THE 4RMY INDUSTRIAL COLLEGE b
VIASHINGTON, D. C

LCONOMIC JUSTIFICATION
OF

ENTERPRISE

Reprinted from lecture
Foonomic Aspects of Stocks and Bonds
by
Capt. Jas., H. Beals Bogman, Sig C.,
Instructor.

January 9, 1930. ’

e,
e



The subject, Stocks and Bonds, 1s an ambitigus one.
Lifetime studies have been concentrated on special phases of
1% and truly wise men have lost prestige and reputatisn by
bold interpretations. Recently the favorable prognosticatien
of a nationally known economist was folleowed by the Jetober
break some twenty-four heurs later. Thereforc, when we %talk
about stecks and bonds, we should realize that we miy jeopardize
our reputations. However, having everything te gain and nething
to lese, we are in an enviable pesition.

This discussion will shapce i1tself sbout a natural
setting., We will assume that an individual goes intm a business
which expands into & partnership and later is incorperated and
grows into a great corporation, taking en the charac¥eristics
of American big business. We will follew this undertaking
throeugh the viecissitudes of business as a means of trying to
ascertain the functien of financial management in business and
agree upen a few sound concepts pertinent to the subject.

Let us thank of the small entreprencur, an individual
with a certain sum of meney, who wishes te go inte busiress for
himself, Having been an Army efficer, he has gveat ability, se
he desires to make use of whatever theery he can. He reviews
his notes of the business course given at the Army Industrial
Cellege, finds the outline given in Chart I, and recalls that
Economics teaches that

a. There 1s a scarcity of economic goods which is
reflected by an insistent demand.

b, The demand 1s generally capable of unlimited
expansion even theugh for a particular commedity
at any one time, and in a given market the
demand 1s not susceptible of stimulatien beyond
a certain point.

¢. The selling price of a given commedity in the
leng run approaches the price of productienand
1s set by the cests of the marginal preducer.

de It 1s necessary te enjoy a favorable differential
in order to survive the competitive strugglo. A
favorable differential may be enjoyed as a result
of on unusual production of monepolistic characte
ceristics, protected by patents or sccret processes
or the like, or, as a result of lower costs of
production.

3

It 15 obvious that all factors rclating in any way
to the business may contribute to low costs but, in the final
analysis the entreprcneur®s ability 1s the dominant facter,
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a roview #f those cconomic eomel phy loads war drgle
vidual to an application of them to h_s particulsr problem He
belicves that before launchang this proposed cnterprise, he
should evaluatc cert~in factors .nd as he scecs thom, thoy da-
vade themselves into factors that ire at par and thos~ that are
at a promium. The por factors result from the fuct that
production 1is morc¢ or less comronplice and thot ordinury
production processes apply, further, that the location of the
proposcd plan, the raw materials usucd, the labor involved, and
the transportation nccessary, are all about nornel, but thot
the factors above par result from the faet that the individuul
hos keen entreprencur ability with full appreceiation that all
the differcent clements involved must be at the optimum, and that
the only factors vhich can contiihute to a fuvor blc differ-
ential result from proper financial mansgement which will
provide capital at the lowest possaible cost and wall utalize
the capital investmert to the fullest.

In order to accomplish this, he decides to concentratc
on finance

One might logicilly ask, "What 1s the Refinition of
finance and what 1s 1ts purpose in business?"

The Encyclopedia Britannica says thot finunce 1s the
art of providines means of payment  The arreaaiatc aam ussigned
to finance in any busincss is simply that of moi tainine ot
all times an adequatc cish balunce in monzsy or bank crcdit, out
the means employca include all the multafarious mcthods of
borrowing money and ezchanging onc sort of pecuniary right
against another. This leade to the thou ht of c:pilal and
naturally the sourccs of capital.

The economist considcrs capital ~s tangible instru-
ments of production, while the business man goes onc step
further and consadcrs the capital investment s being represented
by physical property and v luasble intengible .ssets. Conseoucntly
there are different types of capitel.

Chart II shows the different kinds of cerporate
capital somowhat in the order of 1%s boiding value. These daf-
ferent types of corporate capital are roughly divaded inte faxed
eapital, which 1s tied up in a fixed or permanent form, such us
land, building, and equiprent, and working capital  Thas last
type of capital descrves much thou hi and consideration for 1t
15 safe to say that th- mujority of failures 1s probably due o
the lack of this sort of ccpital. Lot us consider whot 1s mcant
by working capital.

In the "Wealth of the I'atinns" published in 1776,
hdom Smath, the father of ecenoric thought, soud

-2 -

P



**6

* %7

*% 8

* %9

10.

CLART IZ.

KITDS OF CORPORaATE CaPIT. L

I, BD
BUILDINGS
E UIFMENT
Ra' MATERInL . ND SUPPLIES
1 ORK IN PROCESS
FINTISHLD PRODUCL
LLS 4AND \CCOUNTS RLGr IVeBLE
C..S8H
SECURITILS

GOOD VILL, INCLUDIJG SECRET POCTSSES, PLTENTS,
COPYRIGHTS, D TR. DF /nMELS.

ST ag

s et w =



"When the stock which a nan possesses is no more
than suffieient to maintein hin for o few days or a few
weeks, he seldom thinks of deriving any revenue from 1t.
He consumes 1%t as sparingly as he can, and endeavours by
his luabour to acquire something which may supply its
place before 1t be consumed altogether. His revenue is,
in thas case, derived from his labour orly This 1s the
state of the greater part of the labourirg poor in all
countries.

But when he possesses staek sufficient to maintain
him for months or years, he naturally endeavours to
derive a revenue from the greater part of 1t, reserving
only so ruch for his immeadiste consumption as may maintain
him %111 this revenue begins to come in. His whole stock,
therefore, 1s distingished inte two parts That part
which, he expects, 1s to afford him this revenue, is
c:lled has capartal. The other 1s that which supplies has
1mmeadiate consumption, Kok sk okok

There are two different wiys in which n capital may
be employed so as to yreld a revenue or prefit %o 1ts
employer.

First, 1t ray be employed in raisaing, manufaicturing,
or purchasing goods, and selling them again w.th » profit.
The capital employed in this manner vields ne revenue or
profit %o 1ts employer, while 1t e¢i1ther rem«ins in his
possession, or cantinues in the same shape. The goods of
the merchont yield hir no revenue or profit %11l he se¢lls
them for money, and the moncy yields him as little t1ll
1t 1s again exchanged for goods. His capitil i1s contin~
ually going from his in one shipey and returning to him
in another, and 1t 1s only by wmeans of such circulation
or successive exchanges, that 1t can yield hir any profit.
Such capitals, therefoere, muy very properly be cclled
circulating capitals.

Secondly, 1t may be employed in the improvement of
land, 1 the purchase of useful machines, «nd instruments
of trade, or in such-like thangs as yield  revenue or
profit without changing wasters, or circulating any
futther. Such capitals, therefore, mey very properly be
called fixed c.pitals "

The business man of *today would say that the time-
honored definition of working capital s the existence of
current assets over current liabilities. Current assets are
those which, i1n thc ordinary course of business, can be or
will be turned into cash within a bricf period (not exceeding
2 year normally) withoul diminution of value and without dis-
rupting the organization. Current liabilaties, on the other
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hand, .re those intended st their inception to bc g ad an the
ordinary course of business withii a recasonibly short time
(mormally within i ysar) cut of the incore of the business.

Now let us return wgain to this workine capital,
this eirculating crpital. *e¢ sce from Chart III, which 1s o
simple chart shoring the main paths of circulntiig caipitel,
that cuash leuves the cash fund ry two paths, by the onc 1t
buys serviee ain the form of cperating expenses, by the other
1t purch.scs materials in the form of inventories. These,
crribined with onerotion, result in the produection of finished
focds which ~r¢ sold wnd tr nsfered in the form of cash or
crealt receivables, and ns they roceivables are collected,
the¢ cish fund 1s again built up.

If w roturn ageain to Chert IT, we sce that those
1ters with the ostorisks represent eirculating capitel und
those without, partic larly atems 1, 7, nd 3 represent faxed
capite 1.

hAgun, we recognize othuer forms of capit-l besides
ficed and working capit:l In 2ddztacn to faxed and working
coprtal, ihere are seasonal and cxccotionel capitul. The
se1son 1 requiraments may be attributable to influences of
weither, custom, 01 the like¢. For csomple, there i1s « decided
strson 1 requar<rent an the fineneing f devardment stores
caused by the fuet that thieir peak salss come in Deccmber.

Let us tuko 1 homely exanple to braing oul this rela-
tionship, If thc business under consideration wore such th &
the peuk demand Jasted orly one month and involved a working
cipitil of ten thousind dollars, whercas tho nermal worlking
capit.l wis only five thousand dollars,it would be wise to
borrow the working capitsl for the seison r.ther than cutting
down in production In other words, 1t 1s sound to borrow to
take cure of se.sonacl requirements. The nature of this ercert-
1on.l capitil previously referred to 1s indicated by 1ts title
It 15 of & non-recurring niture and each ¢ se rust b¢ hondled on
1ts 1adaividusl mecits. However, expediency usually govirnse.

Regardanr the sources from whach enpital funds can be
sceured, Ch.it IV shows the mothods »f riisaing capitil and the
sources of supply Our individu 1 concludus from the chart and
hi= knowlcdge of gencr.l business conditions that the time 1s
not propitious to seek permanent ¢ p1til an wny form from the
cuterde, *hut the cuprtal must be furnished by hinself Has
funds .re idcquste to provide for the business needs, while thne
scason 1 reguircronts will be nrovided by commerciel bunk
borrowing.

The sceond stage 1n the busincss 1s approached when
the individu 1 business hus prospered nnd future prospects
warrant an increasc in production Yet, since peneral busincss
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conditiong and the monev market are such thet the time 1s not
propitious to finance through floating . stock issue, this
individual s facoed with the problem of securing additional
funds 1n order to take eare of an expansion in his business,
which 1s economically justified.

It 1s obvious that help can come only 1: the forn
of a partnership. In other words, he must secck on individual
who has sufficient funds and 1s #1lling to assocr.te hinself
with the entcrprise  The financial nolicy 1s similar to that
of the andivadurl partnc ship The partners rmst furnish that
fixed «nd workaing cupital while the binks can be looked to
for caiprtal to take care of seasonal ond exceptional require-
ments.

The third stage of our business 1s reached when the
partnership has precspered, the business grown, and the
partners wish to diversafy their ris-s. One of the partners
has grown old and wishcs to prepare for his gradual rczaire-
ment and thc shifting of risks that ie incident to a partner-
ship. The partnership has a proved record of earnings which
will furnish a basis for capitalization  The goneral business
and murket conditions arc favovable for the fin neing of sound
business enterprise. In a2 word, business 1s sound, the
partners wish to provide for gradual retircment and the public
15 1n 2 reccptive mood. Consequently, thought is given to the
rethod of financing thuat satisfy the different aintercstse.

The older partner did not understand £11 the terms thet were
being used during confercnces held by the bankers snd the
partners for the purpose of deciding upon the finweciel struct-
ure of the propos.d courporation.

The term "Instrumonts of Finance" wns cxpliined to
include generally, two classes

1  Stocks which repicscent the owners aintrest in
the business, and

2  Funded debt, which includes bonds und notes and
rcpresents the creditor® claims upon the
corporation.

The term "Caprtul" 1s fairly well understood from a
previous discussione

"Cupital Sturk" 1s explained as the amount of stock
authorized for issuae.

The word "Capit lization" ciuses some misunderstanding.
One partner says that 1t 1s the sum of the outstanding stock und
funded obligation of the concern, which in somc cases, includes
the earned surplus, while the young bunker, who i1s attempting %o
arrange the financing, contends that capitalization is simply
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ago, when Mr Cirncgie sold his stecl holdings, hc took bonds
in payment In this connection, while Mr J. Pierpont Morgen
claimed that ¥r. Carnegie out-traded haim, 1t i1s evident that
Mre Carnegic's conservatism in dicbatinpg acceptance of bonds
cost him the tromendous ~ppreciation of the common stock that
resulted from sound oper.trions over  p orivd of goars. At

the present time, 1t would uppeur thit investment trusts arc
in 111 repute  Yet they had increascd in favor to fast year
when the finincing was in the following proporiion  45% was
in cormon stock issues, %5% in bonds, and 17% in preferred
stock 1ssues. In other words, about 65% of the 1929 finencing
was donc through stock issuos und this comperes to bout 40% of
the year previous *

The confercnce between the purtners end the bankors
brought out tho fict that the coporationts fin.neing for the
purpose of securing fixed and cireculating cupital for the
nceds f the busincss rests normally upon the issuance of
stocks or bonds and that stocks fall anto two general
catcgoried

l. Cormon which either has p-r value or no par
value.

2. Preferred stocks which may have culmulataive
non-~cumulative, callable, and daffcrent
protective provisions

On the other hond, bonds are of miny types and kinds
The young binker, in order to clarify cert in issues, draws
up Chart VI which shows the prainciple forrs of securitics
with respcet to transferirg control, income and risks. The
partncers, after beinp completly advised by the young banker,
decide to attempt the simplest sort cf financi:l structure
consisting of one type of bond, one typ. of préfcrred stock,
and one typc of common stock. Thc bonds ropresent property
owned by the corporation  That 1s today, in the cvent of a
foreclosurer the bond holdsrs would look praimarily to thc real
estate ownced by the corporalion for propection. The preferred
stock was protected by plant and working cupatal, while the
cormon stock represented a fair c.pitalization of probable
future earnings bosed upon a proved record of past earnings.
This method of eapitilization of c¢arnings 15 shoyn ain Exhabit
A uppended hercio.

|

In short, the partners attempt the simplest cepital
structure consisting of bonds, preferred stock, ond common
stock, 1in proportion to give the required contrel, keeping
the raisk -t o minimum 2nd distraibutang the profits equitibly.
The investmunt bankerts function here was to underwrite the
securitics to enabld the partners to graduslly retire and to
furnish investors with good securities.

The next stage of our business 1s characterastically

“Pr-
*S1aNDnRD TRaDE 4ND SECURITY STATISTICS.




EXHIBIT & LI

CaPT1 L14aDION OF
LaRNINGS.

"[f the tangible assests amount to $100,000 &nd
the net earnings of a company .mount to $25,000 a
year, and we consader that five per ccnt 1s 2 fair
rate at which to cepitalize the earnings, the
guprtalized earnings will be $800,000 ind thc ex-
cess copitalized carnings will b. $500,070 less
the nmount of tangible ssets ($10(,000) or $400,000.
This compmny, then, would have ,100,000 of preforred

stock and $400,000 of ccmmon stock."

7. € GERSTENBEKG,
"Financi.l Organization and Management'.
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neric'n. The srall corporuticn went through n period of

successful management undcr the old partners but gradually

passed into younper more ggressive hands Inventories had -
pirlcd up ~nd gencral business conditions wrre bad. Current

oblig tions were pressing. A reorgonizition Wis nrcess.rye =

Let us get thais picture clearly. Here 1s o company
that hus been sucewssful but has gotten cver extended. It 1s
sound over the long run point of view, bit 1s insolvent at
the timc. The company must have money and 1ts condition ais
corparable to an individual who finds 1t necessary to seck
accommodations fron i loan sharke Do not think of the invest-
rent bunk as 4 loan sharZ. The investment benker preforms
'n econonic function. He 1s sought out by the corporation
who nceds the money ind he must fufi!l his functions or he
will leosc out in the competitive struggle Consider this
probler from the binkerts point of view. He must have some- -
thing to sell, 1 type of security that will stoy sold and that
w11l not come buck on hin., This involves feeling the temper
of the market., He recalizes that restrictive provisions include
debenturcs ind agreements serve ccrtain purposus but that they
are not always what they purport to hu. The investment banker's
problem might bc thought of as a gave and taoke rctween what the
peorle who are buying securitics derind and what the company
sceking capital his to offer It should be fully apprecirated
thot when o company gets into such a predic ment, 1t must have
money, and temporary governs. The banker ipproaches
the probler from the philosoprcal point of view nd this
approich 1s rcpresented ain Chart VI wherc the principle forrs
of scouritics nre listed with respect to veraying control, the
incore, nd the riske In other words, the general finaneial
structurc must toke sore definite shape fter this philoso-
phizing Later the frills can be filled in. Tho fraills
usually result from 2 desire to substitute form for substance.
Nbviously, wherc a company 1s sound nd prosperous, the finan-
c11l structure would be si1i ple and waithout frills.

In an effort to 1llustrate whit might be termed "fraills"
let us exzmine sone of these high-sounding litles that usually
accompany gilt-edge, c¢ngraved certificates such as real estate
first rnortgage gold bonds.

Should we lock in most any one of the more of less
select current periodiec~ls of s.veral years age, we would find
thit G+ L Miller Company, 1t one limc of stlanta, Georgia, —
and latrr of Wew York City, advertiscd thot "No One Ever Lost
A Cent in Miller Bcnds", we might select a particular issue
known as the Richmond Hotel. A superficial onalysis of thms
1ssuc would show thut the hotel; located in Augusta, Georgia,
was well placed,y that there was an economic demand for the
service, and even a closcr exaranation would disclose that as
time went on the hotel gave all promise of being profitable.
However, a fact that did not ippear untill later when the

w 8 e«




PRINCIPLL TORVS OF SECURITIES

1 ITH RESPECT TO VARYTUG CONTROL, INCONE

LMD RISK

1. Securities arranged in order as they restrict the right of control.

1.

2,

34

Non-voting stocks.

Bonds (their holders hive the ultimate control of
forueclosure).

Preferred stock and income bonds th.t re fo vote af
holders do not rceeive income.

Bonds convertible into stoek.
Vetoing stocks.

Voting stocks.

2« Securities arranged in the order of potentiul cloirs to
wnereising omount of incume.

1.

2,

3e

4.

5.

6.

T

None-participating preferred stock,
Incomc bonds.

Ordinary bonds.

Bonds convertible ainto stock.

Profit sharing or particapating bonds.
Comnon stocke

Particaipating preferred stocke.

3¢ Securities arranged in the order of safety of prineiple.

1.

2

3

4.

b,

8,

e

8.

9.

Stocks, not freferred as to assets.
Stocks preferred as to assets.
Sanking fund, redeerable stocks.
Debenture bonds.

Debentures to be protected by future mortgages
1f ind when eoxeecuted.

Adjustment of bonds.
Junior mortgages.
General refunding mortgages to take up prior liens.

Senior mortgagese




G. L laller Company went into bankruptey .nd the bond holders
protective commuttec attempted to salvage the small cquity
behind thcse bonds, was that the bonds rosted upon the lease=s
hold and that thc lease-holg covercd land thet was used
jJointly by this hotgd and o department store. Though the
hotcl was profitable, the department store wes ¢ failure and
1t bee.mec necessary to usc a great part of the profits of

the hotel to protect the leusc~hold. This condition resulted
in o final statement whercby the holdors of these real os-
tate first mortgage gold bonds secured thirty-three nnd one
third cents on the dollar,

The s.me i1ssuc of the reputable monthly aincluded an
advertisement of the adarr Compuny, likewisc of Atlanta,
Georgia, ind their advertisement cited the faot that "N@
AD.IR INVESTOR H.S LOST : CENT IN 57 VYT RS", but as time wenb
on, the adair Compiny went into the hands of the rueervers and
many of their loans were found to rest upon inflated land
values pirticulirly “hen these issues represented operations
in Floridi:  So much fer past history.

Today the F. H. Smith Company, « local conecern, 1s
teing investigated by the Department of Justice, and thear
books ire being requested by the Courts of dafferent statese.

It will be ainterosting to leirn the drtails in such underwrit-
ings as resulted in the Hemilton Hotel affiire. It as belicved
th1t matters of interest will be brought out in connection with
their ingenious usc of gold bonds.

Lest 2t be thoupht that real cstate mortgage bonds
rnonopolized these obuses, we will look at roilroud bonds and
the reeent cl.ssic example mxmm of such an issue is the Chicago,
Milwaukee, and St Paul kailroad rpeceivership. In this case
a bond which cost 84 somc months before the reorganiz - tion
was quoted arcund 50 at the time of the reorganizaotions

In general, while 2 mortgige provides for foreclosure
ind sale, 1t should be appreciated that such proccdure is
expensave and not at all certain. The noticc of a foreclosure
salc does not insurc o purchaser, and, of course, . purchaser
1s neccesary 18 sale 1s tc be consumated. Then too, fore-
closurc has often been resorted to in order to write down
fixed charges.

Preferred stock represents the effort on the part of
the management to avoid tuc rigk of foreclosure implied by the
mortgage and creditor antcrest and &t the same tamt to keep os
much of the oper ting income as possible  In other words,
preferrud stock 1s 2 hybrid. In summ:urizing, 1t might be saird
the preferred meins something sometime. Yet, 1t may be in-
ferred from Profcssor arthur Stone Dewing's book that preferred
more normilly mcans restriction that hompers managemeng without
any resl .dditaonal sceeurity to the stockholder  Whale
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essentially 1t does not represeont a craditorts interest,
neirther does 1t provide cquity particip.tinn It often
includes restrictive provisions that hanper management as
might bc 1llustrated in the easc of the Allis Chalmers (Com=
pany which w111 be deseraibcd in the followaing

In early 1927 the finweial sdructure of the Allis
Chalmers Company reflectid the emergency financing incident
to the reorganiza¥aion of 1912 when ewch $1,000 bond wus
transfered for $1,000 of preferred stock with o bonus of
$350 of common. At the s.mc time the prefeirred stock was
assessed $20.00 per share and the cormon stock $10.00 per share.
This method of reducing faixcd sharges and inercasing
working capital necessituted a preferrcd s¥ocl: that would be
attractive to the old hond holders. s 2 result, this pre-
ferred stock carried a 7% cumilative divideng®, the power to
eleet the majority of darcetors ind prohibitive restrictions
agoinst prior liens  Now 1t cin readily scen that 1f %his
preferrey stock were in the huands of people who we-e rcluct-nt
to face the ordinary business rasks, then these prohibative
restrictions included in the preforred might Le ain opposition
to the best interests of the company so thet any re-fininecing
which would decrcase the cost of capital, eliminatc the oner-
ous provisions of this preferred stock and re-invest coatrol
in the common, would be beneficanl to the corvany. This 1s
preeiscly what the company did and the cost of this re-
financing together with 1ts probable savange i1s shown in
Exhibat "B".

The cost of this refinwmecing cn be scgrepated into
the original jcxpenditure and the annual cost. The original
expenditure involves 111 cxpenses incident te the refinancing
and amounts to $2,250,80C, The resulting actual saving was
figurcd to te %304,350 and the savine during the lifc of the
debenturc should be %2,350,000. Thus the annual saving
represents o return in excess of 13% on the originnl expendi-
ture, and this does not gave full weight to the fact that the
costs incident to the eliminition of themprefurred stock cnn
be preorated over 2 longer periad . Laikewise, future financing
w1ll not be burdencd with 2 10% premium af 1t 1s decided to
take advintage of favoruble markets to furth reduce the cost
or to rlimin.tc the fixed charge It shduld bc appreciated
that in c¢arly 1927 when this funincing wes contenplated
business conditions promiscd to continue on ¢ frairly cven level,
and that the business of the nllis Ch lmers Manufrcturang Come
pany was known to corrclate closely wath nnd follow general
busincss, and hence, the time was propartious for such a fin-ncing.

Whale the control of the compuany wes reinvestod in
the common stockholders <s o rcsult of thas refin neing, still
a fixed debt was crexted. It 1s true thet these debenturcs
were not 2 lien and were not therefore entitled to foreelosure
but they were in obligation ond as such would culninate in a
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THD +LLIS CHALLVERS 1 ohUF: CTURING COMPaNY

Refinancing

Txpenditure Invelved - annunl Sivings - Cumulatave Swvang

I. OCripinal Expenditure

Proerimum on Preferred

10% $16,500,000 $1,650,000
Spread on Debenturcs

1% Discount  %180,000

3% Cormission {450,000 600,000

Tutal $2,250,000

II. Annual Cost

5% Intercst $15,000,000 Debintures $ 750,000
a% " y 3,750,000 ¥arketuble Scc * 150,000
mmortiz tion § 600,000 Deferrcd Chargo*x 60,000

Total $ 960,000

III. Annual Saving
a) Dividends on old preferred

77 $16,500,000 $1,155,000
Annual cost under Refinancing
Previous Section 966,000

Savings $ 195,000
b) Income Tax Reductionss*

1) 133 $750,000 $101,250
2) 13% 60,000 8,100 109,350
Total Annual Savings $ 304,350

IV, Curmlsative Saving

Savings of $304,350 over the life

of the Debentures *¥*x $4,000,000
Original Txpenditure (Sec.I)sk*sx 1,650,000
Total Cumulative Savaing $2,350,000

*Represents a reduction in other income of the company. Fin-
ancial statements show that thise securities were returning 4%.
**To be written off during life of Debentures.

***xThe aintcrest on the Debentures and the annual reduction of the
dcferred charges are char~ s that are deducted in computing the taxable
income according to the Incomd Tax Provisions.

*x*xxTable of Annuities 10 years ° 6% compounded Annually.
*x#»>+The deferred charge will huve been completely written off
Sec Scec. Ile




receivership 1f neglected. It would seer then, that the

very existence of the business might he threatened by the
creation of this fixcd charge but there 1s no danger so leng

as the obligatmon is met. This obligution 1s $750,008 annually
The source of neeting this obligation is the profat derived
from the business, and a study of thc companyt!s carnings

since 1922, shows in gencral that there has been ample margin
of safety and in particular, that the poorest ronthl, carnings
during thais period were more than sufficient to cover the
respective fixed charges.

Therefore, 1t might bc concluded that the Allis
Chalmers Company through debentures crested a fixed charge,
but the amount of the fixed charge was small rclatively and
the almost certain future earnings were large. Consequently,
additional risk was negligable in comparison with the savings
garned.

Continuity of present management was insured, the
onerous wprovisions of the old preferrcd vere eliminated to-
gether with any possible hinderances that maight be put in the
way of the application of the policres of an aggressive syc-
ecssful nanagement bv an active hostile minority and the dollar
and cents savings resulting from this rc-financing promised to
be sare two and a half million dollurs. TXHIBIT "R",

The casc of The Allis Chalmers Conpany 1is 1hcluded
in this discussion and in such detail in an effort to show
that the theories and prineiples included in this pavcr are
actually put into practice by far-sighted barg business men.

In conformity with the custom of this school, we will
discuss trends that seem to have taken shape, together with
the probable future tendencies One of the most significant
changes has to do with ownersship. The most superficial study
convinces one that this ownership has becone mor. daiversified.
Whereas im the more distant past corporalions were owned by a
few sharcholders, today some of the large corporations number
their shareholders in the hundreds of thousands. Another sig-
nificant fact 1s the larger proportion of owncrship that is
reprosented by comron stocks. Apropos of this, 1t wall be
recalled that Mr. Car negie 1in accepting payrent for his stoel
propertics, insisted upnn bonds In contrast to this Mr. Asa
Candler, when relinquish.ng control of the Coca Ccla Company,
éccepted payment in the forr of preferrcd stock in the new
Coca Cola Company. The Candler hears would have benefited more
materially had Mr. Cardler accepted somnmon stocke

Carrying this contrast still further, many of us,
surely, are able to recull the underwriting characteristics of
1929 when common stocks were at a premaum, preferred without
any participating fsaturcs, and bonds had no market, _he high
water mark of this sort of financing probably was rcached when
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the Goldr in-Sakhs Truding Corpération put ferth the Shenandoah

Corpcration and 1ts child the Blue Ridge. Since this finaine=-
ing 1s fresh in our rcnory, let 1t suffice to say that the
treasury of the Goldwmun-Sachs irading Corporation benefited
materially >t the time of the Shenandonh undertaking since the
Goldmm=-S.ichs Trading Corporation owned the stoeck which was
theoretically i1ssued at the price of 17,b t which irmeadi. tcly
opened on the Nhew York Curb Murket ccnsiderably higher and
rcached a high of betteor than 39, If 1t 1s assumed thet the
Goldi an~Sarhs Truning Corporation fed this stock to the market
and realiz.d .n averoges of say, better than 30, the theoretical
uncarned increncnt arcruing o the corporation'!s surplus is
aprarent.

It 1s of no particular significance so far as thuis
disecussion is conccrned that the ecurrent price of this sume
stock 1s 9, but 1t should 1llustrate the winflucnce of fads
and 1t should b~ obvious that while 1% was not only possible
but profituble fnr the Goldman-Swchs ind 1iny other similar
organiztions to floit such i1ssues sore six months igo, such
fin.neing 1s utterly irmpossible now since muny inve stment
trust sceuritics arc selling ot praices below their liquidation
value.

Another outstinding characteristre of the past year
has been the tundency for banks to split their shares Thas
wis ctarted by the grgintie Nationosl Caty Bank Compiny reducing
the par volue of their common stock from 100 per share to D
per share ind svlit the stock five for one The advanteges
cloimed for this sort of thing 1s the divers.fication of
ownership .nd the theory that a larger numbor of stoekholders
w1ll fend to bring the bank more business. A liss rccognized
motive right be the beclief that preater diversificition of
ownership providus ecsier control That 1s, control i1s mide
possible by thc control of the smaller proportion of the
stockholde»s since the rajority of stockhold. rs arc anflafferent
and inactive vhercas o larger propoition of srall stockholders
have a tendency to become more intocrested in the affairs of
the comp ny. A complement to this split-up in bank shares and
the reduction of the psr v lue wis the issuance of rightse

this 1s a very intercsting development and worthy of a speeific
CASCoe

Take the cusc of the Bank of Manhattan. This Bank
split 1ts stock five for one thereby reducing the par fron 1€0
to 70 doll.rs on the new stock. Then the bank illowed each
holder of six sharcs of the new stoek *o suscribe to one addi-
tionr1l share of the new stock at $120  Of this $120, twenty
doll rs represcnted the prr voluc of the new stock ind one
hundred represented a sur thit the company could apportion as
they saw fat. For .11 practic.l purposecs, this one hundrcd
dollurs went irto the surplus or undividcd profits of the bank.
ow we krow what these 1torms mnean to a bank. the capital means
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that at seme time someene has put anthat amount of money to
make possible the eperations of the bank, and as the bank's
operations become profitable, the profits can be distrabuted
either as dividends or go to make up the 1tem of uiaivided
profits which later are added to the surrlus at the discre-
tions of the directors. Thus 1t is seen that the undivided
profits and surplus result normally from the log time
profitable operatiors of the business. Vet by this device

of allowing the steckholders to pay the ene hundred and twenty
dollars for common stock that has a par valuc of trenty dellars,
sne hundred dollars can be added to thc undivaided profits or
surplus. That 1s to say, that for every one dolla: added te
the capital, five dollars 1s added tnthe undivided profils of
surplus-truly, ar easier ond more certain w»y of building

up surplus than loan operations.

Lest one should éget the 1dea that such an arragement
was not agreeabic to the stockholders, we will see how *his
affected the stockholder. When this -announccrent was wade and
before the severe drop in security prices materialized, the
stock sold at the high of $27R. 1In other words, 2 subscriber
could theoretically pay %n $120 and imr eadiately s¢ 11l has share
at 272. Haturally the stockholders were cnthusiastic It
would seem then, that this finaneing proccdurc by tak.ng
advantage of the gener.l business and eredit situatic. ind
cakering to the then existing fads 1n the security market was
able to add this tremendous sum to the surplus ~nd at uhe
same time to reward the stockholders, thereby ircrcasing the
strength and prestige of the orgesnization.

Returning to our philosophical discussicn, we find
that the bank was able to secure a great amouit of capital
without losing any degree of control ard vithou* incarring
any aprreciable risk.

In discussing trends, the ethical sidc should not
be omitted.

In this connection, 1{ 1s intercst:rg to observe the
chunges that have been cxecuted 1n the poliey of the Standard
o1l corporation. The early practices of this corroration are
history, +o which Thomas Lawson and others have contributed
vivid accounts. Li&t year a most interesting fight for control
through the use of proxics occured in the case of the Standard
011 Company of Indianna In a few words, Mr John D Rockefeller,
Junior, bccue dissatisfied with certain rroctiecs of Mr Stewart
the chiirman of thc Board of the Standard 011 Comneny of Indianna,
and as 1t became impossible to reconcile th se differences,
Mr Roeckefeller secured sufficient provics to oust Mr. Stewart.
In this case 1 higher eviluatior was placed upon business inte~
grity than upon preofit aBecurmlation.

Another .spoet of the ethical anfluence can be uppri=
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c1ited by o study of the ch-nges 1in sentiment expressed Loward
the non-voting cormon stock. Non~voting comrmon stock was used
1n miny cuscs to scoure control with little expenditure. The
Goodyear Tare -nd Rubber finincing and the ﬁodge lotor Company
are examples. More will be si1d later of the Dodge sasc.
Professor Ripley 1t H rvird criticised the corvorations for
cutting Jown thc stocrkholder's rirhts, particularly by the

d vice of non-votirg cormon stock. The New York Stock Exchange
adopted . hostile attitude towgrd non-voting stoek. The final
development in the Dodge Motor deal then came «long. In this
Dodge Motor Company deal 1t appears that the Dillon-Read Com-
pany pain $146,000,000 cash for the Dodge Motor Compary and
procecded to sell stock securities of the company to the extent
of $160,000,000, 2t the same time retiining contiol. This gave
Dillon-Read the voting stoek and the legal right to sell to

Mr Chrysler. Dilloa~Rcad, however, decided that they vould
rother huve the conscnt of preferred and common, ond thcrefore
amendcd the ch.rter gi—ing the preferred and common stock-
holders the right to vote, and in so deciding, m:.dc 1t necessary
to go into the market ond buy in order to insure 1 consummation
of this deal

Needless to say, thure ro other factors that have
not been mentioned. Very recent developments along these lines
1s the Witional City Bank-Corn Exchange proposecd merger The
preliminary arrangements of this merger provided thait cach
holdir of five shircs of Corn Lxrhange Bonk wou 1d rcceive in
exchange four sharcs of Nitional City Bank inl 1 provision was
inclucded thut stockholdirs of the Corn Fxchanvc Bunk should have
the aption of rescivaing $360 cash for c¢iech sh 1e of Corn Exe~

change stocks  Whea these preliminary arrengements were agreed

upon, the stock of these two binks was sold in the piroportion -
of five to four, and Corn Exchange Bunk was considcrably higher —_—
than $360. 1In fact, before the breuk 1t sold as high «s $448 a

share Before the fin:il arrangements were made, the speculative
¢enthusicsm had spent 1tself 1t the markey and the scverest

depression of all times had resulted. Corn Txchange Bank was

quoted iround 140 and National City around 120 Consequently,

Corn Fxech ngc Stockholders would benefit materi.lly by thas

preliminary agrecment 1f they should «xcercise their option and

recoive $360 cash for their shares. Such = proposition did not

now .ppeal to the N tronsl City management and in order -t

prevent such o severe strain upon the MNational City cash re-

sources, the stockholders of the Notional City 3ink failed to

rotify this preliminary agreement. WNuch has beun written and

said in favor 6f nd against such an action Time « lone ean

tell ju-t how the public will evaluate such proccd.re.

In cancluding thas discussion of the eth cal side, 1t
1s fatting to touch upon changing i1denls. Much his been said
xbout bscntece ownership. The thought has been expresscd that
the Amcricun Tclegraph and Telephone Company minagement might be
thought of 1s being farther removed from the owners *han from the
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customers. The indiffcrence of stockholders h.s nheen a so rce
of unnoyance to many managements. Tt has buen si1l "thet the
relition of dairectors nd officers to stockholders gencrally

has been drifting into 'inocuous cesuctude!."* The apathetie
stockhelder 1s 1llustrated in the Chicago, milwoukece and

St Paul reorganization. Six thous nd sh.re= of preferred and
fifteen million sharcs of common har not becon deposited 1lthough
there was an equity .s piwment of issessments of ioout $4° 00
for each share of preferrca wind $33.00 for c.ch share of common
according to market quotaitions

All of this disgressiopr into the c¢thical sspest would
seem to lead us to the conclusion that while this rirget he a
possibility, yet our politic.l >nd business leaders ~.cognize
this and do not fear thc consequences. OQur President,
ir. Hoover, hes sa1d, "I thank we .re in thc pres nce of  new
era i1n the organization of industry and commerce pregimt with
infinite possibility of moral progress", and }r Owen D ™ oung,
our great industri.l leader sees business managemeit ws o sord
of trustcoship with three groups of beueficiurics

l. The stockholder
2. The workers

3+ The customers and thc general prh'a

He coneives 1ts duties to be (a) th o the c.p 'l

which 1s put into the concern 1s s fo, hones™ ity w1 v .
used, and pavs 1 frir rate of return, (b) th o o « nxho
put their labor and lives into th¢ businces g-3 t - m"E,
continuity of emplovment and the right of adve «r rv  {r) that
the customers got o vroduct which 1s as repres u t . price
consistent with the ovligrtion- to the people 1t thear
capital .nd labor 1w, and lastly, (d), that tn o . s

right to ecepect that a concern will function . - ¢ hue
wnterest and prefoin its uuties s a great are rood ¢ - zén
should, in short, that the manapgement no longe~ fecls ny obli-
gation to take from labor for the benefit of «.1tdc 11 to
take from the public for the benefit of both i+ 1 +ner to
adminster wisely ond fairly in the interust of *

A dascussion of this kind can be corr'. ¢d 1n no
better way than by atlempting to arrive at cer - ° finuncial concepts
that may be useful to remember (8ce Chore VII).

(1) the capitilization should provide the necessary
control with minimum risk, .nd the minimun cost (2) the
espirtal structurc should be simple and flcxible, (3) the best
security should be kept to the lart, ind (4) b.lonce should be
struck hetwecn some sound policy und expeulency.

The individucl can approuch an investrment problem
only 1f he fully appreciites factors that influecnce his own
case, his 1ge , his rcsponsibiltics, his station in life, his
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Ch4RT VIT.

FINANCIAL CONCFPTS

The Corporction

1  Cupitalization should provadso
as Necessary control
b, Minimum risk
¢. MLinimum costﬂ

2  Capital structure
a Simple
b. Plexible

3. Best security should be kept until the last.

4. B-lance struck betwecn sound policy nd expeniency.

The Tniividuul

l. The investor should deecide upon
{1straibution of

s t18factory

ae Control
b Risk
c. Income
2, Imvestment should provide
a« BSuch a sataisfictory distrib fion

be An idditionil premium ar payment for
A wisce seloction,



aspirations, and many intangible factors thot are difficult of
evaluation. After the individucl has ev-luated these foctors
and decided how much risk he can alfford to take, how much con-
trol over his security i1s essential, and how much income 1s
imperative, he 1s in . position to approach his investment
problem just as the business menager approaches the financial
problems of his company  In short, tthe investor should decide
upon a satisfactory distiibution of (1) control (2) risk and
(3) income. The he should seek out that investment which
provides the distrabution decided upon and in addition gives
the investor an additional premimm in payment for a wise
selection  This 1s sound investmont,.
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