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THE FUNCTIONS OF THE STOCK EXCHANGE 

: BY 
.... . Mrs. Richard Whithey 

President, New York :Stock Exchange 

It is one of the paradoxes of modern life theft .Sp many 
of its institutions are misunderstoodah~;ost in propOttionto . 
their real usefulness: to society. Undoubtedly. , this 'is the case. with 
stock-exchanges. Marly people see in. the. stockmtrket.'on!y its. 
moment[:ryspeculative surface, ~nd nev@r ioc%k'.be~Catk this restless 
froth and fo~.m into the gre:~t econoiic ti~os .,~hic~n ficw..throui~h it. 
To such a..short-s ighted viewj:s-tock .exc'hinges ~c~ke'~O~- the aF.p~i.~r~nco. .... 
of mere g..~mbling c..~sinos, where reckless w3.gers may be 67aced upon 
the mo.~ningless fluctuations of prices. It se:~ms needless to 
remark .tht.t i.f this• ,~,re#e feally:~-h@ %ruthi t~e soo}{er all stock. 
cxchang:cs were .~.bolls~hed the better :~ .-i ... i. • • .. - 

: '..... ,/, 

" " of TP, e con£us ion ..C on6~r•nihg • {:he pfa%ure and f•unct i oh@.~ ...... ;• 
stc,u~•ity m:z~rke%s is: •.~l~¢~a~s gr~/%es•t • dul:ing d•e'pr]cssions•., When'•the• 
shrinkage of earning power•:in':indui•t?Y•••i/~•6t¢iiubiy imp:xirs'-"Credit 
and de.presses-soc.urity "ind commodity pr.ic6s. Iivostors and . . 
specul~.tors alike expc'rieflci9 sevete:•16sS@s~ and very hum~inly• " 
wish.'to find-~.a ..s6.o~pegoat for @hat"in mc:ny'cases are their 0%..~ 
errors, of ju~g.men%~.- • .One Cannot eas i'ly iittack the ~b,@%rhh~..iaw of. 
supply" and .demand.-. it ..is :a~'~hys: f,~r"~isi'cr .tO is.shi]- the stock . . 
exchanges.. •Such• current • wc~ves <O'f. failadi-ous -opinion :shOuld not " 
be t~n .too seri.ously; " After- al}~: S'hort"Of a 60mplete.::revoJ'ution 
in our e~hole: economic Systom, we.w.ill a'lw/ys need s:%.ock exchanges, 
and with the. re~turf~ of norm'~l bUsfnoss--and its".reflcction 'in ... 
rising sscumity pricos, .~'tgito.tio'n /gafns'.t them speedi.iy dis~ppe.-%.rs. 
it is', howcvbr .~im.fortunh.tethat-suchprojudic'es shouldg.a.in .- 

. . . . .  s nou±d curreney.~% tin~Oi '~f real finan~ial strc~in, when e~erY.effor.t ~ ~ 
be made to restore sound conditions~ insto ,~id of being Wasted in 
combatting foolish economic fallacies and false panaceas... :. Correct 
diagnosis must always r6main the first necessary' step in offecting. 

g ~ n u i _ ~ e  c u r e s .  . ' .  
. .  : • . . 

• "Stock exbhan~es have evoived gradually during the course 
o£ sever'if centuries, and to understand their prestnt-day functions 
it :is,.necesskry"to consider their past history, As their n:.~me 
implies, •they are organizations by'means of which money can be 
exchanged for securities,, or securities formoney. Until the 
seventeenth century ther~ were no real stock exchanges in our 
sense of the term, ~ecause there we~e..no.bond-or share issues, 
But when government financing came to be don'.e by the cremation .. 
of national debts ~nd the issusnce of government bonds, rather 
than by the private financial operations of the sovereign ruler, 
security investment begum -~nd t]here at once developed a need 

~ for a mark6t.where this new form of property could re:~dily b e pr iced , 
purch:-~.sed and sold. Simil~rly, as long ~.s business enterprise 
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• ° . .. . : . . 

remained a sm~±-scale.aff'aib:,-bus.'iness firms needed little capital 
-:~nd rarely organized as stock comp~ini@~..~..henc~, there were no 
comp'~ny bonds or shares and no need of a m~r.ket for them, But 

with..the coming of the industrial revolution, steam power w~s for 
the first time.harnessed to transport:~tion and industrial production, 
.business enterprises camet0 ~ ' need extwnsive.c,upit~l, stock 
companies were in consequence', ri~pidly fozmed~i ,'~nd the frequent 
issue • of c6rpor.lte securit.ie~ beg~n. The.. new .comp~ny bonds., and 

,- s~.res thus cre:tted in .turn needed- a..~trket where: they. could 
easily be bought and sold•. 'Thes-e s~o~ne, condit'ions ~ have a~isen in 
all modern countries, e'..~rlie~ in some .~mD. d lat@r in Others..:Bht 
everywhere the effect was the so, me.- the .imper:.Ltive need;of a 
regular and dependable, mar.ke t for both g.ever~ment':and :c-omp~ny 
securiti@s. : . . . . .  . .  . . . .  

The form which' such Security markets di~imately: assumed 
h::~s also been roughly-~like in all modern countrieS, .:~nd.h:<~s 
followed a Very similar course of nutu~al, evolution. The earliest 
security markets, both here ~d in. EuroP:e, sp.ri-ng up in the 
already existing m~rkets for wholesale m~Lterihis ~Lel [merchandise 
In London, the first stockbrokers .gathered in the Royal-Exch;xnge, 
which had been erected .pr.imarily as. =~ •facility f6r:.merc.hants. In 
New York the origin~l stockbrokers appe~r.e.d in 61i.e mer-c!%n~ile 
~uctions held on the wharves :mr the foet., .Of %~i.l%Stree!-,i and in 
the. adj~Lcent ooffehouses .frequented•- by mercli-~.nt-s. : As..the volume 

'.. oi~ security t'rans.~Lctions incre:~sed, -how.ever, ~ second :s.t~-ge of 
. . ; - . . - . , 

• evolution occurred, in' which the atockbrokers ~%r,d security • .. . . -: .. . • . . . • . . 

' :';" " " ... de.::~lers org'anized sep~ir.ate markets in .the s~reets:. In .London, 
.: ..they'thronged 'in Exchange Alley;' in P,%ris/i~e Rue'Q'~inc<~mpoix, 

: ~'. :-'~ .... ~n~ ~n * ewYork .in lower ~~ali Str~e.t.:.under the tr~.~ditional 
, -  . . . - -  buttohwood tr:ee:. • The. New York Stock .Exch~?.nge 'iet ~ ' . s  a -  curb 

""" --" . .~_-~rket in this ~ray... from 1792 to 1817,.: and = in our o.vm:. . times.. . the 
~: :! ' .' New York Curb Exch.'~ige held its ;meetings .in lower-Bro.'-td Street 

until it Wenh under, a roof in ~921. 

":". : . .-. Stock ~xchange discipline .~nd self-regulation, are b~se~ 
: " : -  " ".squhre:!y upon the power to expel, suspend or fine its me:~bers. 

Every~here.experience Las shown that it. is impossible i~ pr'~ctice 
• ~o regu-la:Se ~nd control. a mar.ket .in. the city streets, because 

br6kers who employ imprope- ~ bactics 'ci~nhot' be expelled, ~. nd dealings 
"... .ir~ ~mproper security issues cannot be .prevented~ According!y, in 

. : ev@ry important financial" cer;ter the early curb :murkets huv~: 
Er'~duai±y moved ~ndoors, ~'~dopted regulations for the business of 
their-, members~ ~nd enforced t.hese r'ules-by their power to deny 

• ddmi~ban:o:e t..o such ~:[embe.r.S .as brok.~. :theirl..rules. Upon this solid 
' , ....i . ::b~i~is,.:elaborat~:'bu~:en~o~oe~bie e:ddes .of--...conduct:-for stock 

" ': ~ ": ~ .:. i ., eX~C~.an[e mem.5~rs '~hive,:ever~here:evokve~ ...... 
. : ,  . { : : .  • - . , .  . ' " : "  . .  ; ""  . : . . . - . . . . :  . . :  . . . 

...... " ~h~s., Impos ~lono~ .o.rder ,~na dis.ci~!;~:ne I Upon the ,.~k 
m-trket, broug~:t 'htbou~ -by.~ the. .~@rgin-ika%ion...of"..stbbl~ excht%ng~, ~, 
stit~l.tes one of their most impbrtJ~t: :fxm.ction. s,. ,~:~,~.t ~-ny 



comprehensive description of its many r-~mifications would make 
a fair-sized volume by itself. A particularly 
comprehensive code of rules has been gradually built up by the 
New York Stock Exchange, with which Securities applying~ for 
admissi.on to dealings on the Exchange f.loor must comply; the 
listing requiremen.ts of the'. N~w York Stock Exchange are the most 
intensive.and searching in-the world,. $_% their insistence upon -' 
compulsory:publicity an~ ether £eatures. designed to': inform and: 
protect the investing public. Admission to memb.ership ~ in :She: ~. 
Stock Exchange is not merely a .matter of: Furchasinga."'sea~" : 

for the-ap~.licant must be formally elecbed, and if hi's' record . 
is in a.ny way: quest$onable, he ~.rill.not be admitted. The . . . " - .  

methods which Stock Exchange members .~xnd.tholr firms employ in: ": 
their business are also subject, to. comfprehel,sive rand at, the same" :- 
time detailed regulations of the Stock ~xchu.nge. COnstitution and ' 
Rules. The Governing Co~littee of the Exchange can prescribe 
severe penalties for actions b F. its members whi'ch could scarcely 
be successfully prosecuted in &.p.ublic court: of law. It is no 
exaggeration to sta-te.:the members of the Nov; York StockExchange 
are more~.completely regulated! respecting:their business conduct, ~... 
than any class of business, men.ia:t~is country, and perhaps in " 
any country. Naturally this self-d,iscipline, to, which Stock. 
Exchange m~mbers have voted-to subject the~elv~s, is of vast " 
benefit to the security investing public:, and could be maintained 
in no' other, way. It .results not only .-in effic lent .and standardized 
practice..in, the security business, but also in what the Exchange 
Constitution. terms ."high standards of co~nercial honor and '. 
integrity',-and "just and equitable, principles of trade." It 
constitutes not so much a mere list of specific police regulations 
as a carefully wrought code of broad ethical principles which. 
give consideration to the- spirit .as ~ell..as to the letter of the 
la~,~. : " " ~ 

From the economic standpoint-, the basicfunction of 
stock exchanges consists in rendering securities more readily 
negotiable t~an they other,vise could be.,. How necessary this.: .. 
service is, should be obvious to anyone who will reflect what 
thrift and .investment really involve. ~.~he fundamental reason 
why .we .short-sighte~ human beings are nevertheless willing to • 
deny ourselves the enjoyment of present wan.ts an~ satisfactions 
in order to save our money and invest it in securities, is because: 
we all desire a reserve of funds to fali back on in emergenciest. 
But 'if-the securities in which savings are invested in this ~vay 
cannot be readily sold whenever their ovmer ?riShesj one of the 
most important advantages of thrift has been nullified. By 

. , . , • _ . . ! - , . 

organi~zing the security market., by .maSn~a.$ning ~iab.orat0 wire 
systems t o~ .all part.s of the country, and likewi.se analm0st 
instant a.noous- ticker system, for .disp~t.ching an&.printing current 
quotations, the New York Stock Exchange is able to attract bids ., 
and offers for its listed issues from all parts of the nation and 
even frombeyond-its bet:dots:. ~.ithout..this .organization and these 
facilities Which it ma°int~ins,, the, ~cbu~l-negotiability of- 
listed sbcu~.ities:would p.rove as uncertain .amd-undependablQ as that 
for issues" not admftted to the" ex~I/angeS-~ut 'dealt in :'over-the- 

e ount o r." 
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• " iAiways highly important, this factor of! ,nego%!iabil~ty/ ~ 
has been o~.vital significance• daring the NeSt ~trying periods ofi ~: 
the depression. At times when .no other form of pr~operty w/S in~ 
fact<readily salable , securit~ holders could always avail them- . 
selves ~. of the security market ~ to obtain cash. The task of thUs- 
holdinN the StOck Exchange open and keeping it ft~nctioning has " 
not always been an easy one, ye.tcuri'ously enough .the Stock 
Exchange authorities have sometimes been bitterly assailed by 
short-signted .persons at the very time when the free and open 
securities market which they were maintaining under great 
difficultius, stood almost alone in. the path of a wholesale 
moratorium of credit. 

'4. - Another funCtion of the Stock Exchange which is 
frequentlymisunderstood, has to do with the prices established 
on its--floor. Sometimes, when thelt~end of security prices does 
nQt. please particular groups or individu.als, they are apt to 
take the S.tock Exchange itself t~-task ~or it. This is 
thoroughly illogical, for the Stock Exchange. itself neither,, buys 
nor sells securities, and does not fixprices. The abtual 
function of the Stock Exchange consists in maintaining a free 
and'.open market under strict rules and %¢ith convenient facilities, 
in iWhich everyone can readily buy and so'l 1." P ric'es in the stock 
market in consequence reflect the f0rces Of supply and demand 
arising from the buying and selling orders of the whole public, 
During and since the war, the disastrous results of many attempts 
artifically and arbitrarily to peg prices of various commodities 
should make any real student of eQcnomics realize the necessity 
and utility of free and open markets like the Stock Exchange. 

Another important funct$on of the Stock Exchange less 
seldom appreciated is the •stimulus which its ready marketing 
machinery affords to the flow of new capital into industry.- The 
stock market is not simpiy a passive meeting 'place where supply 
and demand come • together - it is a dynamic mechanism *hereby 
securities can be seasoned and gradually dist. ributed to investors. 
in many cases az entirely new security issue will • fail to 
attract conservative investors, who like to .see a long hnd well- 
t@st'ed record of earning power behind the securities they purchase. 
Tie existence Of an organizedsecurity market enables just this 
desired "s0~s'oning ~' process to be carried on, and thus for new 
securitie's'to pass gradually into investors: strongboxes.. New 
issues can in turn be underwritted because there is this ~under- 
bOw of ibsorption of the older issues by,investors. Upon ~hese 
p-ro69SSeS, the financing of large-scale industrY and trade in. 

t;mri~ ~ep~nds. - 

~]%ith these and other equally basic func~ions ~of %,h e : 
stock market few have any quarrel.' Th e principal point of .... 
crit~icism of the Stock-Exchange i~. that its facilities, are So : 

. commonly, employed for , "Speculation" Yet a Closer analysis of 



"speculation" itself will re:~dily reveal the fact that it cannot 
be abolished, because it is needed to sustain risks inevitable 
and iri~erent in security o~nership, if the stock m:~rket was 
available only to investors, £t could no% function cor~tinuously 
and therefore couid not render securities truly and surely 
negotiable, What i~ more nev¢ securities c6uld be issued only with 
the greatest difficulty, s5 nce ordinarily it is the speculator 
who absorbs so large a part of them until they become "seasoned" 
and made attractive to investors° Economists have in fact 
long compared the economic function of speculation with that of 
insurance, because both provide methods for the absorption of risk. 
In the security market, tile investor can avoid or shift his 
risks only because of the presence told activities of the 
speculator. The investor can purchase "seasoned" issues because 

the speculator has been "~ Wl~±zng to hold them until they were 
"seasoned/' v~hen his securities begin to show deterioration, the 
investor can sell them largely because the speculator will take 
them off his hands, with the risks they entail, if these risks 
of ovmership could not be shifted in this way to speculators 
at the will of the investor, the latter would be forced to 
absorb them himself, and investment would of necessity become 

speculative itself'. 

After the great fluctuations in security prices which 
haveoccurred all over the world in the last decade, it is natural 
that everyone should be anxious to see greater price stability 
in the stock market, and many superficially plausible schemes 
for artificially "stabilizing" the security market have been 
proposed. One trouble with such plans is, that they fail to 
penetrate to the real bed rock of the situation. The only way 
to stabilize security prices is to stabilize industrial earning 
power. ,'is long as earning power fluctuates, the prices of 
securities which depend upon it are bound to fluctuate. 
Artificial stabilization schemes for the stock market, granted 
that they were really workable, could only succeed in 
manipulating security prices in order to have them tell falsehoods 
concerning the security values which they should truthfully 
reflect. Any such perversions of security prices, no matter how 
worthy the motives of those causing them would entail the danger 
of creating such a disparity between prices and values that sooner 
or later it could be corrected only by tmusually violent and 

sudden price fluctuations. 

if at times the Stock Exchange authorities may appear 
somewhat slow to take up with "happy thought" re~nedies, it must 
be remembered that the collective experience of the institution 
covers 140 years, during which it has been necessary to face almost 
every known sort of economic crisis and depression. Out of the 
crucible of frequently bitter experience has come the time-tested 
rules and principles which today are its common law and are 

--6-- 



embodied in its Cons itut ion. The terrifi@ test of the Stoak 
Exchange facilities and rules imposed upon it at different ~imes 
during the past three years has already led to new and sounder 
methods of operation and administration, as experience has 
pointed th~ way. 

.•• . . 
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