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The subject, Stocks and Bonds, ~s an ambzt~@us one. 
Lxfet~me studies have been concentrated on special phases of 
• t and truly w~se men have lost prestzge and reputation by 
bold ~nterpretat~ons. Recently the favorable prognost~catxon 
of a nationally known economzst was followed by the October 
break some twenty-four hours later. Therefore, when we talk 
about stocks and bonds, we should realize that we m~y 3eepard~ze 
our reputations. However, having everything to gain and nothing 
to lose, we are ~n an envaable pes~tzon. 

Thls dlscussmon will shape mtself about a natural 
settlng. We wall assume that an indlvldual goes Into a buslness 
whlch expands Into a partnershlp and later ~s ~ncorperated and 
grows ~nto a great corporatzon, taking en the character~stzcs 
of American bxg bus~ness. ~e w~ll foll@w thzs undertaking 
through the v~cxssztudes of bus~ness as a means of tryxng to 
ascertain the function of f~nanc~al management ~n bus~ness ~nd 
agree upon a few sound concepts pertinent to the subject. 

Let us thlnk of the small entrepreneur, an mndlvadual 
w~th a certain sum o~ m~ney, who washes to go into bus~ress f~r 
hlmself. Havlng been an Army efflcer, he ha~ g~eat ablllty, se 
he deslres to make use of whatever theory he can. He revlews 
has notes of the buslness course glven at the Army Industrlal 
C,llege, flnds the eutllne gaven in Chart I, and recalls that 
Economlcs teaches that 

a. There as a sCarclty of economlc goods whlch Is 
reflected by ~n inslstent demand. 

b. The demand is generally capable of unllmlted 
expanslon even though for a partlcular commedlty 
at any one time, and in a glven market the 
demand Is net susceptlble of stlmulatlen beyond 
a certaln polnt. 

C. The selllng prlce of a glven commodlty in the 
long run approaches the price of produotien~nd 
Is set by the c©sts of t~e marglnal producer. 

d. It is necessary te enjoy a favorable dlfferentlal 
in order to survlve the competztlve struggle. A 
favorable dlfferentaal may be enooyed as a result 
of on unusual productaon @f monopollstlc charact- 
erlstacs, protected by patents or secret processes, 
or the llke, or, as a result of lower costs of 
productlon. 

It is obvlous that all f~ctors relatlng In any way 
to the buslnoss may contrlbute to low costs but, in the flnal 
analysls the entrepreneur,s ab111ty ~s the domanant factor. 



ORIENTATION 

C~mR~ I. 

CONSIDERATIONS BEFORE LAUNCHING A CERTAIN ENTEPPRISE 

I. ECONOIIC CONCEPTS 

a. ~ SCARCITY OF RCONONIC GOODS 

b. THE DE~_KND FACTOR IS 

Co 

1 IN GE'~EP4~L C~PABLE 09 E~LIhITLD E, P ,NSION 
BUT 

2. TIIE DE~,~'D FOR A PARTICUL~ CO~,I O[ITf AT 
ANY ONE TII~E ,~ND IN A GI%%~ I~RKET TS NOT 
SUSCLPTIBLE OF SfII~ULAPION B~YO~D A CERTAIN 

@ POINT ~E 

T SELLING PRICE OF A GIVEN ~ OII~ODITY Ig~ LONG 
RUN'~PPRO~ cm~s T~E P~CE OF PRODUCTION ,~D ~S SET 

N 

~Y ~ COSTS OF THE ~RGm~L PRODUCER 

IN ORDER TO SURVIVE THE CO, PLTITIVL STRU~;GLE A 
F~VOI~BLE I~NDICI~P I~IUST BE EHJOYED. 

I. AZ U~SUAL PRODUCT P~0TFCTED BY PATENTED 
OR BE RLT PROCESSg.S. 

2 A FaVOP~PLE ~IFFERENTI ~L IN TqE ~'OSTS OF 
PRODUCTION. 

c. F~CTORS CONTRIBUTING TO L@ COST OF PRODUCTION 

I. ALL FACTORS OF PRODUCTION 
2 ~I~TNLPR~LUR'S ABILI%Y fill DOI IN~UT F~CTOR 

2. EV~tLUATION OF FACTORS 

a. PAR FACTORS 

I. C0~ONPLaCE PRODUCT 
2 O~D!NAR7 PPODUCTION PROCESSES 
3. LOCATION, Ri~% ~ ~fATERL~L, LABOR, TP~NSPORTI~- 

TION COSTS ± ND THE LIKE ~T T [5 VE~aGE 

b .  PRF~IUN F ,CORS ,~ 
H 

li 1 KEEN hNTPEPRENLUR ABI LI i Y  ]r ITh ~PP~/~'ECIJ~TION 
THAT I%~CTORS ~,UST BL a f  i~]] OPTtUh AND TB~T 
ODIY F~VOtb~BLE F~CTOR C~N RLSULT FROL 

2. FINkNCII~L }~ N~GEPfENT PROVIDING 

a .  LO~ COST OF CAPIT~L 
b .  GREAfFST UTILIL~T~ON OF CAPITAL 

INVESTI~NT 



v~dual to an appl~cat~on of them to h_s part~culor probl~m ~e 
bel~eves that befor~ launching th~s proposed enterprise, he 
should evaluate certain factors ~nd as he s~cs them, they d~- 
v~de themselves Into factors that ~re st p~r and thos~ that are 
at a prommum. The p~r factors result from th~ f~ct that 
productzon ~s more or l£ss commonpl~ce and thot ordinary 
production processes apply, further, that the locat~ou of the 
proposed plan, the raw materials usucd, the ]~bo~ ~n~olved, and 
the transportation necessary, arc all about norual, but that 
the factors above par r<sult from the fact that th~ mn~xvxdu~l 
hss keen entr~preneur ability w~th full apprcc~atmon that all 
the d~fferent elements ~nvolv~d must bc at th~ optimum, and that 
the only factors which can contribute to a fa~or blc d~ffer- 
entmal result from proper fmnanomal management ~mch wmll 
provide capital at the lowest possxble cost and w~ll utilize 
the capital ~nvestme~t to the fullest. 

In order to aooomplmsh thms, h~ d~cmdcs to concentrate 
on f~nance 

One mmght log~cxlly ask, '~hat zs th~ ~efmnmtxon of 
f~nanc~ and what zs ~ts purpose ~n busxness~" 

Tho Encyclopedla Brltannlc~ says that fln~nc~ ~s The 
art of provldln~ ~eans of payment The zrm~eaa~qte qzm assigned 
to fxnance ~n any busxn~ss xs s~mply that of mo~ta~n~n~ st 
~ll tmmes an adequate cxsh balance ~n money or bank credit, out 
the means employoa ~nclude all the multxfar~ous ~cthods of 
borrowing money and e~chang~ng on~ sort of pecuniary r~ght 
a~axn~t another. Thxs lead~ to the thou hto e e~p~tal and 
naturally the sources of capital. 

The economlst consldcrs capltal ~s tanglble instru- 
ments of productlon, while the buslness man go~s one step 
further and consldcrs +he capltal invGstment os boing represented 
by physlcal property and v luable intanglble ~ssets. Conseeucntly 
there aye dxfferent types of cap~tsl. 

Chart II shows thG dlfferent kmnds of c~porate 
capltal somewhat in the order of its bo~dlng value. These d~f- 
ferent types of corporate capltal ~re roughly dlvlded into flxed 
capltal, whlch is tled up in a flxed or perman(nt form, such ~s 
land, bulldlng, and equlpment, and worklng capital Thls last 
type of capltal deserves much thou ht and oonslderatlon for it 
is safe to say that th- m~jorlty of failures is p~obably due te 
the lack of thls sort of c~pltal. Let us conslder wb~t is meant 
hy worklng caplt~l. 

In the "Wealth of the ~atlons" publlshcd In 1776, 
Adam Smlth, the father of ec~norlc thought, sald 
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"When the stock which a man possesses ~s no more 
than sufficient to maintain hln for a few days cra few 
weeks, he seldom thxnks of deriving any rewnue from xt. 
He consumes ~t as sparingly as he can, and endeavours by 
hxs labour to acquire someth~nc which may supply ~ts 
place before ~t be consumed al+ogether. H~s revenue xs, 
• n +hms case, derxved from hxs labour o~ly Th~s ~s the 
state of the greater part of the labouring poor mn all 
oountrles. 

But when he possesses stock suffmc~ent to maintain 
hmm for months or years, he naturally endeavours to 
derive a revenue from the greater part of ~t, reserving 
~nly so much for h~s ~mmead~ste consumption as may malntamn 
h~m t~ll th~s revenue begins to ~e ~n. H~s whole ~tock, 
therefore, ~ d~st~ng~shed ~nt~ ~o parts That part 
which, h~ exFects , ~s to afford h~m th~s revenue, ~s 
c~lled h~s capital. Th~ other ~s that which supplies hls 
immeadl~te consumDtlon, ~ 

There are two dxfferent w~ys ~n ~hxch a capital m~y 
be employed so as to yzeld a revenue or profit to ~ts 
employer. 

First, it ray be employed in rals~ng, manuf~cturlng, 
or purchaslng goods, and selllng them agaln w~th ~ proflt. 
The caplt~l employed in thls manner vlelds no revenue or 
proflt to its Gmployer, whxle it ~Ither rem~ins in hls 
poss~sslon, or contlnues in the same shape. The goods of 
the merchant yleld hlm no revenue or proflt till he sells 
them for money, and the monoy y~elds hlm as llttle txll 
it is again exchanged for goods. His caplt~l xs contln- 
uall y goxng from h~s xn one sh~pe~ and returning to h~m 
xn another, and ~t ~s only by ~eans of such cxr~ulat~on 
or successive exchanges, that It can y~e~d h~ any profmt. 
Such capxtals, therefore, m~y very properly b~ c~lled 
c~rculatxng capmtals. 

Secondly, It may be employed in the Improvement of 
land, i the purchase of useful machlnes, and instruments 
of trade, or in such-llke thlngs as yleld revenue or 
proflt ~ithout ch~nglng masters, or clrculatlng any 
further. Such capltals, therefore, ma V very properly be 
called flxed c~pltals " 

The buslness man of today would say that the tlme- 
honored deflnltlon of worklng cap~t~l Is the exlstence of 
current assets over current llabll~tles. Current assets are 
those whlch, in the erdlnary course of busln6ss, can be or 
will be turned into cash wlthln a bricf perlod (not exceedlng 
a gear normally) wlthout dlmlnutlon of ~alue and wlthout dls- 
ruptlng th~ organlzatlon. Current llabllltles, on the other 
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hand, ~re those ~ntended at their ~ncept~on to b~ ~ md ~n the 
ordxnary course of bus~u~s wmth~ a reasonably short t~me 
(mormally w~thxn ~ y~ar) out e~ the xucoFe of the busxness. 

Now let us r~turn ~in to th~s ~orkln~ capital, 
th~s c~rculat~ng c~pmtal. ~6 see fro~ Chart III, which ~s a 
s~mple chart sh~ng the mamn paths of ~rcul*~t~g c~pmtal, 
that c~sh le.ves the cash fund ~y two p~ths, by tht one ~t 
buys s~rv~c~ ~n the form of ep~rqt~n~" expense.s, by the oth~r 
~t pu-ch~scs materials ~n the form of ~uventor~es. These, 
c~nb~ncd wroth oo~rat~on, result cu the oroduet~on oe fmnmsh~d 
~ocds ~h~ch ~r~ sold md tr ns~r~.~ ~n the form of cash or 
crea~t r~ce~vabl~s, and ~s they r~ce~v~blcs are collected, 
th~ c ~sh fund ~s again bumlt up. 

If w return ~ga~n to Ch~rt If, w~ see that those 
~tc~s w~th t~e <stormsks represent c~rculat~ng cap~t~l and 
those w~thout, part~c~ larly ~tcms l, 2, md 3 represent f~xed 
cap~t[ 1. 

Ag~mn, ,;¢ recognize oth~r forms of cap~t~l besides 
f~xed and working c~p~t~l In ~dd~t~n to fmxod ~nd workzng 
c~p~tal, qhe~e ar~ seasonal and exccot~onal capmtul. Th6 
se~on i r~qu~r~mcnts may b~ ~ttr~but~blc to ~nfluences of 
~e~ther, custom, o~ the l~k(. Fe~ (z~mple, there ~s ~ dec~dcd 
s~sou i requ~r~rcnt ~n the fmn~nc~n~ ~f dcoartm~n% steres 
c~us~d b} th~ foct that th~zr p~k s~l~s couc ~n December. 

Let us t~Pe ~ hor~ely ex~uple to brzng out th~s rela- 
tionship. If the bus~ness under consideration were such th t 
th~ pe~k ~and ]~sted orlv on~ month anti ~nve]ved a ~ork~ng 
c~pxt~l of tan thousand dollars, whereas the ner~nql wor]:mng 
capxt~l w~s only f~ve thousand dollars,mr would bc w~se to 
borrow the working capmtol for th~ season r~thcr than cutting 
down ~n productzen In oth:~r words, ~t ~s soun4 to borrow to 
take care of seasonal requzr~m~nts. The nature of thzs ercert- 
• on~l c~p~t~l previously referred to ms mndxcated by mrs txtle 
It xs of ~ non-recurring n~ture and each c~se must b( h~ndled on 
• ts ~d~v~du~l merits. However, expedmency usually governs. 

Regardln~ the source~ frorJ whlch c~pltal funds can be 
stcur~d, Ch.~t IV sho~s the methods of r~islng caplt~l and the 
sources of supply Our indJvldu I cc~nclud~s from the chart and 
hl~ knowlcdgG of ~ner~l busln~ss condltlons that the tlme is 
not propltleus to ~eek permanent c~plt~l mn ~ny form from the 
~utszde, ~h~t the c~pltal mu~t be furnlshed by h11~solf His 
funds ~ra ~dequ~te to provldc for th< bus~noss needs, wh~le the 
season 1 requ~r~r~onts w~ll be ~orov~d<d by commozc~al bmk 
borrewlng. 

The second st~g~ in the buslncss is approached ~hen 
the indlvldu I buslness h~s prospered end future prospects 
warrant qn increase ~n p~oduotlon Yet, s~nc£ £on~r~l bu~n(ss 
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I ~ ~ 

condmtmons and th~ money market a~e such that th~ tmme ~s not 
propmt~ous to fznunc~ through floatxng ~ stock xssue, th~s 
• nd~v~du~l ~s facud w~th the problem of securing addmtxonal 
funds In o~d6r to take care of an expansion mn hxs bus~ness, 
which ~s economxca]ly 3ust~f~ed. 

It ms obvmous that help con come only m~ the form 
of a partnershmp. In other words, h~ must seek ~n mnd~v~dua$ 
who has suff~cment funds and ms ~llmng to assocm~te hmr~self 
w~th the ~ntcrpr~se The f~nanc~al pol~cy ms szm~lar to that 
of th~ ~n@mv~du~l partnc sh~p The partners must furnish that 
f~xed ~nd working c~p~%al wh~le the b~nks can be looked to 
for c~p~tal to takt care of seasonal and exceptmonal r~qu~re- 
ments. 

The thmrd stage of our buslness ~s reached when the 
partnersh!p has prospered, the buslncss grown, and the 
partners wl~h to dlverslfy thelr rls's. One of the partners 
has grown old and wlshes ~o prepare f~r h~s gradual re~ire- 
ment and the shlftlng of rmsks that Is incldent to a partner- 
shlp. The partnershlp has a proved record of earnlngs whmch 
w111 furnmsh a basls for capmtalmz~tlon The general bus~ness 
and m~%rket condmtmons are favorable for the f~n nc~n~ of sound 
busmn~ss enterprlse. In a word~ busmness ~s sound, the 
partn6rs wmsh to provide for gradual retmronent and the public 
• s mn a reccptmve mood. Consequently, thought ms K~ven to the 
method of fmnancmng that satmsfy the d~fferent ~nt(rosts. 
The older partner d~d not understand all the terms that were 
bemng used durmng conferences held by the bankers and the 
partners for the purpose of dec~d~ng upon the fmn~nc~l struct- 
ure of the proposed corporatmon. 

The t~rm "Instruments of Finance" w~s cxpl~ined to 
Include generally, two classes 

Stocks ~hlch represent the o~wncrs ~ntrest In 
the buslness, and 

Funded debt, whlch includes bonds and notes and 
r<presents the credmtor~3s cl~mms upon the 
corpo ratm on. 

The term "Capltal" is f~irly well understood from a 
provlous dmscusslon. 

"Capmtal Stork" Is explamned as the amount of stock 
authorzzed for mssae. 

The word "Capmt Imzatxon" c~uses some mmsunderstandmng. 
One partner says that mt is the sum of the outstandlng stock ~nd 
funded oblmgatmon of the concern, ~hmch in some eases, mncludes 
the earned surplus, whmle the youn K banker, ~o m~ attemptlng to 
arrange the fmnanclng, ~ontends that caplt~Imzatmon is smmply 
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the method of distributing ~ontrol r~sk ~nd ~nco~c among 
securmty holders. I~ ~n effort to clarify thas contention, 
he developed bh~rt V show~ng that th~ owner of c~p~tal ~s 
~ompens~ted fe~ (1) the use of h~s ~ap~tal and (2) the r~sk 
of losing mr, ~nd that cap~talmzatmon should provmdc the 
proper d~str~b~t~on of control, r~sk, man~gement~ and mncome 
~nd 2+ the same t~me that form of capmt l~zatmon should be 
s~lected whmch t~k~s ~dvantage of exmst~ng cond~tmons con- 
s~der~ng (1) general busmnoss conditions, (2) money market, 
and (3) fads. 

From a study of Chart b, ~t ms apprecx~tod that the 
o~ner of the cap~t I that xs to be suppl~ed must be considered. 
H~s wqnt~ ~rc dominant. Secur~t~ must b~ ~ provided that w~ll 
meet h~s requ~rem~nts~ othemv~se c~pmtal w~ll not be forth- 
coming In other words, he must b~ properly re~arded for the 
use of hms cap~tal ~n proporatmon Go the rmsk ~nvolved from 
lo~n~ng mt. .~fter cousmder~ng the ~esmres of those who wmll 
provide the capztal, that form of c~pztalmz~tmon should be 
selected wbxch wmll 

I. Invest ~n the proper ~ntorests the amount of 
control o~cr the bus~ness that ms required. 

2. D~str~bute~he rm~k properly 

5. Invest mn the owners or those selected th* 
~qnaKcment of the enterprise, and 

4. D~s rubute the ~ncomc proportionately. 

l~ conszderatlon of these four f~ctors 3uot mentzoned 
is approached prlnclp~lly f~om the man~gement's polar of vlew. 
It must bc Insured of sufflclent control over the bus~ness 
~ith~ut acceptlng undue rlsk and v~Ithout dlstrlbutlng more 
• nccm~ ÷h~n Is necessary ~t the s~me tl~e the management 
should ~Forc ch the probler~ from the opportunzst's point of 
v~ew. That i~ %~ say, the cap~tal~z~t~on dec~dcd upon should 
take ~dvant~g~ o~ ~x~st~ng conditions of a ~cnoral buszness 
n~ture together w~th those ~n the money market and (x~st~ng 
fuds. 

Apropos of f~ds, it Is interest~ng to note the 
~nfluence of style on securltles its dlctlon IS felt here 
as well as In other lznes For example, there are styles in 
sccur]tles ~s well as there are styles ±n cars ~nd dresses 
Yo rs age common stocks wcr~ not In f~vor while ~n the year 
1929 up to B. C. (B C. and A D. are herein referred to as 
b, fore the crash ~nd after the drop), bonds were a druK on the 
market Everyone w nt~d equltlcs ~'h~t will happen A D 
remalns to be seen. ale pondu]um may swmng b.~c~ to where 
bo~d~ arc in favor, or some happy mlddlc ground may bc reached. 
Thus it is seen that while co~on stocks were mot in favor year~ 
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CHART V. ~ ~ 

O~K~R OF CJ~PIT±~L COI, PENS~ TED FOR 

I. Use of His Capltal 

2. Risk of Loslng It 

C~PIT~LII~TION SHOULD PROV!DL PROPER DISTRIBUTIO~ 

OF 

I Control 

2. Risk 

3 Management 

4. Income 

C~PIT~LI~I~TION S!IOULD T~T(E aDVA,NTk~GE OF EXISTING 

CONDITIONS 

I. General Buslness Con~itlons 

2. Money Market 

3. Fads 



ago, when }~r C~rncgmo sold h~s steel holdmngs, he took bonds 
~n payment In th~s connection, wh~le ~r J. Pmerpont ~organ 
cla~ncd that Yr. Carnegie out-tradc~ h~m, ~t ~s evmdent that 
Nr. C~rneg~e~s conservatmsm mn d~ctat~ng acceptance of bonds 
cost h~m the tremendous opprec~at~on of the common stock that 
resulted from sound operations owr p,r~ud of years. At 
the present tmme, xt would ~pp~,~r that ~nvestm~nt trusts arc 
~n mll repute Yet they had mncreased mn favor to ~ast year 
when the fmn~nc~ng was mn the following proportmon ~5% was 
mn common stock mssues, %5% mn bonds, and 17% mn preferred 
stock ~ssues. In other ~:ords, about 65% of the 1929 fznsne~ng 
w~s done through stock mssues ~nd thms comp~re~ to ~bout 40% of 
the year pr*v~ous 

The conference between the partners end the bankers 
brought out the f~ct that the coporat~on's f~n.ncmng for the 
purpose of s~cur~ng f~xed and czrculat~ng c~pmtal for the 
needs ~f the bus~ncss rcsts normally upon the mssuance of 
stocks or bonds and that stocks fall ~nto t~,/o general 
c~t~gor~e~ 

I. Common whmch emther ha~ p~r v~lue or no par 
value. 

. Preferred stocks whmch may have culmulatmve 
non--cumulatzve, callable, and dmffcrent 
protective prov~s~ons 

On the other head, bonds are of m~ny types and klnds 
The young b~nker, In order to clarlfy c~rt in ISSUGS, draws 
up Chart VI whlch shows the prlnclpl~ for~s of securltles 
wlth respect to transfcrlrg control, income and rlsks. The 
partners, after bG!n~ completlv ad~Ised by the young banker, 
decldc to attempt the silnplcst sort cf flnancl~l ~tructure 
conslstlng of one type of bend, one typ~ of preferred stock, 
~nd one type of common stock. The bonds represent property 
owned by th~ corporatlon That ms today, In the event of a 
foreclosure~ ~, the bond holders would look prlmar~ly to th~ real 
estate owned by the corporatlon for prog¢ctxon. The preferred 
stock was protected by plant and worklng c~tal, while the 
cort~on stock represented a fazr c~pxtal~zatxon of probable 
future earnings b~sed upon a proved record of past earnmngs. 
Thxs method of capitalization of ~%rn~ngs mq sh~n zn Exh~bxt 
A ~ppended hereto. 

In short, the partners attempt the slmplest osp~tal 
structure conslstlng of bonds, preferred stock, ~nd colmmon 
stock, in proportlon to glw the required contr~l, keeplng 
the rlsk ~t a mlnlmum and dlstrlbutlng the proflts eqult~bly. 
The investm~nt banker's functlon here was to underwrlte the 
securltles to enabl~ the p~rtnors to gradually retlr6 and to 
furnlsh investors wlth good securltles. 

The next stage of our bus~ness Is ch~racter!stlcally 
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CI~PIi Lizld)lON OF 
k~RNINGS. 

"Tf the tanglblc assests amount to $i00,000 and 

the net earnlngs of a company ~mount to $25,000 a 

year, and we conslder that flve per cent is ~ falr 

rate at whlch to copltallze the earnlng~, the 

capltallzed elrnlngs w~ll be $500,000 ~nd th< ex- 

cess caoltallzcd carnlngs ~lll b~ $500,090 less 

the amount of tanglble ~ssets ($10C,O00) or $400,000. 

Thls comvany, then, ~vou]d have ~,lO0,O00 of preferred 

stock qnd $400,000 of common stock." 

V. C GERSTEWBERG, 
"F1nancl~l Organlzatlon and ~lan~gement". 



mermc.n. The small corporation ~ent through ~ p~r~od of 
successful management under the old partners but gradually 
passed ~nto younger morc ~ggressxvc hnnds Inventories had 
p~lcd up ~nd general busxness condxt~on~ w~re bad. Current 
oblzg t~ons wore pressing. A rcorg~nxz~t~on ~qs n~cess~ry. 

Let us get thls plcture clearly. Here is a company 
that h~s been succw~sful but has gotten cv~r oxtanded. It ms 
sound over the long run polnt of vlew, blt ms insolvent at 
the tlmc. The company must have money and its condltlon ms 
co, eatable to an indmv~dual who fmn~s mt necessary to seek 
accommodations from ~ loan shark. Do not thmnk of the mnvest- 
~ent b~nk as ~ loan shar~. The mnvestment b~nker preforms 
~n econommc functmon. He ms sought out by the corporation 
who needs the money ~nd he must fufm~] hms functmons or he 
wmll losa out mnth( c~mp~tmtmva struggle Consmder thms 
problem from the b~nkar's point of vmew. Ha must hav~ some- 
th~ng to sell, ~ type of security that w~ll stay sold and that 
~,~ll not come b~ck on hmn. Th~s mnvolv~s fo~l~ng the temper 
of tha market. He realizes that rest~mctmve prov~smons ~nclude 
debentures ~nd agreements serve certain purposes but that they 
are not always what they purport to b~o The ~nvestment banker's 
problem m~ght b~ thought of as a g~ve and take ootween what the 
people who are buymng sacurmt~cs do~nd ~nd what the company 
seeking capital h~s to offer It should bc fully ]pprecmated 
thor when a company gets mate such a predmc ment~ mt must have 
money, and t(mpor~ry governso The banker ~pproaches 
the probl¢~ from the phmlesopmcal point of vmew ~nd th~s 
~ppro~ch ms represented ~n Chart VI ~ere the pr~ncmple form~ 
of securmtmos are lmsted w~th respect to v~ray~ng control, the 
• ncom~, ~nd the rzsk. In other words, tha general fmnsnemal 
structure must take some def~nmt~ shape fter thms phmloso- 
phmz~ng Later the frmlls can be fmlled mn. The frmlls 
usually rasult from ~ desmra to substmtute form for substance. 
obviously, where a company ~s sound nd pr~sperous, the fmnan- 
cz~l structure would b~ s~ ple and wmthout frmlls. 

In an effort to zllusbrate wh~t mlght be termed "frills" 
let us examlne ~ome of these hlgh-soundlng tltlcs that usually 
accompany gilt-edge, engraved certlflcates such as real estate 
flrst mortgage gold bonds. 

Should w~ look In most on y one of the more of less 
select current perlodlc~Is of s, veral years ago, we would flnd 
that G. L }llller Company, ~t one tlmc el i~tlanta, Geergla, 
and l~t~r of New ~ork City, advertls~d thor "No ~ne Ever Lost 
A Cent in ~J[lller Bends", we mlght select a partlcular Issue 
known as the Richmond Hotel. A superflclal o nalysls of thms 
!S~UG would show that the hotel, located in Augusta, Georgla, 
was well placed~ that there was ~n economlc demand for the 
service, and oven a closer exammnat~on would d~sclose that as 
tlme ~ent on the hotel ~.ave all promls~ of belng profltable. 
HowGver, a fact that dld not ~ppear untlll later when the 
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PRINCIPLE F0~,rS OF SLCURITiES 

I ITH RESPECT TO VAKYIIJG CONTROL, I~C01~ 

i~hD RISK 

i. Securltles arranged ~n order as they rcstrlct the rlght of control. 

1. Non-votlng stocks. 

2. Bonds (thelr holders h~ve the ultlmqte control of 
orcclosuro). 

3. Preferred stock and income bonds that ~re to vote mf 
holders do not receive income. 

4. Bonds convcrt!blc into stock. 

5. Vetolng stocks. 

6. Votlng stocks. 

2. Securltles arranged in the order of potent1~,l cla~r~s to 
~ncro ~slng amount of income. 

1. Non-partlclpa*ing preferred stock. 

2. Income bonds. 

S. Ordlnary bonds • 

4. Bonds convertlble into stock. 

5. Proflt sharlng or partlcapmtmng bonds. 

6. Common stock. 

7. Partlclpatlng preferred stock. 

3. Securltles arranged in the order of safety of prmncmple. 

I. Stocks, not @referred as to assets. 

2. Stocks preferred as to assets. 

3. Slnklng fund, redeemable stocks. 

4. Debenture bonds. 

5. Debentures to be protected by future nortgages 
if ~nd when executed. 

6. Ad3ust~ent of bonds. 

W. Junlor mortgages. 

8. General refundlng mortgages to take uo prlor llens. 

~. S6nlor mortgages. 



G. L l~ller Company went mnto b~nkruptcy ~nd the bend holders 
protoct~w commmttee attempted to salvag< the small <,qumty 
behind th~se bonds, was that the bonds rested upon the lease- 
hold and that the lease-hol~ covered land thst was used 
3o~ntly by th~s hot~ and z department store. Though the 
hotel was profitable, the department ~tore was ~ famlure and 
• t bec~mo necessary to use a groat part of the profits of 
the hotel to protect the lease-hold. Th~s condition resulted 
~n a f~nal statement whereby the holders of these r~al es- 
tate f~rst mortgage gold bonds secured thmrty-thron und one 
third cents on the dollar~ 

The s~me ~ssuo of the reparable monthly ~ncluded an 
advertisement of the ~zda~r ComD~ny, l~kew~s~ of Atlanta, 
Georgia, ~nd their advertisement c~ted th( fact that "N~ 
• ~IR INVESTOR }L~S LOST ~ CENT IN 57 hT~RS", but as t~me went 
on, th~ ~zda~r Compmy went ~nto the h.~nds of the receivers and 
many of thezr loans were found to r~t upon ~nflated land 
values p~rtmcul~rly ,hen those ~ssucs represented operations 
• n Florzd~ So much for past h~story. 

Today the F. H. Smith Company, ~ local concern, ~s 
being xnvestzgqted by the Department of Justzce, and their 
beeps ~re bezng requested by the Courts of d~ffcrent states. 
It w~ll b~ xntcrestxng to learn the details ~n such underwr~t- 
xngs as resulted ~n th~ H~mzlton Hotel aff~xr. It xs behoved 
that matters of ~ntcrest w~ll bc brought out xn connection v~th 
thexr ~ngcn~ous use of gold bonds. 

Lest it b~ thoufht that real estate mortgage bonds 
monopolxzed ~hese ~buses, we will loo~ at railroad bonds and 
the recent cl~sslc example Exmm of such an issue Is the Chlcago, 
H11w~ukce, and St Paul Rallro~d ~ce~vorsh~p. In th~s case 
a bon~ whzch co~t 84 some months befor~ %he reorgan~z'tzon 
was quoted around 50 at the tmme of th~ rcorganmzat~on. 

In F~cneral, while % mortgage provldcs for foreclosure 
~nd sale, it should be appr~clated that such procedure is 
oxp~nslw* and not at all certaln. The notlcc of a foreclosure 
salc does not insure ~ purchaser, and, of course, ~ purchaser 
is necessary l~ sale l~ t¢ be consumated° Then too, fore- 
closure h~ often b~en resorted to in order to wrlte down 
flxed charges. 

Prefcr~ed stock repres~n~ the effort on the l~art of 
the management to avoid the rlsk of foreclosure implled by t h e  
mortgage end credltor interest and at th~ sane tlm~ to keep as 
much of the odor tlng income as posslble In other words, 
preferred stock is q hybrld. In summ~rlzlng, it mlght be sald 
the preferred mo~ns somethlng sometlme. Yet, it may be in- 
ferred fr~,m Professor ~rthur Stone Dewlng's book that preferred 
mor~ norm~lly means restrlctlon that h, mpers managemen~ wlthout 
any real ~ddltlonal security to the stockholder While 

-9- 



essent~ally it does not repres~nt a creditor's ~ntcrcst, 
neither does at provide equity part~clp~tlon It often 
includes restrlctmve provms~ons that h~r~p~ management as 
m~ght bc illustrated an the case of the Allls Chalm~rs Com- 
pany ~,hlch ~ll bc d~scr~b~d ~n the following 

In early 1927 the fln~nc~al structur~ of th~ Alias 
Chalmers Company raflect~d the emergency fln~nc~ng ~nc~dcnt 
to the reorganlza%ion of 1912 when e~ch ~p1,000 bond w~s 
transfered for l~l,000 of preferred stock w~th ~ bonu~ of 
$350 of common. At the s~m( t~me the prefc~ red stock was 
assessed $20.00 per share and the common stock $10.00 per share. 
This toothed of reducing f~x~d maharg~es and ~ncr6as~ng 
working capital ~ec~sslt~ted ~ preferred s~ock that would be 
attractive to the old bond holders. ~s q result, this pre- 
ferred stock carried ~ 7% cumul~,tlve dlvld~ng, the power to 
elect the ma3orlty of d~rcctors ~nd proh~blt~vo restrictions 
against prior hens Now at c~n readily s~n that ~f %hls 
preferre~ stock were mn the hands of people who were reluctant 
to face the ordinary bus~ness r~sks, then these prohlb~tlve 
restrictions included an the preferred m~ght be ~n oppo~itlon 
to the best ~nterests of the company so that any re-f~n~nc~ng 
which would decrease the cost of caplt~l, ~hm~natc the oner- 
ous provls~ons of th~s ~ref(rred stock and re-~nv~st control 
• n the common, would be bcncflc~al to the ceremony. Th~ ~s 
precisely wh~t the company dad ~nd the cost cf this re- 
fznanc~n~ together wzth its probable ~qv~ngo ~s shown an 
Exhibit "B". 

ThG cost of thls refln~nclng c~n bc segregated into 
the otIgln~tl,cxpendlture and the qnnu~l cost. The orlglnal 
expenditure involves ~ll expenses Incldent to th< refxnanclng 
and a~ounts to $2,250,@00. The resulting actual s~vlng was 
flgured to he $304,350 and the savln~ durlng the llfc of the 
debenture should be $2,350,000. Thus tho annual ~av~ng 
represents ~t return in excess of 13% on the original expendl- 
ture~ and this does not glvc full welght to the fact that the 
co~ts incident to the ellmlnxtlon of thempref~rred stock c~tn 
be prorated ow~r ~ longer period. Likewise, future fln~nclng 
wall not be burdened wlth a 10% prcmlum If at as declded to 
take advantage of f~vor~ble markets to furth reduce the cost 
or to , llmln~tc the flxed charge It should bc appreciated 
tha$ an early 1927 when thls fmn~nclng w~s contemplated 
business condltlons promlscd to contlnue on J f~rly even level, 
and that the bus~ness of the ~[lls Ch Imers ~4qnuf~cturxng Com- 
pany was known to correlate closely w~h and follow general 
buszncss, and hence, the tame was proF~t~ous for such a fmn~nczng. 

While the control of the company was relnvestod in 
the common stockholders ~ s q result of th~s refln nclng, sit11 
a flxcd debt was cre~ted. It is true that thsse debentures 
were not a llen and were not therefore entltled to foreclosure 
but they were ~n sbllgatlon ~nd as such would culminate an a 
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THE ~LLIS CID~L~:E~IS i ~hgF~ C2URI~G COHP~NY 

q~f~nanc~ng 

Fxpeudmture Involved- ,~nnaql S~v~ngs -Cumulative Savmng 

I. Ormg~nal Expendmtu~e 

Prcm~mum on Pr<ferred 
10% $16,500,000 
Spreqd on Dcbenturcs 
1% Dzscount ~l~0,000 
3% Co~ss~on 4450,000 

T~tal 

$1,650,000 

 oo ooq 
$2,250,000 

II. Annual Cost 

5% Interest ~15,000,000 Debentures 
4% " ~ 3,750,000 Parket~ble Scc 
~ortlz tlon ~ 600,000 Deferred Chargo~ 

Total 

750,000 
150,000 
60,000 

$ 960,000 

III. Annual Savlng 
a) Dlvldends on old preferred 

7J $16,500~000 
Annual cost undel Reflnanclng 

Previous Sactlon 
Savlngs 

b) Income Tax Reductlons*** 
l) 13 %  750,000  101,250 
2) 13~% 60,000 8,100 

Total Annual Savlngs 

$1,155,000 

960,000 
$ 195,000 

10.9,350 

IV. Cumulatlve Savlng 

Sawngs of $304,350 over the l!fe 
of the Debentures **~* 

Orlglnal Fxp~ndlture (Sec.l)~** 

Total Cumulatlve Savlng 

@4,000,000 
1,650,000 

$2,350,000 

• Represents a reductlon In other income of the company. Fln- 
anclal statemGnts show that these securltles were returnlng 4%. 

• ~To be ~rltten off du~ing llfe of Debentures. 
• ~The interest on the Debentures and the annual reductlon of the 

deferred charges are char~s that are deducted in compu~ing the taxable 
income accordlng to the Incom~ Tax Prov~slons. 

• ~Tabl: of Annultles lO vears ~ 6% compounded Annually. 
• ~The deferred charge w111 have been completely wrltten off 
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receivership mf neglected. It would ~ee~ then, that the 
very existence of tho busmness maght be threatened by the 
creation of th~s fax~d charge but ther~ ~s no danger so lmng 
as the obl~gatmon ~s met. Th~s obligation ~s @7750,@9@ annually 
The sourc( of meetang th~s obligation ~s the profit der~ve~ 
from the busaness, and a study of the comoany's earnings 
sance 1922, shows ~n g~ncral that there has been ample mar~n 
of safety and an particular, that th~ poorest ronthl earnings 
during thms per~od were more than suffmc~ent to cover the 
respective f~xed charg¢s. 

Therefore, xt mxght be concluded that the Allxs 
Chalmers Company through debentures cre~ted a fmxed charge, 
but the amount of the f~xed charge was small relatively and 
the almost certain future earnings were large. Consequently, 
additional r~sk was neglagable ~n comparason w~th the s~vangs 
gained. 

Continuity of present management was mnsured, the 
onerous.prov~saons of the old preferred vere el~mxnated to- 
gether w~th any possible h~nderanses that mmght b~ put ~n the 
way of the ~pphcat~on of the polxc~es of an a~gress~ve suc- 
cessful management by an active hostxle m~uorxty and the dollar 
and cents savings resulting from th~s rc-f~nanc~ng prommsed to 
be so~e two and a half n~ll~on dollars. E~IBIT "B". 

The case of The Allls Chalmers Company as lhcluded 
in thls dmscuss~on and ~n such detaml ~n an effort to show 
that the theormes and prmnc~ples ~ncluded xn thas paper are 
actually put mnto practice by far-s!ghtcd bag busxness men. 

In conformlty wath the custom of thls school, we will 
dlscuss trends that seem to Rave taken shape, together wlth 
the probabl~ future tendencles One of th~ most sagnlf~cant 
changes has to do wlth ~vnezshlp. The most suoerflcaal study 
convlnces one that thls owncrshlp has b~com~ mor~ dlverslfa6d. 
Whereas am the more dlstant past corpora%xons were owned by a 
few shareholders, todsy ~ome of the larg~ ~orporatlons number 
th6ir shareholders in the hundreds of thousands. Another slg- 
nlfacant fact ms the larg6r proportaon of ownorshlp that ms 
represented by comron stocks. Apropos of thls, It will be 
recalled that Mr. Ca~negle in acceptlng payment for hls steel 
propertles, ~nslsted upon bonds In contrast to thas Mr. Asa 
Candlar,,when rellnqulsh~ng control of the Coca Cola Company, 
iccepted payment in the form of preferred stock In the new 
Coca Cola Company. The Candler h~irs ~oul~ have benefated more 
materlally had Nr. Cardler accepted eommon stock. 

Carrylng thls contrast still further, many of us, 
surely, are able to recall the und6rwrlt!ng characterlstlcs of 
1929 when common stocks ~vere at a prcmlum, preferred wlthout 
any partlclpatlng features, an8 bond5 had no market, he hlgh 
water mark of thls sort of flnanclng probably w~s reached when 
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the Goldr ~n-Sa~hs Trading CorpOration put fe~th th~ Shenandoah 
Cor[,crat~on ~nd mrs chm]d the Blue R~dge. S~nc~ thms fmn~nc- 

zng ms fresh ~n our r~cmory, l~t mt suffice to say that th( 
treo~sury of %he Goldman-Sachs Iradmng Corporatmon b~nef~tcd 
m~tar~lIy ~ th~ tmme of %ho Shenandoah undcrtakmng s~ncc the 
Goldm~n-S~chs Tradmng Corporation owned the stock whmch was 
thaorttmcally ~ssued at th~ pr~c~ of l~7~b t ~h~ch ~mme~d~tcly 
opened on The hew York Curb ~'~rktt ccns~derab]y hmgher and 
r<~ched a hmgh of bettor th~n 39° If ~t ~s assumed that the 
Go]&an-Sa~hs ~r~mug Co~poratmon f~d th~s stock %o the m~rk~t 
and real~z~d ~n average of say, better than 30, the theoretmcal 
unearned mncrencnt a~crumng ~o th~ corpor%tmon's surplus ms 
ap~ arent. 

It ~s of no particular s~gnmfmcance so far as th~s 
dmscussmon ms concerned that the currant pr~c~ of thms suue 
~tock ms 9, but ~t sbould ~llustrato the ~nfluenca of fads 
and mt should b~ obvmous that wh~le ~t was not only poss~ole 
but prof~t~bl~ f~ the Goldmqn-S~chs ~nd ~any other smmm]ar 
organmz~tmons to flo~t such xssues some smx months ~go, such 
fxn~nc~ng ~s utterly m~possmblc no~ stance r]any mnw stment 
trust s~curmtmcs arc selling at prices below thexr l~qumdatmon 
V~ lue o 

Another outstanding charactermstmc of the past year 
has been the t~ndency for b~nks to spht themr shares Thms 
w~s ~tarted by the gmg~ntle N~tlonol City Bank Company reducmng 
the p~r v~lue of *hcmr con~on stock from lO0 per share to Z) 
per share ~nd solmt the stock fmve for one The advantages 
clalmad for thls sort of throng ms the dlwrs~flc~tmon of 
ownershlp ~nd the thcory that a larger n~bor of sto~kholders 
will ~and to brlng the bank nero busmn~ss. ~ l~ss recognmzed 
motlvc ~iKht bc the bcllef that greater dlwrsmfmc~tlon of 
ownershlp provmd~s ecsmer control That is~ control ms m~de 
possible by tha control of th~ ~,aller proportmon of the 
stockholders s~nce the ~aDor~ty of stockholders are mn~ff~rent 
~nd mnact~v~ ~hereas a larger propo~tmon of s~all stockholders 
have a tendency to become more ~ntcrast~d mn the affamrs of 
the com]~ ny. A compl~mont to thins sol,t-up mn bank shares and 
the reductmon of the psr v lue w~s the ~ssuamce of r~hts. 
th~s ms av¢ry ~nter~st~ng development and worthy of a specmf~c 
C a S e  

Take the c~so of the Bank of Manhattan. Thls Bank 
spht its stock flvc for one thereby reducln~ the p~r from lfO 
to 20 dol]~rs on the new stock. Then the bank ~llowed each 
holder of smx shares of th~ nGw stock ~o suscrlbc to one addm- 
tlon~l share of the new stock at ~120 Of this $120, twenty 
doll rs represented the p:r value of thG new stock md one 
hundred represented a su~ that the company could apportlon as 
they saw flt. For ~]l practlc ~l purposes, thins ono hundred 
dollars went m~to the surplus or undlvmd~d profmts of the bank. 
Now we krow what these mto~s mean to a bank. the capltal means 
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that at some t~me someone has put xnhhat amount of money to 
make possible the ~peratmons of the bank, and as the bank's 
operations become profitable, the profzts can be d~str~buted 
elther as dmv~dends or go to make up the mtem of u~a~v~ded 
profits whmch later are added to the surplus at %he d~scre- 
t~ons of the dmrectors. Thus ~t ~s seen that the undivided 
profits and surplus r~sul% normally from the long tmme 
profitable operatmors of the busmness. ~'et by th~s dmv~ce 
ef all~ng the stockholders to pay the one hundred and twenty 
dollars for common stock that has ~ par value of t~enty dollars, 
one hundred dollars can b~ added to th( undxv~ded profxts or 
surplus. That ~s to say, that for every on~ della, adSed t, 
the capital, f~ve dollars ~s added tothe undxv~ded profits of 
surplus-t~uly, a~ e~s~er ~nd more certain w~y of bumldxng 
up surplus than lo~n operatmons. 

Lest one should ~et the ~dea that such an arragement 
was not agreeable to the stockholders, we w~!l ~ee bow ~h~s 
affected the stockholder. ~hen thms qnn~uncSr~ent was made and 
before the severe drop ~n security prmc6s matermalmzed, *he 
~toek sold ~* tha h~gh of $27f2. In other words, a subscriber 
could theoretmcally pay ~ $120 and ~m~ead~ately s~ll hms share 
at 27/2. Naturally the st'ockheldcr~ were cntbus~a~tmc It 
would seem then, that thms fmnancmng procedure by tak~ 
advantage of the ~ner~l bus~ness and creSmt s~tu~t1~. ~nd 
ca~erzng to the then exmst~ng fads mn the s~cur]t# ~Y~t was 
able to add th~ tremendous sum to the surph~s ~nd a~ tn~ 
same tmme to reward the stockholders, thereby mrcraas~ng the 
strength and prestzge of the org~nmzatmon. 

Returnlng to our phllosophlcal d]~cuss~on~ we f~nd 
that the bank was able to secur~ a great amo~,~ of capmtal 
w~thout losz~g any degree of control a~d ~lhou ~ ±ncarr~ng 
any ap~reczable rmsk. 

In dlscus~ing trends, the cthloal slic should not 
be ommtted. 

In thls connectlon, it z s  intercst~rg to ooserve the 
chan~es that have been oxccutGd in the polley of the Stqndard 
ell corporatlon. The earJy practlcCs of th1~ cor~or~tlon are 
h~storv, *o whlch Thomas Lawson and others have contrlbuted 
vlvld accounts. L~g~b year a most int~re~tlng flght for ~ontrol 
through the use of proxies occured in the case of the Standard 
Oil Company of Indlanna In a few words, Mr John D Rockefeller, 
Junlor, b(c~ne dlssatl~f~ed wlth certaln Froctlces of Nr Stewart 
thr ch~irman of the Board of the S+~ndard 011Como~ny of Indlanna, 
and ~s it became Imposslble to reconcile th so o~ffelences, 
Nr Rock~feller secured ~ufflc~ent prozlcs to oust Er. STep,art. 
In thls case ~ hlgher ev~luntlo~ w~s phccd upon buslness inte- 
grlty than upon proflt a~cumulatlon. 

Another ~spoct of the ethlcal influence can be ~pprs- 
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c~ted by a study of the ch~n~es ~n sentiment expressed toward 
the non-votmng common stock. ~on-vot~ng common stock ~as use~ 
mn m~ny c~s~s to secu~ control w~th little expendmtureo The 
Goodyear i~ra ~nd Rubber f~n~nc~ng and the Dodge Idotor Company 
arc e~amples. Niore wmll be s~d latar of the Dodge ~asao 
Professor R~pley at H rv~rd cr~tmc~d the coroorat~ons for 
cuttmng down tbc stockholder's r~-hts, p~r,~cularly by the 
d v~ce of non-vo%~rg common stock. The New York Stock Exchange 
adopted ~ hostile attitude toward non-voting stock. The f~nal 
davelopmcnt ~n the Dodge Notor deal then came along. In thms 
Dodge Notor Company deal ~t appears that the Dmllon-Read Com- 
pany pa~n @146,000,000 oash for the Dodge Notor Company and 
p rocaaded to sell stock secur~tmes of the company to th~ extent 
of $160,000,000, at the same t~mo ret~n~ng control. Th~s gave 
D~llon-Reqd th~ voting stock and the legal r~ght to sell to 
Nr Chrysler. D~lloa-Read, however, ~ec~d~d that they ~ould 
rather h~ve th~ consant of prefarred and conmon, ~nd therefore 
2memdcd the charter g~'~ng the preferred and common stock- 
holdars the r~ght to vote, and ~n so dec~d~ng, m~dc ~t necessary 
to go ~n%o tho market and buy ~n order to znsure ~ oonsun~nat~on 
of th~s deal 

Needless to ~ay, thcr~ ire other factors that have 
not bccn mentloned. Very rec~nt developments along these lln~s 
• s the National City Bank-Corn Exchange proposed mG~ger The 
prellmlnary arran~ement~ of thls mergGr provlded that each 
hold~ r of fl~ sh~res of Corn Lx~hange Bonk wol ld rccelve in 
exch~ngc four ~harcs of N~tlonal Czty Bank ~nl ~ p~ovl~lon was 
included that ~toc~hold~rs of th~ Corn ~xchan~c B~nk should have 
th~ ~ptlon of re~clvlng $360 c~sh for c,eh s~ ~e of Corn Ex- 

change stock. Whe~ these prellmlnary arreng<ments were agreed 
upon, the stock of thes~ two b~nks was sold mn the p~oport~on 
of f~ve to four, and Corn Exchange B~nk wqs considerably h~gher 
than $360. In fact, b~fore the brcuk zt sold as h~gh ~s $448 a 
share Before the f~n~l arrangements were made, the speculqtmvc 
~nthus~asm had spent ~tself mt the marke 9 and the sew. rest 
depression of all tmmes had resulted. Corn Vxchange Bank was 
quoted ~round 140 and Natmonal C~ty around 190 Consequently, 
Corn Fxch ngc Stockholders would benefzt matcr~]]y by th~s 
prellmmnary a~reement ~f they should (xcerczsc %hemr optmon and 
r~cemve $360 cash for thomr shares. Such a prooos~txon dmd not 
now ~Dpeal to th~ N tmon~l Cmty manegement and zn order ~t 
prevent such a severe stramn upon the National Cmty cash re- 
sources, the stockholders of the Natmonal Cmty B~nk famled to 
r~tmfy th~ pre!mm~nary agreement° Nuch has be~n written and 
sa~d mn f~vor ~f nd aga±nst such an action T~me ~Ione can 
tell ju~t how the publmc u~ll evaluate such proc~ d_re. 

In c~ncludlng thls dlscusslon of the ethical slde, it 
is fl*tlng to touch upon changlng ideqls. Much has been sald 
~bout ~bscntGe owncrshlp. The thought has been expressed that 
the Am~rlc~n Telegraph and Telephone Company m~nagement mlght be 
thought of ~s belng farther removed from the owners ~han from the 
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customers. The mnd~ffcrence of stockholders h~s oeen ~ so rce 
of ~nnoyance to many managements. It has buon s~z! "that the 
rel~tlon of d~rectors nd offlce~s to stockholders gencrall V 
has been drzftlng ~nto 'mnocuous cc~u~eude'."* The apathetic 
stockholder is illustrated zn the Ch~cogo, ~lw~ukec and 
St Paul rtorganlzatmon. S~x thous nd sh~re~ of p~ferrcd and 
fifteen million shares of contmon ha~l not been depos~t~@ ~]though 
there was ~n equmty ~s p~m~ent of ~ssessm~nts of ~oout $4 ° 00 
for each share o¢ p~¢ferrec ~nd @33.00 for e~ch share o¢ co~mon 
according to ~arket quot~tlons 

All of th~s dlsgressxo~ xnto the ethical ~spezt would 
seem to le~d us to the conclusxon that wh~le th~s ~,±g~t b~ a 
posslbilmtv, vet our pol~tlc~l ~nd busmness leaders ~c~gnzze 
thxs and do not fear the consequences. Our Pr~s~d~t~ 
Er. Hoover, has s~i0, "I th~nk we ~r~ ~n the pres nee of new 
era ~n the organ~zatlon o~ indu@try an~ co~_merco or~g~÷ with 
mnfxn~te possibility of moral progress", and ~ r ~wn D ~ oung, 
our great mndustrm~] leader s6es buslncss management ~s ~ sort 
of trusteo~hxp ~ith three groups of be~.eflc~rmcs 

I. The stockholder 
2. The ~¢orks~s 
8. The customers and the general p~h~ 

~o conclvas its dmtles to be (~) th ~ th~ c~2 ~± 
which is put into the concern is s fe~ hones~tf ~< ~ ~ j 
used, and pays ~ f~ir rate of r~turn, (b) th o ~ . ~vho 
put thelr labor an~ llves into thr business ~ ~ ~ ~s, 
contlnulty of o~nplovment and the rlgbt of adJ¢ ~ ~ ~ (~) that 
the customers g~t ~ oroduct which ~s as rcp~c~ ~ ~ price 
consistent ~i%h the oohg~t~on ~ to the people ~ t ~hclr 
capital ~nd iabo~ In~ ~nd lastly, (d), that +~ ~ ~ ~s a 
right to ecpect that q concern w~ll fu~ctlon ~ ~ L~c 
• nterest and profoi~ mrs uutles s a grc~t a~c jood c ~ zen 
should, in short, that the nan~gement no longc- feels nj obll- 
gotlon to take from labor for the ben~flt of ~ ~it~ n-~ to 
take from th~ public for the benefit of both .~ ~ ~ncr to 
adm~nster wisely end fairly in the Interest o~ 

A dlscusslon of thls klnd can be corr'~ e@ in no 
better w~y than by attemptlng to ~rrmvG at c~r ~ ~ f±n~nclal concepts 
that m~y be useful to remember (Scc Chor~ VII). 

(I) the capltlllz~tlon should prevlde the necessar¥ 
control with mlnlmum rlsk, and the mlnlmum cost (2) the 
c~pltal structure should b~ slmple and flcxlble~ (3) the best 
security should be kept to thG last, ~nd (4) b~iJn~e should be 
struck between some sound pollcy ~nd expeulency. 

The indlvldu~l can approach an invest~ent problem 
only if he fully apprecl~tes factors tha~ influence his own 
case, hls ~ge , hls responslblltl~s, his statlon in hfa, hls 

*JOHN h. SEARS. 
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C~ ~RT VII. 

INANC iAL CONCFPTS 

. The Corpor~tlon 

1 C~plt~l~zatlon should provld~ 

a, Necessary control 

b, M~nlmum rlsk 

C, ~lnlmum cost 

o 

4. 

Caplt~l st ructuro 

a Simple 

b. F] exlble 

B~st securlty should bc kept untzl the Is~t. 

B ~lance struck between sound pollcy ~nd ~xpenlency, 

The In~ivldual 

I. 

P. 

The investor should declde upon s~tl~factory 
ilstrlbutlon of 

~. Control 

b R~sk 

c • Inc ome 

Investment should provld~ 

a. Such a satlsf~ctor~I dlstrlbltlon 

b. An ~d@itlon~l premlum i~ p~vm~nt for 
wlsc s~Icetlon. 



1 1 ) 

asplratlons, and m~ny intanglble factors thot are difflcult of 
evaluatlon. After ~he In@ivldu~l has ev~ludted thsse f~ctors 
and declded ho.,v much rlsk he can afford to tako, how much con- 
trol over hls securlty is essentlql, and how much ~ncome zs 
imperatlvG, he is in , posltlon to approach hls investment 
problem lust as the buslness manager approaches the flnanclal 
problems of hls company In short, zthe invastor should declde 
upon a sat~sfsctory d~st~butlon of (1) control (2) rlsk and 
(8) income. The he should seek out that invcstmen% ~vhlch 
provldes the dlstrlbutlon decldcd upon and in ad~itlon glves 
the investor an addltlonal premlum !n payment for a wlse 
selection Thzs is sound Investment. 
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