum is ordinarily stated, additional sums are required
to be paid into the sinking fund when more than a certain number
of tons of ore are removed from a mineral property, more than a
certain number of barrels of oil are taken from a petroleum well,
or more than a certain number of feet of lumber are cut from timber
acreage.33 Since the amount of original property given as security
is a known amount, the sinking fund can be arranged to retire the
bonds considerably in advance of the depletion of the property.

annual sinking fund of $300,000 was to be paid in and accumulated thereafter
until maturity for the purchase or redemption of the bonds. Bonds in the
fund were to be kept alive, and the interest on them was to be added to the
fund. The uncertain outlook for traction companies at the time of this
financing, which was a refunding operation, explains the sinking fund arrange-
ment.

»» The Goodyear Tire & Rubber Co., the nature of whose business makes
fluctuating earnings inevitable, has a purchase fund for its first mortgage
and collateral trust 5's of 1957 of $600,000 per year (one per cent on the
$60,000,000 total) or 10 per cent of the consolidated net earnings for the pre-
ceding fiscal year after allowance for preferred dividends, whichever is greater,
to purchase bonds at not exceeding 100 and accrued interest. Any unexpended
balance due to inability to purchase at that price reverts periodically to the
company.

" Truax-Traer Coal Company convertible debenture gold 6's of 1943 were
given a sinking fund of 71- cents per ton of coal mined and sold, with mini-
mum annual payments ranging from $150,000 in 1929 to $262,500 in 1943, which
were estimated to be sufficient to retire the entire issue by maturity.

International Agricultural Corporation first and collateral trust gold 5's of
1942 provided sinking fund payments amounting to 2i per cent per annum
beginning in 1929 and 5 per cent beginning in 1937, plus 20 cents per ton for
any phosphate rock mined in excess of 1,000,000 tons in any calendar year.

The Bloedell-Donovan Lumber Mills 6 per cent gold notes, dated Febru-
ary 1, 1929, were arranged to mature serially in 1933-1936 but provided a
sinking fund of $1 per thousand feet in excess of 100,000,000 feet cut from
its own timber in any calendar year to be used for retirement of outstanding
notes of longest maturity if not used for purchase of additional timber.
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Although the sinking fund is sometimes enriched by proceeds from
the sale of property subject to the mortgage, such a windfall can
hardly be regarded as true sinking fund. Even when bonds have no
sinking fund at all, monies from the sale of pledged property should
be required to be applied to the debt itself or prior lien debts, or
to be used to acquire other suitable income-producing property.

In some cases the company is permitted to divert its payments to
making improvements or to the acquisition of new property, on the
theory that the position of the bonds is as much improved by addi-
tions to the assets as by the reduction of the debt which it secures.
Such a provision is not objectionable when the primary purpose is
to maintain the ratio of security to debt rather than to eliminate the
debt. Public service corporations are the most frequent users of
such a clause, since with them added property is the most certain
to result in greater earning power and investment values, and their
debt is a more permanent feature of their capital structure.

Such payments for improvements do not, however, reduce debt,
and so are not sinking fund at all. Moreover, a dollar applied in
this manner does not increase the degree of safety at as rapid a rate
as when it is applied in true sinking fund fashion. Thus, a cor-
poration with a. $10,000,000 property and a $6,000,000, or 60 per
cent, funded debt, by applying $1,000,000 to property additions,
would reduce its debt ratio to 55 per cent ($6,000,000£$11,000,000),
whereas the same amount applied to the sinking fund would reduce
that ratio to 50 per cent ($5,000,000+$10,000,000).°* The earning
power of added assets might, however, exceed the possible savings in
interest charges by such a considerable margin as to make asset
expansion more favorable to the credit of the corporation than bond
retirement, because the bond market is often more concerned with
the number of times the interest is earned than with the debt-asset
ratio.

Serial bonds. A serial bond issue is one in which some of the
bonds are ma € tti m@'tire each or half year, instead of all on a
sing e ate." Purchasersare offered a variety of maturities to suit
‘thttrvarious needs. Definite amounts falling due each year give
an inflexibility that may be avoided by a fluctuating sinking fund
plan. Such an unbending requirement may mean that the corpora-
tion believes its income to be highly predictable. Because income
from the rental of real estate is more stable from year to year than
it is for most industrials, serial maturities have been common in
real estate financing. Or the explanation may lie in the steady ad-
vance of depreciation of the property pledged, requiring an equally

"See C. W. Gerstenberg, Financial Organization and Management (New
York: Prentice-Hall, Inc., 2nd rev. ed., 1939), p. 301, for a graphic illustration.

" "Serial bonds" should not be confused with the "serial numbers" which

appear on all bonds as a means of identifying the different certificates of an
issue (see p. 108).
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steady retirement of the debt, as in the case of the equipment trust
certificate. These two fields of use are the only ones in corporation
finance where serial bonds are at all common, and in them it is
almost invariably found. In large real estate issues only a partial
reduction in the amount of debt during the life of the bonds has
ordinarily been sought; with equipment trust certificates, complete
elimination of the debt is accomplished.

Comparison of sinking fund and serial bonds. A comparison
of the sinking fund and the serial bond from the standpoint of the
corporation reveals certain differences. First the serial _bond- gives
the purchaser a more certain maturity, presumably one which fits
his needs exactly, which may result in lowering biter-es tsin_
periods when short-term investments are at a premium. The oper-
ation of the sinking fund, on the other hand, makes it uncertain as to
just when a particular bond may be paid off. Some buyers, such
as the commercial banks, appreciate a definitely short maturity
for their investments. Sometimes, when short-term money is lend-
ing at a much lower rate than long-term money, the corporation will
be able to borrow at a lower average cost by issuing serial bonds,
which will include some short maturities, than by issuing sinking
fund bonds with a single medium or long-term maturity.

In the second place, the sinking fund purchases provide an arti-
ficial market support which tends to improve the marketable qual-
ity of the bonds and so their investment attractiveness. Sometimes
these purchases drive the price up to the call figure and hold it
there. Such a supporting factor is most valuable for small, inactive
bond issues, which might otherwise suffer a more fluctuating market
—a disadvantage to bondholders needing to recover their principal
before maturity. The bond house which is called upon to provide
a market for its issues as a service to its customers and finds its
greatest problem in small issues will appreciate this aspect of the
sinking fund. The serial arrangement, on the other hand, merely
provides for payment of those bonds maturing each period and so
plays no direct part in the open market."

A third difference is the uncertainty in the price at which sinking
fund redemptions will be made as compared with the uniform pay-
ment at par of the maturing serial bonds. If the bond market is

" The argument is even advanced that the marketability of the serial bond
is reduced by quotation difficulties. Because of the variety of maturities,
different prices for each are almost certain to exist even though all sell on
the same yield basis. Thus, to yield 5 per cent, a 4 per cent bond maturing
in one year would sell at 99.04, a similar two-year bond would sell at 98.12,
a three-year bond would sell at 97.25, and so forth. At times the preferences
of investors may be such as to cause differences in yields. As a consequence
of these differences among maturities a sale of bonds of one maturity at a
given price cannot be used to show the state of the market for all of the
issue as it would in the case of ordinary bonds. Because of this difficulty
serial bonds, except when they are selling at par, are very often quoted on a
yield basis rather than a price basis. For example, a bond would be quoted
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high or the credit of the debtor corporation is improved as compared
with the situation at the time of issue, it may be necessary to pay a
premium, usually a small one, to acquire the bonds needed for the
sinking fund. On the other hand, if bond market conditions are bad,
the price of the bonds may be low and permit the debtor corpora-
tion to realize considerable profits from the purchase of its bonds
at a discount.

A fourth important difference, already mentioned, is the possible
flexibility of the sinking fund plan as compared with the rigidity of
a prearranged program of serial maturities. This point is of prime
importance to corporations with fluctuating earnings.

A final difference that has to do with the relative certainty of
debt reduction under the two plans may be mentioned in concluding,
although it is of more importance to the investor than to the corpora-
tion. Theoretically both are on a par; under most indentures failure
to meet a sinking fund payment is as much an act of default as
failure to pay a maturing bond. As a practical matter, however,
payments to the sinking fund are not the immediate concern of any
particular bondholder, as a maturing bond would be, and, if the
trustee takes no action, a sinking fund default may occur without
any notice, or at least any action, being taken. And, while no
corporation could rely upon such leniency, bondholders might hesi-
tate to take steps which might cause them further trouble by
plunging the debtor corporation into admitted insolvency. The
danger of such inaction is that the corporation and its property are
thereby permitted to drift still further along the road of deprecia-
tion to ruin. Such an oversight is unlikely to occur when a large
corporation is the debtor, but it does constitute an argument for the
serial maturity feature in small issues.

Conclusion

In order to prevent too great a departure from realities, this and
the preceding chapters which describe the various kinds of stocks
and bonds have often indicated the use and the underlying motiva-
tion along with the definition. Such a longer statement will have
the advantage of eliminating a good many excursions from the main
thread of the story as the plans and standards of financing of the
various kinds of businesses and situations are taken up. A knowl-
edge of the tools of finance—that is, of stocks and bonds—is a
necessary basis for understanding the ensuing discussion.

as selling on a 4.70 per cent yield basis rather than at a price of 961. Quota-
tion problems of this nature are not likely to be a major factor in determining
marketability.

" The carelessness and downright mismanagement with which sinking funds
have been administered by some municipalities has been the major factor
causing a wholesale shift to the use of the serial maturity in the field of muni-
cipal finance.



CHAPTER 9

FACTORS DETERMINING THE FORM OF
CAPITAL STRUCTURE

Conditioning Factors

ITH a knowledge of the various kinds of securities used in

financing a corporation behind us, we are prepared to discuss
how they are put together in the form of capital structures for actual
business. But, if our study of corporation finance is to be an exam-
ination of essentials, rather than a mere running description of
various practices, the underlying conditioning factors which are the
setting of this problem must be constantly emphasized. Finance
is not a science but rather one aspect of business. Business is an
art, drawing much from the sciences, particularly economics, just
as the art of agriculture employs the science of botany, and the art
of mining employs geology. To continue the analogy, oertain
financial forms and practices are especially fitted for certain busi-
nesses and for certain situations, just as certain types of plant life
are particularly adapted to certain kinds of physical environment.
Plants do stray from their customary associations, and for a time
pass the test of survival; likewise financial practices are found in
situations for which they are unsuited. But success in both fields
is a process of continually meeting the requirements of the environ-
ment.

Before considering what is suitable as a financial plan for the
capital structure (including retained earnings as well as stocks and
bonds) of the various types of business, the conditioning factors
should receive attention. They may be divided into internal fac-
tors and external factors.

Internal factors. Internal factors are those growing out of the
nature of the business itself.

1. Amount of funds required initially. In those kinds of busi-
ness which require large sums at the very outset, an appeal to the
capital markets becomes almost inevitable. Certain other busi-
nesses, notably those which render personal services, require but
very small amounts, so that many individuals of limited means are
financially able to launch enterprises. Furthermore, the greater
the need to raise a single large sum at the outset, the more likely

184
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is the corporation to use a variety of instruments in order to appeal
to all of the different sources of investment funds. If only a small
amount is required, it is likely that a simple arrangement, involving
only a single form of security will be used.

2. Rapidity of growth. If, after the initial financing, possibili-
ties of growth are considerable, policies must be adopted that will
facilitate the raising of adequate funds. Ordinarily the rate of
growth is greatest at the beginning of the business life, gradually
diminishing as the market's "saturation point" is approached.
However, the sudden unfolding of opportunities in new directions
may from time to time create expansion problems for an aggressive
and energetically managed business. In general, the ral2ida grow-
ing business will bejnore likely to issue securities; slow growth is

rediiiTyfina,nced out ofearnings. Among the faster growing
corpnrations,-those with the greatest need for funds are the most
likely to use a variety of securities in order to make the broadest
appeal to different types of investors.

3. "Turnover" of operating assets. The ratio of the sales for
a year to the average amount invested ifT BT eFalArigTssets is spoken

F6Berating asset tuiiidDer.” The operating assets include the
fixed assets Algal in operation, such as land and buildings, equip-
ment, tools, and fixtures, and the current assets, such as inventories,
receivables owed by customers, and cash balances. Nonoperating
assets, such as investments, advances to other corporations, and
intangibles, like goodwill, are excluded. In a business where vir-
tually all of the assets are of the operating type and the amount of
current liabilities is negligible, the operating asset investment and
the sum of the bonds and net worth will be substantially the same
amount.

Other things being the same, the greater the sales volume with a
given amount of operating investment, the greater is the return for
the owners of that investment. But some lines of business charac-
teristically employ large amounts of assets in proportion to their
volume of business. An electric light and power company might
invest five dollars for every dollar of annual sales and so show an
operating asset turnover of but one fifth, as compared with some
merchandising concern that might have a ratio of five. It follows
naturally that a much larger percentage of the sales dollar of the

' Because of this frequently substantial equivalence between operating assets
and investment by stock and bond holders, sales are often compared with the
latter figure to obtain what is termed invested capital turnover. Meaningless
results are obtained whenever a substantial amount is invested in nonoperat-
ing assets, which mean a larger "invested capital" that bears no relationship
to sales. Similarly, the business may be carried on with short-term funds
obtained from banks or merchants, so that "invested capital" is made to appear
low in relation to sales.
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former must be left over after operating expenses as return upon
investment in order to provide a return equal to that of the concern
having the higher turnover. If 40 cents of the electric utility sales
dollar remains as return upon investment, the rate will be but 8 per
cent, whereas a balance of 1.6 cents per dollar of sales would pro-
duce an equal percentage of return for the hypothetical merchan-
dising concern. Small changes in the ratio of expenses to sales, or
operating ratio, of two such different situations result in quite
different effects upon the rate of return upon investment, businesses
with a low turnover being little affected and those with a high turn-
over being greatly affected. In the case just cited, an increase in
the net income margin of 1 per cent would increase the rate of return
upon investment from 8 per cent to 8.20 per cent for the utility and
to 13 per cent for the merchant.

Utility Merchant
Operating assets .........ceerereeeeeeeeeeeeennnn. $1.00 $1.00
Rate of turnover ..........ococoevivieininennnn.. 5 5
SAlES ittt ... $.20 $5.00
8 per cent return on investment ........... $ .08 $ .08
Return on sales .......coevvevviniiiiiniieinennnnns 40% 1.6%
Operating ratio ........c.cceuuveivneiiieeinnnee. 60% 98.4%

Herein lies the key to one characteristic difference between public
service corporations and industrial corporations in the financing of
their expansion. The utilities require such large sums in relation
to their volume of sales, which, in turn, are usually a substantial
amount per unit, that a resort to the sale of both stocks and bonds
in quantity is logical; earnings are inadequate to supply such sums.
With bonds they are able to tap the large supply of conservative
investment funds supplied by thrift institutions. Their stocks are
sold to less conservative investors.

4. Rate of return earned upon investment. 1f a business earns a
moderate return, it will find it difficult to finance any considerable
growth out of earnings as compared with one which earns a high
return. The combination of slow asset turnover and a return kept
at a moderate level by regulation explains the need for the large
security issues of both bonds and stocks by the electric power in-
dustry during its considerable growth in the 1920's. Industrial cot-
porations enjoying a higher return issued fewer securities and
financed more largely from earnings. A successful industrial is
often able to make an above-normal rate of profit, owing to patent
protection, to some new and unusual method of production or
marketing, or to exceptional management. A large profit margin,
when coupled with a rapid turnover of operating assets, makes for a
high percentage return upon the latter. If a net profit margin of
10 per cent were left as the earnings from the sales dollar and a
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turnover of 5 were obtainable, the result would be a 50 per cent
return on the amount invested. Such a return, if allowed to remain
in the business, would provide for very rapid expansion and make
an appeal to the capital markets much less likely. Reference to
compound interest tables or even a few computations will reveal the
rapidity with which property increases when earning a high return.
An original investment of $10,000, if it could earn 50 per cent and
compound that profit at the end of each year, would reach over
$5,750,000 in a decade. Needless to say, it is easier to compute than
to earn these high rates of accumulation. On the other hand, a
company earning a very poor return may have so little investment
appeal as to have no other source of funds but its own meager
earnings.

5. Distribution of voting control. 'The desire to retain the voting
control of the corporation in the harids of a -particular group will
influence the form of the financing. The use of bonds or nonvoting

46cks-avoids_ the sharing of control with others. However, after a
corporation has reached a certain size, the issue of additional voting
stock may actually strengthen the hold of the controlling group
upon a corporation by making the purchase of control by outsiders
more difficult. Small stockholders widely scattered invariably ig-
nore their proxies or deliver them to the existing management, at
least as long as the corporation is moderately successful.

6. Stability of earnings. Stability of earnings, unlike the pre-
ceding points, is not a single element but the resultant of a number
of influences. Instability may be the result of either changes in the
volume of the business or inability to maintain a satisfactory rela-
tion between selling price and expenses. In the matter of volume,
the weakness may lie either in the industry as a whole or the shifting
position of the units within the industry. Whatever the cause of
unstable earnings, they make the use of bonds dangerous, and, even
if their use is attempted, they will be less attractive to bond buyers.
Consequently, sound principles would dictate that corporations sub-
ject to this risk should avoid bonds where possible, keep preferred
stocks at 2 minimum, and favor common stock and retained earn-
ings as sources of funds.

Three conditions will ordinarily make for a stable physical volume
of business: (a) Industries which supply consumers' goods
or services tend to enjoy more stable volume than those supplying
producers' goods—that is, the equipment of industry, such as build-
ings, machinery, and tools. The annual volume of the food indus-
tries is much steadier than the iron and steel, railroad equipment,
or construction industries. (b) Goods or services enjoying daily
habitual purchase fare better than those purchased at longer or
irregular intervals. The influence of habit undoubtedly determines
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to a large extent what we regard as necessary. This principle may
be seen in the examination of diet, where we tend to rate habitually
used items as necessities, regardless of possible effective substitutes.
(c) Small unit price also favors stable volume.

Sometimes luxuries and necessities are contrasted in the study of
stability, but the significance of the difference is probably overrated.
The larger importance of habit and small unit price is seen in the
relatively stable volume of the tobacco industry, producing a luxury
line, which compares favorably with the food industries. On the
other hand, the sale of men's suits, which are bought at irregular
or at least fairly long intervals, and at high prices, suffers a much
greater loss of volume in a year of business depression.

Since competition within an industry is a constant threat to the
stability of the individual unit, partial or complete monopoly is
very 1mportant as a possible neutrahzmg influence. Sometimes reg-
ulated "natural" monopolies exist in the form of public service in-
dustries, which supply transportation, electricity, communication,
gas, and water. These are classed as natural monopolies because
competition in a given area would result in the duplication of ex-
pensive facilities, which would greatly increase the cost of the service
to the consuming public. (The suggestion made under the heading
"Operating asset turnover" as to the importance of the investment
factor and the return upon that investment in the price charged to
customers explains why duplication of facilities is so undesirable in
the utility field.) Other monopolies exist as the result of the con-
trol of the sources of raw material, as in the case of the Aluminum
Company of America, which controls all the major bauxite deposits
in this country; the control of sectret processes, as in certain of the
chemical companies; the ownership of patents or copyrights, as in
the case of Radio Corporation of America; or the ownership of
special trade-marks, as in the case of General Foods Corporation,
American Tobacco Company, and Coca-Cola Company. Almost all
monopolies are subject to some extent to the limiting effect of sub-
stitutes. Subject to that limitation, however, earnings are possible
which may considerably exceed those from ordinary competitively
employed funds unless the state intervenes with regulation, as it
usually does in the case of public service corporations.

In contrast to the manner in which monopoly of varying degrees
removes or tempers the risk for a given business unit, thereby
making financing easier, certain factors may serve to increase the
unstabilizing influence of competition. Style, as found in the auto-
mobile and the women's clothing industries, may give a varying ad-
vantage to the different competing units. Where the personal factor
is important, as in the newspaper and amusement fields, instability
from the competitive race is especially evident.
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Sometimes the competition of substitutes seriously affects a
whole industry. Petroleum and natural gas displace coal on a
considerable scale; aluminum takes the place of copper for certain
uses; the wagon yields to the automobile; the paper carton supplants
the wooden packing case; and tin cans seek to displace glass bottles.
This inter-industry form of competition is sometimes the chief force
disturbing certain industries or concerns. Even natural monopolies
may suffer from this special kind, of competition. The steam rail-
road has been affected by the truck; the street railway has been
affected by the bus and the private automobile; and gas for lighting
purposes suffered upon the introduction of electricity until its use
for heat replaced the former demand. This uncertain hazard to
industry, which includes the possibility of new inventions, is vir-
tually impossible to measure, since it respects none of the common
generalizations set down here.

Most of the problems of adjusting the relation of selling price and
expense arise from instability on the income side of the business,
which has just been discussed, but this discussion has been in terms
of physical volume and does not consider that instability which
grows out of unit price changes. The tons or gallons or other units
of business volume may remain unchanged, while the dollar sales
volume fluctuates. The maintenance of a profitable relationship
between cost and selling price is not always possible, with the result
of earnings instability even in the presence of a stable physical
volume of output.

Three general situations are found which may make the main-
tenance of a profitable relation between cost and selling price
difficult: (a) regulation, (b) immobility of expenses because of large
use of fixed property, and (c) losses through declines in price too
rapid to permit the resale of inventory at customary mark-ups.

Regulation by public authorities of the prices charged by public
service corporations is intended to maintain a fair relation between
those prices and the costs of operation. However, when costs rise
and increased prices are necessary, regulatory bodies are generally
tardy in permitting the necessary adjustment. The result is at
least a temporary depression in earnings. When the cost of coal
rose during the War, gas companies in many cases suffered from the
slowness with which they secured necessary rate increases, just as
some profited from the rapid decrease in costs in the subsequent
post-War deflation. Street railways had notorious difficulty in
obtaining rate increases as their operating costs rose with the gen-
eral price level after 1915.

Even when the management has free play, price changes bring
problems of readjustment. Whenever large sums are sunk in a
fixed form, the management incurs responsibility for this immobile
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fund with no opportunity of changing its form or liquidating if the
total is excessive. Relatively large fixed investment (or, in other
words, low operating asset turnover) is most characteristic of public
service corporations and real estate, less so of manufacturing, and
least so of merchandising. If a wave of extreme enthusiasm causes
excessive amounts to be tied up in a given field, depressing prices
in the ensuing struggle for business, then subnormal earnings are
inevitable. Rather than abandon the competition for business, any
price which will make some contribution to the burden of fixed ex-
pense and investment return will be accepted as better than no busi-
ness at all. The coal and real estate businesses have furnished ex-
amples of such cutthroat competition. In the latter case the con-
stant reduction of competition through obsolescence and ordinary
depreciation, destruction by fire, and, in the past, the growth of pop-
ulation, produce a certain, but a very slow, cure.

Difficulties of a more fleeting sort are found where the funds of
business are employed in inventories of declining value. If prices
decline before a resale can be effected, the holder is usually obliged
to take a loss or at least a reduced profit. Sometimes an attempt is
made to avoid such a loss, and the management secks to dispose of
the old stock before making a price reduction. Such a course is
limited by competition and the tendency of buyers to delay purchase
until cuts are made. The tendency of merchants to base their
selling prices upon cost, rather than replacement price, is shown in
the lagging of movements of retail prices after those of wholesale
prices. The more rapid the turnover of the stock of goods, the less
likely is loss from inventory fluctuation to occur; the longer the
interval between purchase and resale, the greater is the hazard.
Since the conversion of raw materials into finished products takes
time, manufacturers as a class are more likely to suffer than mer-
chants. If a business is required to purchase or contract for mate-
rials at a fixed price sometime in advance of use, the effect is to
lengthen this period of turnover and so increase the risk. Rubber
manufacturers, compelled to import their chief raw material from
long distances and considerably in advance of actual use, have suf-
fered notably in the past from the price declines of rubber.

Slow merchandise turnover is one element in producing loss from
decline in inventory prices; the other is the variability in inventory
prices. Prices are most variable in the basic raw materials and
least so in the ultimate finished products. This volatility is some-
times the expression of wide changes in demand and sometimes the
expression of large changes in supply. The list of considerations
already given above as affecting the volume of business of an in-
dustry are demand influences. The supply of most of the raw
materials used in the unstable construction industries are fairly con-
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trollable, but the vagaries of demand make for price fluctuations, as
seen in the case of such materials as copper and lumber. On the
other hand, many food staples are consumed in fairly regular quan-
tities but suffer marketwise from large changes in the supply. The
best guide to the future is found in the previous experience of an
industry supplemented by a study of the fundamental factors, in
order to make sure that the same conditions still prevail as during
the period in which the "experience" occurred.

External influences upon financing. So much for the general
factors within an industry which condition the form of the financing,.
Outside the industry are the financial markets, which play their
part.

Attitudes of the investment market. ~Custom and experience give
rise to attitudes which act with a forceful compulsion. Certain
standards come to have such general acceptance that they require
observance even when circumstances would reasonably permit devi-
ations. Again, some attitudes partake of the nature of fashions.
The popularity of certain forms of securities and certain kinds of
enterprise may be either very great or very slight. Real estate
mortgages or public utility securities of a certain class may be so
popular as to permit even relatively weak issues to be sold success-
fully. Coal or street railway securities may fall into such disfavor
that even a well-situated company may finance only with difficulty,
if at all. Stocks may at a given time be high in popular favor, so
much so that conversion features may prove necessary to make
bonds sell at reasonable prices. At other times bonds may be in
favor, and then only those corporations with sufficient standing of
the sort demanded by the investment markets can finance to the
best advantage. While such attitudes may represent prejudice and
the current whim, they nevertheless require consideration in the
formulation of financial policies.

General level of interest rates. While large differences exist
among the various classes of "money" rates, they tend to rise and
fall together over the long swing. In years in which this level is
high, corporations will restrict their financing to the bare necessities
and arrange their contracts to make the burden of such financing as
temporary as possible. When funds are obtained easily and
cheaply, the management will seek to take advantage of the condi-
tion, if possible, by long-term or permanent financing,.

Of the six internal factors given, operating asset turnover is
especially important. This turnover figure may be thought of as a
measure of "capital" need—that is, need for funds to acquire assets.
To state that a business has a low turnover, or ratio of sales to
investment in operating assets, is the equivalent of saying that its
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capital requirements are relatively large. If the amount of assets
required to do a given amount of business is relatively large, it
follows that a customer of such a business is purchasing the services
of "capital" with his dollar to a greater extent than when purchas-
ing from a business in which the use of assets is less important, as
evidenced by a high operating asset turnover.

The various classes of business, when viewed from this angle,
show great diversity, ranging from those which render very largely
"capital" services, as in the case of large hydroelectric projects, to
those which render personal services, which involve but little invest-
ment in capital goods. Businesses of the first type, since they in-
volve the problem of raising considerable funds, have invariably
received the most consideration in textbooks on corporation finance.

Personal Service Businesses

Because the personal service type of business offers the slightest
financial problem and so will receive but little attention in these
pages, it may be taken up first. Many of the enterprises in this
class are not even thought of as "business," partly because of the
personal service character of the venture and the absence of "trade"
in the conventional sense, and partly because of the social prestige
and special standards of conduct which govern certain of the pro-
fessional groups that would fall in this class. In addition to the
professions—such as law, medicine, and engineering, which require
extended training—there would be included skilled groups—such as
artists, advertising agencies, automobile repair shops, and various
types of brokers—and the groups requiring less extended training or
apprenticeship—such as the barber, the hairdresser, and the cleaning
establishment.

Regardless of how personal the service and how slight the "capi-
tal" factor, each of these fields has to face the typical problems of
the business enterprise, those, of locating the business, of creating a
product or service which is satisfactory in the sense of meeting an
"economic demand," of finding and holding a market against com-
petition, and of managing the finances in such a manner as to pre-
serve the economic life of the business unit.

Asset requirements. From the very nature of the business the
initial asset requirements are not large. Those whose ambitions,

For economic analysis, it is necessary to go beyond this examination of
the individual business unit and note that the goods reaching the ultimate
consumer pass through a series of businesses. The extent to which a business
is a. "capital" service or a labor service would be determined in such a study
by a breakdown of the value added to the materials purchased through the
manufacturing or merchandising of the individual concern. In other words,
the character of the service is studied by relating "capital" return and labor
return to the value added to materials rather than to the sales figure.
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or whose parents' ambitions, are set upon a venture in this field
ordinarily find the financing problem a minor obstacle. This state-
ment becomes untrue if the amount spent for education or training
plus the sacrifice of income during the period of education or ap-
prenticeship are counted as an investment. Certainly, from the
social point of view the investment is as genuine as that in any
tangible property in the way of tools and equipment. An analogous
situation is found in the "intangible development expenses" which
are sometimes carried among the assets of a business until earnings
create a surplus against which the item may be, charged off. (For
the most part conservative accounting looks with disfavor upon
carrying these on the books as assets, but they may be found in the
balance sheets of petroleum companies.) In any case, the outcome
of such expenditures by an individual or a concern are too uncertain
to warrant an appeal to the public for funds for that purpose. The
state may, it is true, find an expenditure in training or education
profitable. It has the advantage of a group of cases, so that the
outcome is not uncertain, as it is in the individual case. Conse-
quently, endowed education and scholarship supported by the tax-
payer may prove quite profitable by increasing the supply of skill-
ful personal services. Such a social investment, however, falls
outside the scope of corporation finance.

Just as the problem of initial investment in the personal service
business offers but little material lying within the field of business
finance, so also the growth factor rarely creates a financial problem
of importance. Any increase in the need for investment in equip-
ment is likely to be of small proportions. The success indicated
by a growth in the business would ordinarily mean a growth of
earnings adequate to care for the additional need. Other sources
of funds would be trade credit from wholesalers and supply houses,
installment credit, and personal loans from relatives, acquaintances,
and personal finance companies.

The problem of control is ordinarily of very little importance,
since the business unit usually consists of only one or a very few
persons. Because the amount of capital equipment required to do

'In this manner any highly developed state of society has an "investment"
not represented by stocks and bonds. The justification for calling this expendi-
ture "investment" is that it not only produces services in the same manner
as other tangible wealth but also has its origin in savings. These savings
may be by parents, who may be able to produce enough to permit their
prolonging the period of their children's infancy and giving them technical
training and education. The benefits of the investment are ordinarily not
retained by the investing parents. The investment is normally "repaid" by
reinvestment in the training of the succeeding generation. The investment
may be made by the state, which collects the funds by taxation and invests
them in the future services of better-trained citizens rather than for current
benefits.
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business is very small, decisions to join with others or part company
from them can be carried through whenever too vigorous disagree-
ments as to control arise. Problems of control become more diffi-
cult as the amount of funds employed by a business grows and the
number who have contributed a share increases.

Uncertainty of earnings. The matter of uncertain earnings of a
personal service type of business militates against raising funds
from the general public. Earning power depends too largely upon
the expected length of life, the health, and the character of one or a
very few individuals. All these elements are subject to change,
and, in the event of failure, little survives which can be turned into
cash to satisfy creditors. Rarely in this class of business is there
a large impersonal organization suitable for carrying on in case of
the decline or departure of a few central figures.

In conclusion, then, the small asset requirements and a high risk
factor in the form of impermanence militate against public financing.
Incorporations, such as in certain theatrical ventures or a business
like the General Outdoor Advertising Company, mark the excep-
tion rather than the rule. Such slight funds as are needed are ex-
pected to come from the savings of those starting the business or of
those intimately related .who are willing to make advances for per-
sonal reasons. This condition is generally desirable, for risk is
most efficiently borne by those who are well informed and best able
to keep in touch with the situation.

Merchandising Concerns

Merchandising follows the personal service business in point of
high operating asset turnover. Because of the prominence of the
investment in merchandise, the close economic relationship of mer-
chandising and personal service is easily overlooked. The economic
contnbut1on of the merchant is as intangible as any personal
service.* In paying the merchant's mark-up, the customer is pay-
ing chiefly for a service rendered by buyers and sales clerks.

Financial requirements. The primary need for funds by a mer-
chant arises from the investment in his stock of goods. If this
stock is resold quickly—that is, "turned" quickly—the "capital"
service and the capital need will be relatively small. A newsstand
might have a daily or nearly a daily turnover; a butcher, a baker, or

A statement of the functions of marketing organizations may be found in
F. E. Clark, Principles. of Marketing (New York: The Macmillan Co., rev.
ed., 1932), p. 13:
A. Functions of Exchange : 1. Selling (demand creation), 2. Buying
(assembly).
B. Functions of Physical Supply: 3. Transportation, 4. Storage.
C. Facilitating Functions: 5. Financing, 6. Risk taking, 7. Standardi-
zation.



DETERMINING FORM OF CAPITAL STRUCTURE 195

a magazine stand might turn its stock weekly; a retail grocer might
have a monthly turnover; and a hardware dealer or a jeweler might
turn his stock only two or three times a year.

A secondary need for funds will arise if the merchant extends
credit to his customers. The extension of credit requires the
financing of not only the merchandise on the shelves of the store
but also that which has passed into the customers' hands. A bank-
ing as well as a merchandising function is assumed. Cash sales,
then, serve the useful purpose of reducing the financial requirements
of the business.

Another possible need for funds is found in the real estate in-
vestment. The building which houses the merchandising activities
may represent a substantial amount of funds. However, in many
cases, particularly in the small and medium-sized establishments, it
is possible to rent the necessary space so as to avoid the problem
of a large fixed investment. Many of the great retail chain store
organizations conduct their businesses wholly or in part in rented
quarters, confining their fixed investment to fixtures. The problem
of real estate financing is so frequently avoided by this type of
business that the governing principles affecting this part of the busi-
ness assets are deferred to the discussion below.

From this sketchy recital concerning the merchandising business,
something of its usual financial needs may be judged. Many units
are relatively small and have only a modest need for an investment
in assets. Such units are likely to be managed by one person or, at
most, a few persons. But before such persons initiate an enterprise,
they should have had experience, and, if they possess the prudence
and the economical attitude which is essential to the conduct of a
successful business, they will undoubtedly have applied those qual-
ities to their personal affairs and have accumulated a sum to apply
toward the establishment of the business. In small merchandising
units the owner or owners are expected to provide a substantial part
of the initial capital requirement.

When the amount available to start the business is small, the
business quarters will be rented rather than purchased. But what
if the amount of investment in inventories and receivables requires
more than the owners have accumulated? Much that has been said
concerning a permanent investment by an outsider in a personal
service business applies with equal force to small merchandising
units. The dependence upon personal factors with an uncertain
future and the instability characteristic of a highly competitive
field make permanent investment by an outsider extremely haz-
ardous. Only after the business has grown to a fair size, has demon-
strated managerial ability by an earnings record, and has built up
an organization which gives promise of a permanence never found in
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a one-man organization can a logical appeal for funds be made to
the investing public.

The small business unit,, then, unless it secures funds on a purely
personal basis, is limited for the most part to the funds of the
owners. Customarily, additional funds are to be had only in the
form of short-term credits. The basis for such credits is found in
the property values of the inventories and the receivables, which
should substantially exceed these credits. The short term of such
credit extensions is designed to enable collection and payment before
any changes in property values can take place on a substantial
enough scale to wipe out the margin of safety.’

When a business has grown to very large size in this field, it may
offer its securities to the public. Great stores such as R. H. Macy
& Company and Marshall Field & Company are examples of this
type. The large chain store organizations and mail order houses
include names that are among the best known on the major security
exchanges. Such corporations do not require the frequent sale of
securities to provide the funds needed for growth. Retained earn-
ings are a major source of funds for this purpose. When some
unusual expans1on program is on, or some opportumty arises to
purchase additional properties on a large scale, securities may be
sold to raise cash.

Types of securities. As to the form of security, bonds have been
unusual and stock has been the conventional form of offering.
Bonds have been avoided partly because of the feeling of risk that
goes with such competitive forms of enterprise and partly because
the relative newness of this type of undertaking as a public invest-
ment has made logical the more speculative appeal of stock. With
an excellent record of earnings during periods of depression strain,
some of the older organizations in this field could undoubtedly float
bonds were that a desirable or necessary course.

Since management usually occupies a secure seat in a business
which has been running for some time and any new stock issues are
likely to be widely distributed so as not to endanger the voting con-
trol of those already in power, common stock rather than nonvoting
preferred issues has predominated in the financial structures of
these large companies. Occasionally, however, particularly when
the company is relatively new to the investing public and the amount
of the new security issues is substantial, preferred stock of the non-
voting variety or with but a small share of the total voting power
and with protective provisions drawn to make it akin to a credit
instrument has been sold. This use of more than one form of se-

The operation and standards of this type of credit are discussed in Chap-
ters 19 and 20.
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curity increases the number from whom funds may be obtained and
so makes it easier to raise larger sums.

Manufacturing Concerns

A manufacturer has the financial problems of a wholesale mer-
chant plus those incidental to the purely manufacturing activities.
Operating asset turnover will therefore tend to be lower than for the
two classes of business previously discussed. A large investment
in plant and equipment is required. And, in addition, except in
those few cases when goods are manufactured only upon order, a
manufacturer has to invest not only in a supply of finished goods in
order to meet incoming orders promptly, after the manner of a
merchant, but also in a stock of raw materials and in goods in the
process of manufacture, which include in their value outlays for
material, direct labor, and overhead.

Asset requirements. The fixed investment, in addition to sales-
room fixtures and a place for conducting selling activities, if any, is
made up of the machinery and tools and the real estate necessary to
house production operations. The factory buildings, sometimes re-
ferred to as the "plant," may or may not be rented. Small con-
cerns, especially those located in large industrial communities, may
be able to rent the necessary space to house equipment and opera-
tions. In recognition of the limited and inferior quarters some-
times available for the smaller industrial tenant, the Bush Terminal
Company created a modern and efficient home for manufacturers
on the Brooklyn waterfront, an unusually well-located site with re-
spect to transportation, since it meets a prime need of the manu-
facturer seeking to reach the largest possible market. Where the
type of structure required is of a peculiar sort, as for a motion pic-
ture producer or certain chemical manufacturers, or where the busi-
ness has grown so large that it requires a plant of a size that makes
it suitable only for itself, renting becomes impracticable. Landlords
do not care to risk their funds on structures with so limited a renting
market.

Quite clearly the different units in this field vary widely in their
initial capital requirements in the matter of inventory, plant, and
equipment. A more complete analysis of these factors is outlined in
the discussion of promotional problems in Chapter 10. Passing
mention of two major factors will serve to emphasize this matter of
extreme range. The factor of unit cost will produce the difference
between mousetraps and steam locomotives. Again, if large-scale
production, involving the use of large and expensive machinery, is
essential to efficient operation, the initial capital requirements are
increased. A product in the low-price class often achieves that
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position by mass-production methods and a large use of machinery.
A considerable investment in machinery may be necessary in order
to produce a cheap American-made carpet, while only ,a relatively
cheap loom is employed in the production of a fine hand-woven
Oriental rug.

Although the initial asset requirements of a few manufacturers
may be as small as for small retail merchants, the situation is fre-
quently otherwise, creating one of the major problems of promo-
tion. The much greater ease with which an established business
can raise funds to exploit a new product or a new technique of pro-
duction gives it a most decided advantage over the new enterprise.

Form of capitalization. As regards the form of capital structure
for the new industrial business, bonds are unsuitable because of an
absence of demonstrated earning power and the uncertainties of
competitive industry. Common, or common and preferred, stock
is customarily employed. Since the whole situation is quite specu-
lative, preferred stock is merely a device for arranging voting con-
trol and priority for the inactive interests rather than to provide
securities of investment character. A preferred issue is particu-
larly likely when some of the founding group contributes intan-
gibles in the form of services, a special skill, or patent rights and is
entitled to a large share of the control and of the profits over and
above a normal return on the tangible cash investment. In such a
case a preferred stock with some common rather than common alone
may be allotted to those who contribute cash; those contributing
intangible elements can then be given a more substantial part of the
common.

After the business has been started and has demonstrated its right
to further funds by success, it is likely to need but little financing.
Success in manufacturing is likely to be crowned with an even higher
rate of earnings than is merchandising. Often a manufacturing
enterprise is more readily shielded from the fiercest winds of corn-
petition by patents, trade names, and special skills, and perhaps to
some extent by the larger initial capital requirements. Expansion
out of profits is probably the most common financial course.

When securities must be sold in order to obtain funds for growth,
common stock is most generally offered. If for any reason such an
issue appears undesirable or impracticable, bonds are about as likely
to be used as preferred stock, in spite of the apparent risk in issuing
an obligation with a fixed charge which must be paid in order to
avoid receivership. Common stock is more likely than either pre-
ferred stock or bonds when it is already well established as an at-
tractive security, when those in control are not concerned over the
effect of a new issue upon their position of control, and when secu-
rity market conditions are favorable. Whenever management finds
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it necessary to give its "best security” to obtain funds at a reason-
ably low cost or wishes to avoid increasing the voting strength of
outsiders, financing will consist of bonds and preferred stocks.
Not infrequently the management looks forward to retiring these
prior securities out of earnings or by the sale of common stock as
soon as conditions are more favorable for the latter. The simple
capital structure is looked upon as the "ideal" form for the manu-
facturing corporation.

Real Estate

Since the management of a piece of real estate is not ordinarily
thought of as a "business," the financing of real estate is not usually
discussed in works on business, or corporation, finance. Real estate
is regarded either as.ALLinvestment and so outside the field of busi-
ness, or as a mere part of the total financial problem of a business.
As wasFO11ifEd in€CT UriecfiiiriTvith meferanciising and manufac-
turing, a building of specialized or limited usefulness must be con-
sid a part of the financial problem, for it cannot _ordinarily be
rented. When, owever, dousing of the general utility type can be
rented thefinancial problem can be minimized. The securities of
real estate corporations so frequently flow through the same chan-
nels as those of strictly "business" corporations that a brief comment
upon this field is advantageous here. Not infrequently a corpora-
tion creates a separate company, which it owns and controls, in
order to purchase, hold, and finance its real estate commitments,
especially if they are of the general utility type, which would facili-
tate their independent financing in whole or in part.

Viewed as a distinct unit apart from the business which occupies
it, a piece of real estate is an enterprise with low turnover. In the
payment of rent, the tenant business is purchasing very largely the
services of "capital." ®The gross rentals paid for the use of such
property, which are the "sales" of this business, are likely to range

In social economics a distinction is made between the "capital" factor,
consisting of the building and any other improvements growing out of the
savings, and the land factor, the value of which is the result of community
growth and the character of the neighborhood and the community. Harry
Gunnison Brown, Economic Science and the Common Welfare (Columbia,
Mo.: Missouri Book Co., 1923), Part II, Chapters II, III, and VI. The
importance of this distinction is that savings invested in land values do not
add to production goods, as do savings put into buildings and machinery,
but merely purchase the capitalized advantage offered by a community in
a particular site for which the community does not collect in the way of taxes.
F. M. Babcock, The Valuation of Real Estate (New York : McGraw-Hill Book
Co., 1932), Chapters XII, XIII, and XXIII. An interesting parallel at certain
points can be drawn between land-site values, exclusive of all improvements,
and the value of goodwill. The value of both to an investor resides in the
surplus of earning power over and above the normal return upon the tangible
assets employed. Because land itself is physically tangible, the parallel is
obscure to many. Goodwill is discussed in Chapters 21 and 24.
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between 10 and 20 per cent of its valuation. The operating asset
turnover then would be between one tenth and one fifth. If the
total rents were net income to the owner, his return would amount
to from 10 to 20 per cent, but a varying proportion has to be sub-
tracted for such expenses as taxes, insurance, maintenance, and
depreciation. When the tenant is supplied with special services,
such as heat, light, water, telephone, elevator, and room service, the
rental has to be correspondingly increased and the ratio of rentals to
investment value rises, increasing the operating asset turnover ratio
toward the upper limit of the range suggested above.

The initial investment required in a building used for business
purposes is relatively high even for small properties when compared
with the amounts required by those business occupants, such as
merchants, discussed above. This relatively large requirement in-
creases the likelihood of the owners' needing funds from an outside
source to supplement their own when building new or purchasing
existing facilities.

The growth, or expansion, factor is not a constant problem in real
estate, as it is so often in ordinary business. Each building is re-
garded as an individual enterprise, and, once col ted, is re-

"B ce I or slibstaniialff added to only at infrequent intervals.
Financing is consequently an infrequent rather than a perennial
problem.

Even limiting our attention to real estate of the business occu-
pancy type, we find the earnings factor one concerning which gener-
alization is difficult. In general, rental charges change less than
other kinds of prices, partly 5eTaTile™ 131 sibwriest iti changes in the

ariliWifF3rbecause rent is the subject of longrterm contracts,
—that is, one year or more. The actual income is likely to be
affected more over e sort run by the regularity of occupancy
than by the scale of nominal rental rates. In this respect buildings
with tenants in the small merchant class enjoy a more stable situa-
tion than those with industrial tenants, especially when the latter
operate fluctuating types of business.

Risk also increases as the property becomes more unique either
because of large size or because of specialized structure to meet
peculiar requirements of a particular tenant. The difficulty of se-
curing new tenants in case the old ones leave or fail is a threat to
income. The effect of large size is seen in the case of the major de-
partment stores, which generally find it necessary to own their own
buildings. The effect of peculiar structure is seen in banks, large
motion picture houses, and more sizable factories. Normally each
of these types of real estate is constructed and owned by the occu-
pant. In the event of business failure, the problem of finding a
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new tenant would generally be too difficult to suit the landlord who
invests in real estate for the use of others.

in this field 1. 1is associated with two factors: first, the
clegree_to-w is a structure is TiEely to be “abre to secure alternative
users' and, second, if it is of a type which may Thiratterilativeusers,
the degree to which the demand” is vatiffbfe. When the ability to
obtain alternative users in casthe tenant fails or wishes to move
is small, the business will normally have to finance the real estate
as a part of its own general requirements. Whenever the property
is of the "alternative uset" or "general utility" type, the real estate
is likely to be financed as a separate business unit, for the reason
already mentioned—namely, the substantial initial asset require-
ments. The general method for financing such a unit is to issue a
single first mortgage, or a block of first mortgage bonds up to the
limit permitted by the investmetit niarEet, the baTaiic61615¢ financed
by the owner, or, in the case of a corporate form, by the common
Witckholders. "Resort to a second mortgage or to the approximate
equivalent in the form of preferred stock is usually the result of
limited means of the owners and is not an ordinary device. Con-
servatism in incurring debt should be proportionate to the probable
variability of demand over a period of years. Demand for space is
ordinarily more variable in a commercial hotel than in a residential
type of building and more variable for expensive apartments than
for moderate-priced apartments.

Extractive Industries

At first glance the extractive industries appear to have much in
common with real estate. In this country mineral deposits are
ordinarily the property of the owner of the land surface directly
above. Furthermore, the economic principle of marginal produc-
tivity is applicable in determining the value set upon the deposit
just as it is for any piece of land. However, the exhaustible nature
of the resource sets it in a class apart.

The valuation is the discounted, or present, value of the future
stream of estimated net income after all expenses, including a re-
turn upon the investment in equipment needed for extraction, are
met. If these costs, present and prospective, were two dollars per
ton for a given bituminous coal mine, and the selling price were the
same figure, the mine would have no commercial value, although
exploitation would be warranted. Even though a mine does have
value before development, it need not constitute a financial problem
in the sense of requiring that cash be raised for its acquisition. The
discovery of mineralization may have been made on unowned and
otherwise worthless lands, and title may have been acquired at little
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or no cost. If the land does have value for other __purposes, the
owner may baidneed-trrallow effiloilatiOn for a share of thnbUsi-
ne'ss=ffia is, some of the common _stock. In the o0il business this
sharing o en  =aTh6111er foim. The common practice is to
provide a lease arrangement whereby the owner of the land is en-
titled to a contingent rent for the right to exploit the mineral re-
sources under his land. This special kind _of rent is called ajy aty
and is likely to be aboutone eighth of any crude oil brought to the
surface.

The customary financial problem arises in the attempt to raise
the funds needed to develop the property to the production point.
Development will include the cost of opening the mine or drilling
the well and securing the necessary equipment for extraction and for
such treatment as is needed to reduce the output to marketable form.
In contrast to the legal and economic similarities of the mine to
real estate, in financing the mine more closely resembles a manu-
facturing situation.

What has been said concerning the risks of manufacturing applies
with even greater force to the extractive industries. Aside from any
moral risks, created by the unscrupulous and fraudulent promoters
who have all too frequently infested this field; the business risks are
high. Most obvious are the geological uncertainties associated with
the exploitation of nature's unseen treasures, which are hidden
underground. This hazard has been somewhat reduced for deposits
of the cheaper sort, which have to occur in large masses to justify
extraction. The size of deposits of coal, iron ore, and copper ore,
for example, may be roughly outlined and the chemical nature of
the mineral bed may be checked by drilling operations.

A major economic hazard lies in the fluctuating price of products
in this field—with sometimes the exception of gold—for they are the
raw materials of industry. Even when partial monopoly is present,
as for aluminum and sulphur, the business cycle produces major
price variations. Over the long run, major upsets arise from the
discovery of new sources of supply, as in the case of South African
discoveries of copper, and in the growth of substitutes, as in the case
of fuel oil for coal and aluminum for copper.

Prior to proved discovery, no adequate basis appears for making
an appeal for funds from the general investing public. The ordi-
nary basis for legitimate work in exploration is provided by indi-
vidual prospectors or established companies. Subsequent to discov-
ery, principles governing financing follow along the lines suggested
in the discussion of manufacturing business. Because of the risks
involved, common stock would appear to be the logical instrument
for financing. In the initial stages of development it is almost in-
variably employed, but the larger, well-established companies,
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notably in the field of petroleum, have quite often used prior securi-
ties, mostly bonds, to raise funds.

Agriculture

Agriculture is not ordinarily mentioned in works on business
finance but is regarded as a distinct and specialized field. As a
business, it is predominantly conducted as a sole proprietorship with
its own special forms of finance.? The large-scale farm employing
the corporate form of organization is exceptional. Farming quite
often seems to be a "way of life" marked by deepseated leanings
towatd the land rather than a "business" chosen solely because of its
economic attractions. So, while an extended treatment in these
pages would be inappropriate, it is of interest to see how the financ-
ing of agriculture falls in with the general analysis for other types
of business activity.

The greater part of the property values of the usual farm is in
the land values rather than in the buildings and other improvements.
UsuallyTlierinal sum required,for going into the business of farm-

\_ing is relatively large', so that it would be difficult to start without
any financial aid: Mortgage financing provides a partial answer.
In the years prior to the first World War, the rising level of com-
modity prices—and farm products rose more rapidly than the
average—coupled with the rapid growth of population, made for a
rising trend in farm land values in this country. Iarian ages
were consequently regarded as choice investments. The decline in
farm values which followed shortly after the close of the War grew
out of the spectacular decline in the price of farm products. This
decline was a part of the general decline in wholesale commodity
prices, particularly accentuated in the case of farm products as the
result of the abnormal overexpansion created by war detnands.
The declining land values of the 1920's have weakened farm mort-
gage security but have not altered the general principles applicable
to this field of financing.

The growth factor does not usually create major problems. In
this respect agricultural and real estate finance resemble each other.
The reason lies in the one-man character of the typical farm, which
prevents its expansion on a scale comparable to the corporate or-
ganization. When and if expansion does take place in the size of
the farm at irregular intervals, financing is likely to be effected

See Ivan Wright, Farm Mortgage Financing (New York: McGraw-Hill

Book Co., 1923). See also the Annual Reports of the Farm Credit Adminis-
tration.

If population becomes stable, and increased mechanization of the farm
and the use of improved methods of operation reduce the amount of land
required to produce our needed food supplies, then the declining trend of
land values initiated during the 1920's may continue.
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through a mortgage or the savings of the owner or a combination of
the two.

The importance of the "capital" factor, as reflected in the opet-
ating asset turnover ratio, is probably variable, although adequate
data to judge the matter are lacking. On this point, farming would
appear to resemble manufacturing. Just as in some manufacturing
the fixed investment in equipment is relatively small and the bulk of
the selhng price represents payment for labor and material rather
than for "capital" service, so in some farming the labor costs con-
stitute a relatively high proportlon of the product value as compared
with the part attributable to "capital" or to "capital" and land.’

The short-term financing problems connected with loans during
the growing and marketing period are akin to the similar prob-
lems faced by the small manufacturer. Whether the farmer is en-
gaged in raising crops or in animal husbandry, the short-term in-
vestment in the farm "inventory" is tied up for a relatively longer
period than in most manufacturing and so constitutes an additional
influence to make operating asset turnover low. It is small wonder
that a business so burdened with financing problems and conducted
by numerous small proprietors, each with a vote, should turn in
desperation to the Federal Government for relief durmg a period
of distress, such as that which began in the 1920'8."

Public Service Corporations

Financial characteristics. That group of businesses commonly
called public service corporations includes the .steam railroads, the
tractions both urban and interurban, electric light and (23,._vr,
gas; telephone, water, ---All "ottlresc----are chaTacterized by very
low operating asset turnover. The customer of this group of in-
dustries is buying to a very large extent the services of economic
capital. As a result, in the normal company in ordinary times
approximately 30 to 40 per cent of the consumers' dollar goes to
pay for the use of such capital ; the percentage is somewhat less in
the case of the steam railroads, and often considerably more in
the case of hydroelectric power and water companies. The public
service corporations resemble real estate ventures in this respect
but differ from them in that the land factor is ordinarily a minor
element in the total property valuation, save possibly in the case

Since the net return of the ordinary farmer includes an undivided mixture
of return upon his investment and for his labor, "costs" cannot be discussed
with the same precision as in other lines of business. The Department of
Agriculture has, however, made studies in this direction, such as its Bulletin
No. 1446, Cost of Producing Winter Wheat and Incomes from Wheat Farming
in Sherman County, Oregon (1927).

" For further description of farm credit methods, see the references cited
in footnote 7.
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of railroads and electric interurbans, which own their rights-of-
way. This peculiarity is due to the use of the community's streets
and highways for transmission lines, gas or water mains, or tracks,
as the case may be.

Not only are the initial asset requirements substantial in this
field, but growth to meet the expanding requirements of growing
communities, as well as increasing per capita demand, has created
a constantly recurring financial problem. Fortunately for these
industries, which have such large and continuous needs for funds,
the conditions favor public financing. The several types of pub-
lic service business have a relatively permanent place in the needs
of the public. Water, gas, electricity, and the, telephone all enjoy
a rel'vely_stable demand as necessary consumers' “goods. ~The

raction lines have Suffered severely since 1920 as a result of the
development of the bus and the private automobile, except in a
few major metropolitan centers. Similar, though smaller, traffic
losses have affected the steam railroads, so that they have made
a less satisfactory record of stability in the depression of the 1930's
than in previous periods of business distress.

Relative stability of earnings for the individual corporation also
has been attributable to the monopoly, or near monopoly, char-
acter of the public service business. The railroads, whose growth
came more largely in an earlier period, when competition was still
regarded as the suitable and only necessary regulator of rates and
service, compete with one another more than the other types of
public service. This competitive tradition was perpetuated in the
Transportation Act of 1920, which, although specifically encour-
aging consolidation by directing the Interstate Commerce Com-
mission to draw up a plan for consolidating all railroads into a lim-
ited number of systems, laid down the restraining principle that
competition should be preserved as fully as' possible and that,

wherever practicable, the existing routes and channels of trade

and commerce should be maintained (Sec. 168).

The term natural monopoly'has been applied to the public serv-
ice bUsiness by the econblialSt™ Monopoly is natural in the sense
that markedly higher costS "aTe created by competition_ as_ the re-
sult—of -theunnecessar