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THE FUNCTIONS OF THE STOCK IXCHANGE
d BY ' '
. Mr. Richard Whitney
- President, New York ‘Stoclt Exchange

Tt is one of thc paradoxes of modern life fhﬂt,so many
of its institutions are misunderstood aluost in proportion to
their real uscfulness to socicety. Undoubtedly this is the case with
stock exchinges, Many pecpie sce in-fhe'stock'market bnly‘its
momentrry spoculative surface, and neveér look-bencath this restless
froth and foum into the grewt economic tides which flcw.through it,
To such a2 short-sighted vicw,*Sﬁoék'exchhngeé'tukaudn the appeirance
of mer¢ gumbling casinos, wherce reckless wigers may be piuced upon
the mouningless fluctuntions of prices. It serms necdluss %o
remark that if this were really thé truth, the sooner all stocl
cxchanges wores.nbolished the better. ' ' ol ‘

The confusion .conéerning the roture and functions of
sgeurity merkets is alvways gredtest dufiﬁg-d¢bfgssi0ns,‘thﬁ'the
shrinkage of curning powor “in - industry inévitubly impuirg credit
snd depresses sceurity ond commodity prices. Invisiors and |
speculstors alilke experience scvere losses, ond very huminly
wish.ta find-a scapegoat for what 'in mefiy cuses arc their ovm
errors. of judgment. - One ¢annot easily dttack the ubéfrﬂbﬁ_luw of
supply =nd demand. . It ds alwaySqur'iﬂsiLr-to_dssﬁii the stock
cxchanges.  ‘Such currcnt waves of fallacious opinion should not
be taken too secriously. ~After all, Short”of'a'éompluté‘fevoiutiqn
in onr whole cconomic systocm, we will always necd stock exchanges,

and with the return of normal busincss qnd'its'refldCtion'in _
rising security priccs, ngitation ngainst them speedily disappears.
™ i=, hOWqur,:unfortunhte‘that-suchvpfojudides should gain
currency .at timcs of real financial strain, whon cvery eéffort should
be made to rostore sound conditions, instcad of being wasted in
combatting foolish economic fallacies and false panaceas, Correct
disgnosis must always remnin the first necessary step in effecting
genuing cures. : : ' ‘ Vo

"Stoek exchanges have evolved gradually during the course
of severz:l centuries, und to understand their present-day functions
it ‘is-necessary to consider their past history. As their name
implivs, they are organizations Dby meins of which moncy cun be
exchanged for securitics, or sccurities for moncy. Until the
seventeenth contury there were no real stock cxchinges in our
sense of the term, because there were.no.bond. or share issucs,

But when government finsncing came to be done by the crertion

of national debts and the issuance of government bonds, rather

than by the private financizl operations of the sovereign ruler,
sscurity investment begun .nd there =t oncc developed a need

for a murkot where this new form of property could readily be priced,
purchased and sold. Similarly; as long &8 business enterprise



remained a sm@¢¢-scﬂle ¢Pf¢1r, ‘business firms needed little capital

wnd rarely organized as stock comptnles, hence, there were no
compazny bonds or skares and no need of a market for them, But
.with the coming of the industriul revolution, steam power was for

the first time harnessed to trunsportation und industrial production,
‘business. enterprises cume to  need extensive . cupital, stock
- companies were in consequence rapidly formed, and the frequent
issue of corporate securities began., The new compsiny bonds- and
siares thus created in turn needed a market ‘where they. could

2sily be bought ond sold. These s.me condltlon hdve arisen in

211 modern countries, eurlier in- some and lﬁter in others, ,Btt
everywiere the effect was the seme - the imper: tive need.of ¢

regular and dependable. market for both government and comilny
securities,

The form which such security markets ultimutely.assumed
his also been roughly ulike in all modern countries, and kas
followed a very similur course of nutural evolution. The earliest
security morkets, both here :ind in Europe, sprimg up in the
alrecdy existing markets for wholesale materinls ahd merchandise.
In London, the first sbopkbrokers-gatnefed'in the Royal- Exchunge,
which hud been erected primarily as u facility formerchunts. In
New York the originul stockbrokers apneured in tlie merchntile
suctions held on the whurves at the foot. of Well Street, and in
the udjacent coffehouses frequented: by mercnlnts. \s_the volume
_of security transuctions incrensed, however,,u second rstige of

evolution occurred, in' which the stockbrokers and security
 dealers orgtnlzed separate markets in the streets., In London,
- trey. thronged in Exchunge Alley, in Paria/%%e Rue 'Quincumpoix,

-~2And 1n ‘Hew York in lower Wall Streget..under the ‘truditional

buttonwood tree. - The. NeN York Stock uxch”nge ‘met s o curb
murket in this way from 1792 to 1817, and in our own: times the
New York Curb Exchunge held its. meetlngs in 1ower Broud Street
until it went under.a roof in 1921,

e Stock Exchange discipline nd self- regul%tlon are based
AsquAre y upon the power to expel, suspend or fine its meubers.,
Everywhere experience lLus shown thut it is impossible im practice
to regulate cnd control u market in the city streets, because
- brokers who employ improper tactics cannot be expelled, ¢ nd dea}lngs
ir improper security ;ssues cannot be prevented, #hecordingly, in
every important financial ceyter, the early curb murkets huve
_gradually moved indoors,’: dopted regulatlons for the business of
their members, wnd enfovced these rules by their power to deny
aémittance to such members .as broke ‘their: rules. Upon this solid
‘bagis, elaborqte “but enforceuble ¢odes of conduct ‘for stock
'nxcnurge members kave everywnere evolved.‘ %
5 TVlShlm 051t¢on of ordef'ﬁnd dJs01p11ne upon the gtoeck
rket, brougrt ‘ubout by the.: orglnlzltlon -of " stock exchang¢s., an~
utltuies one of their most 1mportxnt f“nctlnns, ﬂﬂi any
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comprehensive description of its many rimificetions 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
admission to dealings on the Exchange floor must comply; the
listing requirements of the' New York Stock Exchange are the most
intensive and searching in the world, in their insistence upon
compulsory publicity and other features designed to: inform and
protect the investing public. Admission to membership in the
Stock Exchange is not mercly a matter of, purchasing a."seat"

for the -apnlicant must be formalily elected, and if his record

is in any way questionable, he will not be admitted, The

methods which Stock Exchange members .and their firms employ in':
their business are also subject. to comprchensive and at,the same’
time detailed regulations of the Stock fxchunge, Constitution and
Rules. The Governing Committee of the Exchunge can prescribe
severe penalties for actions by its members which could scarcely
be successfully prosecuted in 4 public court: of law, It is no
exaggeration to state the members of the New York Stock Exchange
are more. completely regulated: respecting their business conduct,
than any class of business men in:this country, and perhaps in
any councory. Naturally this sclf-distipline to,which Stock
Exchange members have voted to subject themselves, is of vast
benefit to the security investing public, and could be maintained
in no'other way, It results not only in efficient and standardized
practiece-in the security business, but also in what the Exchange
Constitution terms "high standards of commercial horor and ;
integrity" ‘and "just and equitable principles of trade." It
constitutes not so much a mere 1list of specific police regulations
as a carefully wrought code of broad c¢thical principles which -
give consideration to the spirit -as well.as to the lotter of the
law, ¢+,

From the economic standpoint, the basic:function of
stock exchanges consists in rendering securities more readily
negotiable than they otherwise could be, . How necessary this:
service is, should be obvious to anyone who will reflest what
thrift and investment really involve.- The fundamental reason
why. we -short-sighted human beings are nevertheless willing to
deny ourselves the enjoyment of present wants and sutlsfactlons
in order to save our money and invest it in secuvltles, is becaupe
we all desire a reserve of funds to fall back on in umevgencles.
But if the sccurities in which savings are invested in this way
cannot be readily sold whenever their owner w¢shes, one of the
most important advantages of thrift has been nullified. By
organizing the security market, by maintaining el dborate wire
systems to all parts of the country and likewise an aimost
instantancous ticker system for dlspatchlng and. printing current
quotations, the New York Stock Exchange is able to attract bids ..
and offcrs for its listed issues from all parts of the nation and
even from beyond its borders:. Without this organization and thesc
facilities which it maintains, the, actual negotiability of -
listed 5pcur1t1us ‘would prove as unccrt41n and undependable as that
for 1SBUuS ‘not admitted to the exehanocs but dealt in "over-the-

countcr,"



‘Always highly important, this factor of negotiability
has been of vital significance during the most trying periods of
the depression. At times when no other form of property was in
fact reudily salable, security holders could always avail them- |
sclves. of the security market to obtain cash, The task of thus
holding the Stock Exchange open and keeping it functioning has -
not always been an easy one, yet curiously enough the Stock
Exchange authorities have somectimes becn bitterly assailed by
short-signted persons at the very time when the frec and open
seccurities market which they were maintaining under great
difficultics, stood almost alone in the path of a wholesale
moratorium of credit.

§ Another function of the Stock Exchange which is
frequently migunderstood, has to do with the prices established
on its floors Sometimes, when the trend of security prices docs
not- please particular groups or individuals, they are apt to
take the Stock Exchange itself to task for it. This is
thoroughly illogical, for the Stock Exchange. itself neither buys
ror sells securities, and does not fix prices. The abtual
function of the Stock Exchange consists in maintaining a free
and. open market under strict rules and with convenient facilities,
in which everyone can readily buy and scll, Prices in the stock
market in conssquence reflect the forces 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 asnd arbitrarily to peg prices of various comnoditics
should make any rexzl student of economics realize the necessity
and utility of free and open markets like the Stock Bxchange,
Another important function of the Stock Exchange less
seldom anpreciated is the stimulus which its ready markcting
machinery afiords to the flow of new capital into industry. The
stock market is not simply a passive mceting place Where‘supply
and demand come together - it is a dynamic mechanism whereby
sceurities can be scasoned and gradually distributed to investors.

In many cases am entirely new security issue will fail to
attract conservative investors, who like to see a long and well-
tésted record of earning power behind the securities they purchasc.
The existence of an organized security market enables just this
desircd "svasoning” process to be carried on, and thus for new
securitigs to pass gradually into investorst! strongboxes. . New
issues can in turn be underwritted because there is this under-
tow of absorption of the older issucs by investors. Upon these
‘proccsses, the financing of 1arge—scale'industry and trade in .
turn dependse. :

“ith these and other equally basic functions of the
stock market few have any quarrel.  The principal point of
criticism of the Stock Exchange is that its facilities arc so

. commonly: employed for "speculationa  Yect a closer analysis of
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"speculation" itself will reudily reveal the fauct thut it cannot
be obolished, because it is needed to sustain risks inevitable
and infierent in security ownership. If the stock murket was
available only to investors, &t could not function continuously -
and therefore could not render securities truly and surely A
negotiable, What i§ more new securities could be issued only with
the greatest difficulty, since 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 riskes
In the security market, the investor can avoid or shift his

risks only because of the presence and activities of the
speculator. The investor can purchase "seasoned" issues because
the speculator has been willing to hold them until they were
"seasoned! Twhen 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. I these risks
of ownership 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
laveoccurred 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, thet they fail to
penetrate to the real bed rock of the situation. The only weay
to stabilize security prices is to stabilize industrial earning
power, 4s 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 unusually violent and
sudden price.fluctuations.

If at times the Stock bxchange suthorities may appear
somewhat slow to take up with "happy thought" remedies, 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



embodied in its Consitution. The terrific¢ test of the Stoek
Exchange facilities and rules imposed upon it at different times
during the past three years has already led to new and sounder
methods of operation and administration, as experience has

pointed the way,





