4 SURVEY OF THE DEVELOPMENT AND FUNCTIONS
OF THE CANADLAN CAPITAL MARKET



MoMaster University

A BURVEY OF THE DEVELOPMENT AND FUNCTLIONS
OF THE CANADLAN CAPITAL MABKET

A DISSERTATION SUBMITTED T0
THE FACULTY OF TAE DEPARTMENT OF POLITICAL ECONOMY
IN CANDIDACY FOR THE DEGRER
BACHELOR OF ARTS

BY
JOHN H. PANABAKER

Hamilton, Ontario

May, 1280



PREFACE

In this thesis, I have attempted in a small way to
provide some systematically arrenged informetion on the deve
éiégmﬁﬂt and functions of the securities wmarket in Canada.

All too often, the Canadian student of economics is
confronted with a wealth of textual material which recounts
for hinm in detall the insbtitutionsl history of the A merican
geononys only revely can he find informetion about his own
country's economic development, or aboubt the institubtions as
they exist at the present time heve.

I cannot pretend to have done more than bresk the
ground in this study, and as far as I have been able to ss~
gertain, no ﬁnified gtudy of this tople nas ever heen nsde by
a competent and gualified sconomist. Why, it is dlifficult to
say, 7The standard work relating bo the investigation 1s Pare

kinson's Cansdian Inves

but it is an uneven work, and it makes no pretense of beling

an historical analysis. Ronald MoEachern's Pubiing Your Dol

ik has been valuable %o mey but 1t 1ls a popular-

ized work and incomplete in many ways.
I could wish for another year in which to make this

the well-balanced study which I bad originally planned, but
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the limitations of the undergraduatels time and wmind being
wihat they are, 1t is submitieqd in its present fowm, bheing no
more than a sumuary, a plen, from which a cleverer mind than
mine might congeivably draw Inspiration for a valuable con-
tribution to Canadlan economic literature in a practically
untouched area of investigaubtlon.

To Dr. R.C, Melvor for his patience with my lame exe
cuses for work not done, and for nis careful supervision and

criticism, my thanky.

JelluPs
Edwards Hall,

MelMaster University,
March 15, 19B0.

iid



Chnapter

Ie AR GUUCTION 10 Tk

sose of toe Dtudy
1tiﬁa ai btns H

A Defi
Tue Two Zaases of tae

Enﬁﬁmﬁahaa éa Iﬁaﬁf&ﬁﬁa

ign Investment in the Fre-
Period, l%l%wiﬁ

Wue Lotus Years, 12I0-20 =
Yind thns naavan& were opened...? L350

51 wRp &l 3 Seanddal,

‘#-N

o
@
£
Lo

& .
Tne Great Depression and After, 1981-39

eatment C‘irimvei
1) Trust Companles
C

5

& ﬁnF?m?QQ Hanks
f G &8 {Aﬂ.
ki B

Tihie Bank o
3 . SRR W S 1
The Industriazl Devel

"y
o)



iv,
. . 109

sagurities
disk Caoii
Control

BIBLIOGGRASA



L
-

Apclications

s
ﬁy«‘;
&
£
|t
¥

2k Brenang

2 e
236

2

Investments of Forelgn Countries
1800-1615

Canada

.
™
¥

Canadian Bond Hales

Canade

znd Foreign

e Aetivity (1801-1913).

P

Insurance in Force in Cznada . .

in

« & s
~ £ T
i ‘i"" 3«‘3 56 o ¥ ® &
L8 in
%

F

= k-] &

o

™
]

n
ey

2]
o

Developnent

108



o

oo
*

U

gure

The Harket for

s ]

LIs

T

‘iu‘s 1 Foreign Iav

18

vy

1 é

e g o

Flouneb

Bussly on toe
Warket,

i.

Losneah,

2 tho Stock
Cagses I & 1II

Stock
GCase 11X

a

7

I
@

.{1 'N,ﬁ:'
o

o
o 0~

.\E
3




Chapter I
AN INTRODUCTION T0 THE STUDY

At every stage in the development of complex econom~
ic systems, the procesg of capital formation has been of cens
tral importance, Without the aid of saving and investment,
voundabout production is lmpossible; only through continued
investient can Industrlal progress be made. 1t should not be
thought, of course, that capltal formation can be carrvied outb
solely in the ways to which we are ageustomeds in the markets
for seouritles, private investment and so on, Direct control
of the process by the government ig equally possible, and is
strongly advoecated by socialist thinkers., But, whatever the
institutional framework, the need for saving and for the di-
yversion of spending from consumers! goods to producers! goods
is essentlially the zame.

Although the savings<investment relationshiy has al-
ways been important to economic theory (as well as to indusw
trial experience), it has Taken on new significance in recent
years as many important economists have come to hold the view
that the relationship is not an asutomatic one regulated by
the rate of interest., Realization thalt a more couplete un-
derstanding of this relatlionship scems to be of great importe
ance bte the analysis of the cycle adds to the need for siudy

1
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in this field. HNorveover, theoretical consideration to one
side, 1t is neocessary that the student of wmodern forms of busge
iness should have some information on the development of the
institutional structure by which corporations (and governments)
obtain funds regquired for their activities. The Canadian Cap-
ital Market, which has developed largely within the last thipye
ty-five yeavs, provides an excellent model by veason of its
recent arigin and its comparatively simple structure. Morew
over the pausitj of information on this markel leads us o
believe that effort so expended is not wholly wasted.

In general, bthen, this thesis proposes Lo investige
ate the blgtory of the Cenadian Capital Market, relating ine
sofar as is possible, the appearsnce of the various institu-
tions to thgyaaaﬁ@mie conditionsg of the period involved, We
shall try to evaluate thelr development as changes ix the et
onomic background occurved, and we shall study the present
struocture of the investment mavket on a functional basig, albe
tempting to assess ihe efficlency éf the institutions in
carrying out the functlons assigned to them in the economy.
Fingllys we shall consider the current @raﬁléms of the market
and make some suggestions for its improvement.,

- - - - .

In his concise survey of corporation finance, Pro-
fessor Ashley has defined the capital market ss followst

The capital market 1s concerned with the invesbte

ment of funds in long-lterm securities by the lusue

and distribution of bonds and shares, and by subsgew
quent trade in them.-

lasnley, C.As, Gorporation Finance, (Torvontos




k)
Frow this definition,; which is sufficiently preclse for our
purposes, seveval facts of imporbtance may be noted, The fivst
is merely one of terminology. In order to avoid the confus-
ion which is familiar to students of econouics dealing with
the word Weapltall, it is wise to point oubt that, for the
sake of style, and at the cost of a certain degree of exactw
ness, we shall use the terms "capital market®, “investument
market? and Ysecurities market® interchangeably, on the unw
devstanding that we are always referrving to the market defined
abhove,

It will also be recognized that the scourities mape

ket can be conveniently defined for purposes of economic an-

alyslis into two partst that which deals in existing securiiies .
and that which i concerned with the issue of new bonds and

stocks. We will discover, as we procesd, that wost of the

eriticism levelled at the markeb 1s directed t@waéé the new
securities segtion, for the secondary markets have deone an

efficient job in the matter of regulation snd selfegovermment

in recent ysars.

This part of the market (the organized securities
gxchanges) has often been called a close approach to the perw
fect market of economlic theory which reguires a homogeneoous
product, one price, and many buyers and sellers so that the
actions of one cannot affect the price. Perfect knowledge

onn the part of these buyers and sellers as to the existing

The Maemillan Company, 1947), p. 65,
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market 1s also prescribed., There must bhe no co=operation or
¢ollusion, and there must be free access Lo the markeld both
for buying and 5@lli§gal

Congidering one widely«held security alone, these
regulsites are likely to be Filled; with the possible exceps
tion of the one requiring complete absence of co-operabions
Boreovey perfect Knowledge of the underlying faotors which
gan affect the wvalue of the Yhowogeneous product? is unlike-
1y in the ordinary lnvestor, nor is it necessary for pure oom-
vetition. Thus conditions of almosgt pure compebltlon are the
rale rather than the exception in the listed securlties mare
kets.

For the most part, the market for new securities cone
tainsg elements of monopoly, alt least at the stage where the
securities ave digsbribubted Ly one underwriter (or underwrite
ing group) to the public., Ab the previous stage it is flerces
ly compebtitive with the varicus investment firms vying with
one anothey for the issues of the corporvations and governmenis.

The elash of ecenomic interests in new security is-
sues 1s particulavrly strong, as in all security dealingsi and
geonomic motlves are at thely purest here, so that we wust fry
to avolid Judgments based tés elosely on ethical considerations.
One of the prime prsblemﬁ has been to determine al what polint

the principle of gaveslt smptor should be spplied,

lpased on the caaraeterjgﬁla& g? z perfent market
glV@H ia EQA; Le%ter io: r, (New Yorks The Mac -
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In Figures 1 and 8, simplified diagrammatlic repre-
sentations of the markeb, in 1ts two phases, may be Ffound,.
These éiﬁg?aﬁs'ﬁill §?@?iﬁ% a gﬁi@k.?eview of the structure
- of the capital market to-day to which reference may be made
as we procead, I

Two limitations on the study may be noted here. The
first 1s the inadequacy and inascuracy of sbatistics dealing
with the marieb. G@iﬁ*éﬁéﬁ%iﬁa figures for the sarly periods
ave simply not dvailable, The second is the faet that much
material must be gatbhered from opinions expressed by various
men in the msrket and therefore conclusions must be carefully

drawn :nd allowance made for biles.r

lA seholarly cry of despaiyr in this m&t ber 18 evident
in %ﬁ@ iﬁllawing Qﬁ@b%i&&ﬁ from Jagab Vxner*ﬁ Canpdals Bale
ane f Lons : es 31, \Cambridges
Lo 2 4l 1% 18 the common Come
plaint af %ﬁ@ 1mductive fﬁ&@areq acononist everywhere; but
gapectially of those dealing with Canadian problemst

Induction from pavtisl evidence, or from in-
completely classified data, itself waits upon hypo-
thesas. .. balore 1t can yleld logleslly convineing
inferences. The limitation of specific knowledge
of facts is pevhsps the ¢hief obstacle to the use
of the inducitlve method, The limitation of know-
ledge iz due to the inadeguacy of recorded dabtaj to
the difficulty of attribuition of effect to cause
where & combination of ¢auses produces a Joint efs
fecty to the human element in the eollection and
arvangement of facts which leads to their distors
tiania«aﬁd, gr@bébly most of all, to the ineccess-
ibility to the student, under conditions ususally
gev&&nimg hig vesearch, of the faects of mental eX-
perience necessary to a conplete explanadtiones.of
a progess in which man plays a parib,
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Chapter 11
THE BEVOLUTION OF THE CANADIAN SBECURITIES
- MARKETS
Where the corporate form is not pressnt, there can

be no capital paykel (except in goverament securities), no

place wheve buyers and sellevrs of shares in the ownevship of,
(or claims against), productive capital goods can meat to
transect business. The primitive econowmy, relying upon the
single proprietorship and the partnership as formg of enters

€

T
an develop no ¢anital market., True, ownsvshipn of
& 2 &

prise ¢ . in-

dustries may be btransferrved from one man o another and from
f@ﬂe g?aup Lo another, but each transachion 1z a zepasrate ene
titys and sales of sueh industries or commereizl enterprises
(usually with one seller and a few buyers) are isolated and
far removed From the congept of a perfect markel,

It can be zeen from this anelysils that as long as
Canada remained in the eavrly ploneer stage and the opporitun~-
itles for caplital investwent remained unknown, thers was no
need for the growth of an orgenized caplital market within the
country. What Joint-~stoek companies there were, such s the
Hudsons' Bay Company which had been founded in 1870, had
vaised the bulk of their funds in Englend and had there conw
trol centred in that country.

It has been suggested t&ai trading in securities

8
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appeared iﬁ the Canadas after the turn of the nineteenth cene-
tury, Probsbly the establishment of the Canadian Banks, which
followed fairly vapidly afbter the first of them, the Bank of
Hontreal, appeared in 1817, did as nuoh as anything towards
establishing a ¢lass of stocks for trading. One of the e&gﬂ
Liest Canadian lssues was that of the Bank of Hontreal iltself,
and it was reported thus in the Nontreal Oa
ng) for Beptember 24, 18L7.

sette (quoting the

We learn that the last Hﬁﬁi&gﬁ&aé shares Iin the
Bank weve baken up on Fpiday last, zpnd that s bun~
dved shaves more would have béﬁn taken had they ot
baen previously disgosed of. The holders now cone-
sider the stock much above par.:
As it had in Engl&n&, bhe earliest security trading in Mone
treal centred around a coffee shop, "rhe Exchange G@ffﬁ% House¥
in 8%, Paul Street. A8 an exemple ol the size of lssue that
was occasionally taken by the Montreal investors at the time;
Bergitheng reported & flotation by7the Champlain and St.laws
rence Railroad, with e capitalization of fifty thousand pounds
in 1838,
By 1880, there were reports of security dealings apw~
pearing dally in the Montreasl newspspers, bubt the trading

was alwost eﬁtirely in the banks! securities. In 1888, a

lﬂ A; Innl eﬁﬂ AsReM, Lsﬁ@r; gelpot, Dgﬁgg#am@ in Can-
Heono ;H s (Torontot The University oi Toronto
II#; pP.EVE.

gﬁa?l Bergithon, Lhe Sto go, (Montreals The

Gazette Printing Cowpany, 1%%0,5‘F§”11}"é'
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stock exchange appeared in Toronto, and in 18835 the Montreal
Board of Brokers provided the rueleus for what became the [irst
of the presently incorpersted exchanges. This group met dally
for half an hour (at noon) in various offices in the clty,
sinee it was not until 1866 that a voom was rented for the pur-
§ésg'ef exchanging shares. The members of tihls group drew up
rules for admittance to membership, commission rates to be
charged, and other regulations; all of which they enforced.
Listing fees also appeared at this tinme.

By 1872, the Board of Brokers had taken to calling
itself the Montreal Steckvﬂxehaﬂga and in 1874 a Charterl from
the Province of Quebec was obtained, Four years later, the
Toronto Btock Bzohenge was chartered by the Ontarlio Leglsla~
ture.

It was in these years in the third guaviter of the
nineteenth century that the corporvation began to come into
its own in Canada.  Moreover, the expansion of cities and
towns (a9 population became more concentrated) reguired caps
ital for stréatmrailraaési gaswqus and gimilar projects. The
axpansion of industry which followed the depressed peviod in
the last quarter-century thus found some of the machinery for

the mobilization of capital ready for it.

14 footnote to alsbory was supplisd by the Flosneis
Post (February B, 1249) p, 6. in an editorisl on the ocecasion
of the sevenly~Lifth anniversary of the founding of the Mon-
treal Exchange as followsi ¥In the exchange archives it is
recorded that the flrst listing fee was spent on champagne
for the memberg,” '

4 shooking example of early corruptiont




11
Yot Canada was gtill a ploneer country, and much of
the regquired capltal was lwmported frowm asbroad; at least that
which was needed by the strongest borrowers such as bthe Dome
inion government. This condition had a stultifying effect on
the domestic securities markel, since in many cases the Canaw
dian invesiment houses and brokevage Tlrms acted merely as a- '

gents for British dealers. However, the Canadian Bond Market,

and the underwriting function in the market, may be said to

have appeared in the 1880's when the fivst iloportant Bond -
Houses were organlized: Hanson Brothers in Montreal (1883) and
A.E, Ames and Company in Toreonto (1889),

In spite of the adverse condltions, both the marketbs
for issued and new securities expanded, In 1874, for exzample,
some 63 issves were traded in Montreal (about 800 shares a
day). OF these 63 securitiss, 21 were banks, 9 were governw
ments and municipals, £ were bLelegraph companies, 1 was a gas
company, 10 were industrials, % were financial institutions
and 7 were of a miscellaneous eh&yaetergl Two factors contyie-
vuted to this expansion, and to the shift toward industrial
stocks, The first was the consbtruction of the transatlantic
cable which linked the world markets more closely, and the
gecond was %hevbuilding of the Q.FP.R., which served to channel
funds inﬁq Canada by arousing interest abroad. In 1898, the
turnover had grown to beiween four and five thousand shares

per day, and the Bontreal Exchange found larvger quavrters.

1Befgithgn, QRs Cites pe 1B,
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RThe Country of the ' The end of the depression in
Twentieth Centuvy"

1896 ané the turn of the cenm
tury was the era Gf real development begin, The increase in
population, aetigg through industrial expansion, led to a.
rapld growth in the securities markets, By 1901, Montreal
was averaging 7000 shares a daﬁ; and the value of & seat on
that exchange (a rough but usvally reliable indicator of the
activity there) had risen from %25@@ in 1876 to something @vaé
$12,000, _ |

The new century opened with a feeling of optimism,
The last frontiers were being openedy; and the Wﬁ&ltﬁ of th@l
west énﬁ north seemed to be limitl@ssarﬂﬁgnéitieﬁﬂ were fave
ourable to optimlsm, since from 1887 %g the-ené of 1808 there
was a period of uninterrupted prosperity and m&r&eﬁ a&tiv&tygr
(8@@ table 1). It is iﬁt@r@stiﬂg to note in passing that the
attitude to booms anﬂ slumps has not changed gy catl; through .
the yearsg a now almost f@?ggtten break in prices on Novem.
ber 14, 1908 was reported tﬂéﬁ a8 the slump ¥...which will
probably go down on record in the stock market as '"Black
Friday!.md

In 1903, although this stock market decline continuedy

the general presperity of the country did not seem to he une

lMuch of the source material for th@ hlbﬁﬁ?lﬁ@l angl-
ysis is drawn from the serles called Canad Annual Review,
compiled sach year from 1901-19238 by .,Lasteil Eﬁﬁklﬂa and
his successors. It is a gold-mine of information on Canada
which is not vecorded compactly elsewheres It seems to be
fairly veliable, although its statistics must be treated with
carve, Herealter, reference to the series will be as WCARW,
his item is$ CAR 1208, p. 8l4.
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Table L
STOCK EXCHANGE ACTIVITY (1@01 - 1%199

'iéér‘  | - fwi | %@nﬁx%&l o . ) Tar@nta W'" o
T " Btocks Bonds ocks _ Bonds,
(1000 sns,)  ($1000) (1@69 she,) ~ ($1000)
1901 8,854 1,889, 1,911 468
1802 2,988 7,884 2,172 2,601
190% 1,394 8,048 1,084 1,081
1904 "794 5,249 "876 1,166
1908 1,076 5,690 766 1,847
1908 . 1,875 8,288 748 B, 014
1907 *%700 3,956 4356 2,937
1908 1,478 4, 500 610 5,578,
1809 34540 5,791 15443 3,660
1910 8,187 6,185 . 94l 2,889
1911 8,856 5,969 915 1,998
1912 3, 850 85820 1,177 1,715
1918 2,040 5,148 | 355, 1,008

Sourcet ? A &e@r@g@rs Sf, reiby Price: 28
190021913 (Uﬁ%ubllghad WA Th@%iﬁ} Meﬁ
University, 1918.)

m- '.

duly affected, One of the Keenest observers of the Canadisn
economy at the time, B.¥. Walker of the Canadlan Bank of Come
meree, spoke in this ways

There were far more people speculating than at
any btime in the history of the country.... Canadians
have been fools time and sgain in sending money in-
to the corn and wheat markets of tie United olates.
They had wmore monay this last time and made s biggey
spread, byt 1 think they have been taught a lessons
There is altogether iea much stock speculation in
all Canadian eitbtles. A

The markelt slump aroused, as market slumps do, the
usual finger-shaking repyimands fyom the bankers and other

financial men, and from the publiec at large, This one secems

LCAR 1903, p. 405,
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te have come in for move than its shares: On July 10, 1805,
for exsmple, the Baptist Association of Toronto passed a Yres
glution degxecatzng the Sp@eulative spilyit of the timestt anﬁ
Mr. Bourassa moved (aa@rlat@f ﬁiﬁﬂayew) a vesolution in the
House of Commons for effective neasures to control the exe
chariges and sgnaulaulga, The Daptists megﬁ to have baen ClLogw
er to a ﬁ@f?aet analysis tm&n the @ﬂlﬂ%ﬁt parilaments the spiy-
it of the time was sg%culaziwﬁg and this was veflected at first
in the movewent of the exchange.

But; apart Irom thé exchange difficulties, the yesar
1903 was one of continued aﬂ?&aggg a condition which persisted
through 1806, It was in this upswing that several of the most
important igﬁastmeﬁﬁ H&aﬁesvﬁﬁéodg Gundy and Co., Bayai Hegurs
itles, and Dominion Securities) were organized, indicstive te
somne degree of the new opportunities which appesred in %ﬁ@
geeurlties market.

The year 1908 was memorable chlefly for the expans
glon in the Ontario mining industry., Hstimates of two or three
nundred ﬁ@%‘@@&?ﬁﬂi%ﬁ belng formed are gi#ens with an authopw
iged capital of some $250 millions, Yet; in spite of the
prosperity, the stock markets were experiencing no new Wpull®
movement, with agtiﬁity on the Montreal eoxchange running at
about half the 1802 level.® An interes ting commentary on the

slack market 1ls vrevealed in the wordsg of Mr. Rodolphe Forgeil,

Loan 1908, p. 495,

rable 1, above.
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a prominent financier of the time (to the Monireal Star

September, 1906). His couments on the propensity of Canadi-
ang to lnvest abroad arve parilceularly interesting in view of
what happened later, and in the light of what Walker had now
ticed beforve.
The only stationary thing is the stock markel.
There has been practically no appreelation in our
securities, Bir Wilfred Laurier tells us that Can-
ada is the country of the twenltleth century.... Letb
many of our stocks are lower now than they were a
few years ago, There ls altogetiner too much attenw-
tion paid to the Wall Street mavket to the neglect
of our own. Let us be beltisr Canadians than we have
been, and if we bfy and sell securities, let us buy
and sell our own.*
Comments such as this ﬁwﬁiﬁh were by no mesans igolaw
ted) would seem to indicate that the speculative intervests did
not find sufficlent breadih in the Canadlan markets of the
period for thelr activities when the Wall Sitreset ovgenlzation
was close at hand. Moreoveyr, with much of the long-term lne
vegtment capital pouring in from Britaln, theve does not seen
to have been the incentive to maintain actlve markets in the
Dominion, end so they remsined of secondavy im§érﬁ&ﬁ%%§
The next year (1807%7) saw important developments in the
finsneial history of Cansda, as in the United States where
Wall Street was shaken by The "Rich Man's Panie®, The year
opened on the customary note of optimism as to continuing
prosperity, although cautious bankers such us Walkey issued
thelr usual warnings. The Awmerican economy, insofar as its

speculative activity was concerned, had exnibited a variety

YoaR 1906, p. 193,
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of denger signals during 1906, visible clearly (to our keen
hindsight) in insurance, finsncial and political scandals, ”
and in an overloading of the credlt instltutions - especially
the trust companies which were doing business as baﬁks and
carrying inadequate reserves.

During 1207 the Héw York Exchange exgarienﬁ@d‘twc 5@
vere panics (in Maroh and August) before prices Q@lla@%éd in
Ootober when thé KEnickerbocker Trust Company closeds In Canae
da, local conditions reacted violently to the depressing stime
uli., Some of these unsebbling faotors in the Canadian economy
were an influx of still unemployed settlers, collapse of one
of the many western veal estate booms and wining scendal in
Ontario, Moreover the long expansion of business had finally
led to tighteniug of credit. Howsver, it should be noted that
the difficulties in the financial @@mmunity did not lead to

any lengthy commeveial d@??@SSiQRil

Lone of the magb interesting bthings in the available
annals of the perlod is the repeated expression of the opine
ion by bankers and basnne smen that “Q?@fﬁa?&ﬁéiﬂg” is the
cause oif crizes.

An example of this ls as fsilaWQQ a %tdtem@nt by
Mr, James Elliott, General Manager of Molson's Bank, on
hugust 6, 19071  LCARE 1907, pa £8.)

%, the pecople of Canade ave spending too
much on clgars and pianos and not saving enough.®

Other opinlong Involve such phrases 85 "OvVer«pros—
perity® or "not enough money in the eouﬁnry“ It should be
noted, though, that these are the opinions of the businesse
men., Professor James Mavoer (the 800n9hlbt of the Unavev%ity
of Toronto at the time) attributed the 1807 difficulties to
min;ng ggeoulahlon in Ontario, land Sueculdtlan in the Northe
west, and a deficient uarvﬂata (Cantiaaed on the next page)
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The New York panlc led to crisis conditions on all
the Canadian Exchanges, eandit&sns whers were at the same time
a qause aﬁdra result of tha-ﬁcn&bary stringency, _When the New
York prices fell for the first time in Maveh, local priges wa%
va§§é§ hesitated and then dropped severelys This collapse was
followed by & pericd af insetivity, rather than by prolonged
panic selling, - Rodolphe Porget (at that time President of the
Montresl Exchange) attributed ﬁhis to the aetions of the Can~
aﬂi&& speculators who were saugﬁx in the New York ervash and
were forced to liguidate domestlv holdings to cover their Am-
erican commitmenta;y further evidence of the secondary position
in which the Canadian exchanges found themselves at the time.
At such times of security-exchange panic and monetary
styringency; the question @f‘tha Ganaéian.baﬂks keeping their
surplug reserves 1ln New York eall loans was vaised, Th@.ggg@
ular view was that this money should be veturned to Canadian
industry snd commerece. The policy of increaging resepves and
gold holdings in crisis was also condemned as adding to the
difficulties; hut 8ir 4.0, Drumsond (President of the Bank of
Montreal) defended the banks'! pelicy in this regard as followst

",.+ when a conflagration is vaging next door it 1s proper to

One’ @@ﬁﬂﬁfgs in passing, whether the charactevistics
of more recent erises and cyeles are quite diffevent from
those of this perilod, when capltal shortage seens to be a
likdy explanation for the difficulty. This secens tﬁ be
g@nerally th& 1&@3 af br¢e Lundberg in his Btudies Hl

") £ Eoono sion (London, 1837.) where he points
out that it is r@as@ﬂabla to axpect tﬁat & crisis can appear
as a result of dislocations in the eeonony in elthoy dirvecw
Eléﬂ5 i.8., toward oversaving or undersaving with respect to
the invesiment activity,.
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act with caution and reserve.™ Slgnificant here is the fact
that the monetary stringency was felb most se ly in the fi-
nancial worlds perhaps the chief reason for %iis is that the
seguri%i@& markets wevre guite obviously the ®poor relatlions?®
in the Canadian econonic S§bhem af the period in spite of the
expansion, The Timport &atﬂ lsag«tefm capl tal came fyom Fnge
léﬁgg‘the ﬁiggorf@ﬁtﬁ Cus tﬂ;efg 0? the ba§KS were ggﬁ the map-
kets for sega&itiasg or the dealers and brokers. Hence it was
only natural thet the markets wounld be the first to suffer in
tines of stringency. This hsd a vather curiocus result o be

mantioned sﬂe?tlygg

-

dnotheyr tendency worth notinmg in Canadian finsnce at

talists were investe

}-«'r‘r

cnis time is the fact that Canadian cap
ing (as distinct from mere sepurity speculstion) abroad heav-

®

ilyz in dnmerican streebw-rallway couwpanies, Hexloan power ge-
eurities and in such United States industrials as Usb. Steel.
This seems to indicate a distrust of the investnent opporitun~
ities in the country during s pericd of its most rapld growbh.
How much bthis was the result of the weak lnstituviions of the
warked is difficult vo say; vyel this weskness itsell stemmed
from the fact that the markel was reslly doing a job which
could be done better elsewhere (except for the minor, unknown
Aissnesj# Speculation, as we have zeen, was méf@ easily care

ried on in Hew ¥ork. Large gquantiblies of funds were obitained

tear 1907, p. 22,

2. . .
vee below, p. 80, on "lhe International Bank",
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in London, and mueh risk capital was coming into the country

from the United gtat@s in the form of dirvect investuonis.

After this slump, Cansdien municipal securities be-
came difficult to sell in London, as the debt of the sunicip-

alities ssemed to mount al an unhealthy rate, and the nusber
and variebty of the issues offered (in orthodox and unovtho-
dox fashion) grew. Distrust on the pard of the London mapw
ket of Canadisn issues, as z result of some unhappy esperienc
with American flotations conbtributed to the troubles In 1808,
the digtrust developed into a sort of wnofficial moratoriun
on the flotation of any new Canadlan issues by the London
desalers whioh lasted for several wonths. Y1t was a well-tinmed

hint and reb§K§§31

Gomments such as this help us to apureciale the aue
in which the British investor was held by Capadian wrlters,
bankers znd finsncliers. There had DHeen s great influx of
British funds, but the attiiude of complete depsndence is
rather surprising to us. Canadien business zmnals give us a
picture of the London Harket as & steran, unforgiving father
ready to chastisze hls colonial children for the slightest mis-
deed. MNoreover, they did nolt sesw Lo be able to concelve a
progsperous world where Britgin had been displaced. Consider
the despairing tones of the Tollowings

If war should Inflict great loss upon Great Brite

ain, or, in other wovrds, great destruction of capital,
wihat W@ulé be the effect upon Canada? Where would

1§*@‘ Field, Ca: a, (Montreal:

The Monetary Times, 19,
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our Government float thelr loans? ¥here would
our rvailways sell their bonds? These guestiouns
are asked by:fj Nelson Bews, wonlch also replies
that the reguired fumas might with some difficule
ty be secured from foreign countries, but it would
be st increased rabtes of interest, which w fulﬁ be
s tax upon the prosperity of the Dominlon.+

it does not seem to have occurred %@ the writers of
the pevriod that Canads wight develop sulficiently to take care
of muah of her own capital reguirement, Conversely, further
illustration of the restricted Canadian market is provided
by the contemporary description of the sim of Hodolphe Forget
in promoting the ¥Internastional Bank® &z a bank to speciazlize
in sepvicing the needs of the Tinancial commmiity.

Our charteret banks have always ?agaz&ms Cana~

dats industrial and commerciazl needs of primery
consideration., For this reason, perhaps, stock
exchange trading wag suffered to some extent, the
banks loaning money on call to Drokers and with~
ﬁraﬁing it at the first sign of pressure from com-
mareial sphere., With ithe exception of times of
paniac and extreme depression, nearly all complaints
regarding money strangeﬁeyghdve emanated from Hrow
kers and thelir colleagues.

By 1913, with the appearance of real war fears, a
new nonetary tightness checked the eXpansion. Liondon flotaw
tions, which had risen at unprecedented rates in the inter-
vening years of prosperity became difficult; issues of such
municipalities as Winnipeg and Toronto were left largely with
the underwrlters, snd the terms on which the London market
was willing to lend to the Dominion =znd Provinces becsme ine

creasingly adverse \v“&%% to &“4%%)‘ Municipalities found that

Fod

Flﬁl&, OB Cit., p. 186.
Ihiﬁ; pe 1i6.
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they had %o pay B to 8%, or that they were unable to get funds

2

on any terms. lun splie of such tendencles, the total amount

&

w1 Britain reached 3 new aigh in that year.

H;»

of money obiained

Againg, speculative difficulties in western land weve

artly respoasibie, 25 manisulstors wnloaded on British in-
vestors at exorbitant prices. The loss of confidence iln Cane

ada is ewvidenced by the faet that Cenadian stocks were sells
ing helow the averages in London, While "loss of confidence®

was a contyributing factor, it is more likely that world de-

i)

mand for British funds was mevely vising at & much grsater
rate than the gvallable supply of capital ip this last year
before the fatal time in 1814 when ithe Britizh financial
fortress began to crumble away.
Interiudes The life assurance companiés
On Insurancs
wWere - and arve -- anong the

most important instituticonal iluvestors. The first of the Can~
adian companies, the Canada Life, was established in 1847, and
invested in bank stocks and morigeges. Other companies ap~-
neared in the period from 1870-1880 and there begsn a period
of rapid expansgion in the fleld duving the last twenty years
of the nineteenth century.

In 1906, Insurance, with a premium income oi about
$22 millions appeared in the public eye. 4n investigation in
Hew York Btate had disclosed miswsnagement and irvegularity

in investuent, and the Toronto Horld for some ohscure reason

-

took it upon itselfl to lead a crusade sgsinst the Canads Life
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on behalf of "injured and outragedttd golicy~holders, The
upshot of the fuvore was the appoiniment of & Royel Commission
on Insurence which regommended in 1809 That sivicter iaveste

ment poileies bhe adopied.

powey %o invesit in sound entorprises on the advice of thely
trained investment comaittess was greatly resitvicised by the
prohiibition placed on ordinary unsecured stoecks. They maine
tained that the return on gili-~edge invesiments was insulfie
ient for thelr purposes, and unnecessarily limlted their ace
tivities. Since then, of course, much has besn done to libe-

eralize the investment policles, sz we shell see when wWe age

Sass'the pogltion of the oupanies Lo~GaYe
Table 8
LIFE INSURANCE IN FORCE IN CANADA ($1000} “
2&3?» aaﬁaggﬁn @0&,‘ ‘Eflgiﬁh.pﬁsﬁ F@re&ga»ﬂagéj
1876 55404 17,8598 18,888
18856 ?ﬁ BaL 25,980 40,441
1800 a@? 153 59,4856 lgé;éﬁa
1915 329 278 ﬁagaﬁ? %23;%%?
1830 | 4, 51& S0 117,411 8,055,808
1949 %§é$$ 7?57 7 l%§$£?é 7 Eglﬁl ll%
Sourceg Year Book 1978, (Ottawa; Kingts Printer,
1938 958 for 1870, 1885, and 1500,

Lanade JYear Boolk 1941, (Qtt&@a Kingts Printer,
1941), p. B57 for 1015, 1920, and 1939.

33 Rate of pound-dollar ezchange not stated.

loar 1906, p. 216.
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Table &
IRVESTHENTE OF FOHRPIGHN COUNTRIES IR CANADA
- 1800 - 18l3 '
{in millions of Canadian dollars)
Year British American Others Total
1800 10 18 4 a8
1901, 15 18 4 7
1902 12 25 7 42
1903 29 28 4 855
1904 30 26 7 ag
1805 76 S8 4 113
1906 68 50 ] 105
180% 5123 26 4 95
1908 161 33 8 82
1808 218 ‘ a6 B 253
1810 218 a4 22 313
1911 244 76 28 248
1912 218 82 25 321
1818 376 135 &6 847
Total | 1788 630 165 . 2546
Sources After Viner, gp. ¢it., p. 139 (Table XLIV)
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Foreign Investment in It is pgenerally vecognized that ine
the Pre-War Period :

vestaent funds wust pour in from a-
broad if rapid progress is 0 be made in a young country, and
Canada's experience has bheen no exceptiony &% in her politie-
al snd soclal relationships, s0 in the record of internstional
fiﬂaﬁe@,'whefe &feat 3ritaiﬁ ﬁﬁ&‘tﬁ@.ﬁﬁiieﬁ $%gte5 ?laﬁ@é é@ﬁw
‘iﬁ&ﬁt'f@les.

As can be readily seen in Chart 4, the British ine
vestor dopinated the market for Canadian securities during the
latter years of the "wheat bhoom¥ from 1898 té‘l@lﬁg Yebt it
should not be thought that the United States investments, al-
though guantitatively much smaller, were unimportant. &mérie»
an investments were largely ¥direct®, that is investuent in
ownersiily and management of Canadian enberprises, and the est-
ablishment of Yranch plants within the Dominion to take advans
tage of the Iwperial preference tariffs. The British;, ¢on-
versely, were content to a much grester extent with Vereditor®
lnvestments: government and municipal securities, corporation
bonds, and some of the safer, investmenb-type stocks (banks,
railways and public utilities). OStephen Leacock put this ate
titude coneiselys¥...the aim is not so much to make money &s
to keep from losing ip,nd

Table 3, gives Viner's final direct estimates of

total foreign invesitment, and British and American investment

i .
Stephen Leacock, Ecopomie Prosperity in the
BEupive, (Toronto; The Macmillan Company, ;
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for the period. HNo attempt has been mads to revise Vinerts
estimates, although I have rounded them to the neavest milliﬁn’
in the hope of avelding the spurious appearance of a&aa?a@yil
which he has given them.

The tables and chavrts give some indication of the guan-
titative relabtionships involved, and the snowballing charvasecter
of the boom. In this commection, it 1is well to note that this
stage in Canadal's development is thal euphasized by W.A. #Hsc-
kintosh in %Some Aspects of a Ploneer Heonomy®, during which
an export staple is developed (in our case, wheat). He pointed
out that at some stage in the history of the new economy, the
fa*emgn ald will taper off, or perhaps cease unexpectedly.
Then, only by means of these export staples gan the ploneer ecw
onony reach the world markebd and %... pass from the pseudow
prosperity of the seltlement boom to the genuine prosperity of
g fully functlioning eecﬂsmy@ﬁ% |

in the case of Canada, foreign ald was abruptly choked
off by the war, but the transivion was spoothed out by the in-
flux of war orders which allowed continued prosperilty and even

£

neyw diversification.

lThese figures are not presented as being any more than
hopeful gusesses, bult they serve th& useful purpose of indic-
ating the direction and form of The investment flow, To the
reader who may be unfamiliary with the statistical hodge~podge
from which Viner was forced to derive his estimabes, the dis-
cussion in Chapters B and 6 of the Ga,adzaa Balangog..s will

prove interesting andfor confusing. In spiie of this, Viner
ingists in giviag his totals the degree of acouracy of the
nost acourate (net the least accurate) figure in themg hardly
acgeate& mathenatical prodedurs.




28
The War Period | The situation at the beginning
1914 - 1919 ,

of World War I was complicated
by the fact that the stream of foreign funds which &aﬁlsusga
tainad the long prosperity was slowing down.+ The war, ale
though it provided the means by which the btransition might be
nade out of the ploneer stage, served at First to deepen the
depression and increase unemployment, so that the winter of
1914~15 was not particularly pleasant for Canada.

Unlikely the short slump in 1938, whieh led almost
lmmediately into a warbtime bull market on the stoshk exshanges,
the deglaration of war in 1814 brought on a world-widse fin-
aacial crisisy charvsclterized everyvhere by runs on the banks,
the closing of the lmportant securlties exchanges, and the
suspension of the payment in specie by governmentg. The Can~
adian benking system sctually stood up well under the strain,
although there was some ﬁgﬁaaiaess in view of the depressed
gonditions. Depozits in Canadian Banks fell by only 520 mile
lions, an insignificant amount when compared to the total of
over $1 billion in the vanks at the time. Emergency powers-
given at this tlme to meet the threat of runs lsid the basis'
for the exvansion of credit as an inflatlonary seaéca of funds
for the financing of the war.

Both the Toronbo and Honitreal siock axﬁh&ﬂgﬁg were

closed immedistely when war broke out, and did not

1Tha importance of these funds is Indicated by Deulschis
estimate (in "War Finance and the Canadian Zconomy, 1914-19807
CJE, Vol. VI (1940)) that nearly one guarter of the national
income in 1813 was provided by these funds.
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reopen fully during 1914, although restricted trading began
on the Montreal exchange on September 1, at the July 28 price
levels, with the permission of the Governing Committee required
for esch transaction.

By October 15, regulated trading on the Montreal
exchange was expanded, bul it was not uwnibil October 27 that
restricted trading a;geafaﬁ in any form, in Toronte., By the
end of the year adjustment to the new conditions was procesding
well, and restrictions had disappeared. |

The Bond Market, too, was badly disrupted by the war.
In 181% and the early part of 1814, Canada had bDeen veceliving
about $1 million a day from Great Britain in loans, and the

2aTe B ix

work of the dealers in acting as agents for this productive
source of capital disappesred with the war. The government it=
self, called upon to make continued payments on capibal account,
and toprosecube the war %, ..hardly gave the potentialities of the
domestic markel a thought and turned hopefully to the imperial
authorities.™  In November 1914, it was announced that $150
million of the British War Loan would go to the Dominions with
$60 million designated as Canada's share, under an agresment

to pay the cost of Canada's War efforty (an agreement which
collapsed in 1915 because of the discount on the pound)., The
yeayr 1915 saw the last flotation by the Government of Canads
for the durstlon in the London markebt. In the fall of that
year, 8ir Thomas White, as Hinister of Finance, decided to

try an issue of $50 million in Canada, especially since the

1§@utgehg.sgg cib., p» 528,
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British government itself was paying 5% by this time at
home, and Canada eould expect a rather unfavoursble reception
in London. The firet War Loan was floated at 5% at %, mab-
uring December 1, 1985, and it was purchased mainly by the
financial community. The issue was grestly oversubscribed,
and was increased bte $100 million.

In 1918, as in 1815, Sir Thomas had recourse to
the New York markets for funds, and it was found that Canada¥s
credit continued to be execellent. ©She was able to sew
cure funds at 5%5 whereas Britain, France and Bussia were pay-
ing 6-7%. This situation, in the absence of the tight ex-
change vestrictions comwmon o the Becond War Peried led to a
considevable export of Canadian Capital to Hew York to take
advantage of the higher rates on the Allies' Loans there.

The first and second Victory Loans of 1817 saw the
growth of the widespread "rally" type of selling, and & sales
organization which covered the wiole Dominion. The familiar
dodges of spesches and entertainment - in the interests of
patriotisn ~ werse resorted to with much success. It was this
artivity which really established tne lavestmenl business in
Canada. Before the war the dealers uad operated as little mre
than agents in the larger issues.

The nucleus of an organization of bond dealers ap-
peared as early as 1211, when a group ol them organized asg
part of the Toronto Board of Trade. In June of 1816, howsver,

the Bond Deaslers! Assoclation of Canada was brought into being
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te prevent repebition of governmental errors in distributs-
ing the issues, to sell the huge flotabions, and Lo instit-
uta a sysﬁ@m of seli-government. A& Helachern put it§ %ﬁgv
feared ibhe *gssgmy rcaxlesgaes& with which some bond ?aagcg
were handling souwe isgaeagigaﬁ and ¥...the debhs being con-
travbed with such fl%%ﬁﬁj&ﬂ@ onbi *mism by many young Q&a&ﬁw.
ian %Eﬁi%lgﬁliﬁigg during that enormous period of egpans i&ﬁ
snd wesbern development, 1§%aw10gﬁl

Under 4.8. Ames, Ihe ﬂﬁ&&éi Victory Loan rﬁaeﬁsé a
total of $418.5 million, with 820,085 subseribers, as com-
pared to @Eﬁ@ 8 millien in the Pirst Victory Losn, raised
f@a&.ﬁﬁiy 40,800 subscrlbers. The extent to whieh the gov-
groment was relying on borrowing is indicated by the Orders
in-Couneil of December 1917, which probibited the issue @f
securities by the provimces, municipalities and corporations -
withount the consent of the Hinister. Subseguently, after
protest, the ruling was modified to a mere %aggﬁéﬁalﬁ of pro-
~ginclal issues, and federal assistance to the provinces. This

reliance may be partly explained by the still dominant

R R

re philosophy, the radical nature of extreme taxabtliong
and the absence of the concept of Btotal wart, | |
In 1817, restrictions again appeared on the stock
gxchanges, as pinimum prices and proniblition of short selling
e ordered, since the Victory Loans by sivboning off huge
quantities of savings were cresing a bightness of the money

narket,. These restrictions did not disappeny until June 1818.
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The third Vietory Loan (1818) saw about $700 million raised
from approximately one millioan subscribers, in an absolutely
unprecedented feat of financing for Gaaaéagl ¥uch of the crede
it for tne success of the War financing programme can go to

Sir Thomas White, whose work as Finance Hinlster was almost

o

. 2 - Y s 5,
aspired.® Economically, the sucesss is summarized by Deutsch
a5 follows:

The remavkable vise in the value of exporits, the de-
eline in private investment, the general increasse in
money incomes, the increase in voluntary savings in-
spired by patriotic motlves, all played a part but
the vole played by the Inflation and the conseguent
gxpansion of profits was perbaps the most imporbtant
as is Indicsted by the fact thal over thrse-Tourths
of the toltal war loans were subscribed for by bus-
iness organizations, fiﬁ%neial institutions, and per-
gons with lavge incomes.™

1s (The Ameriean Academy of Politieal and
CViI (May, 1623), Sir Thomas White

4 7 i I :. E by oy o
denied that a $500 million loan could have been floated in
pre~war Canada. IHe wrote:

The money for the Viectory Loans was made as
the conflict went along....The money raised by the
loans financed further production and sales. (p.213)

Deutsch ascribes the success to the Inflatlonary growth of
profits, the traditional source of investment funds, through
the "making® of money in the banking systen,

2CAR-1918 reported that the Torvonto Yorld wrote of Bir

Thomas in this menner, comparing him to Alexander Hawilton in
the words of Webster:

He sgmote the rock of the national resoupces and
abundant streams of revenue gushed forth. He touched
the dead corpse of public credit and it sprang to 1ts
feet. (p. 487)

Bather extravagant opralse for any statesman, even
Alexander Hamilton.

3ﬁﬁﬁtschg,apa_g§§,, Pe H32~3.



(in thousands of Canadian ﬁ@llé?ﬁ}

Table 4
g&ﬁﬁﬁi&ﬂ BORD SALES

180Q4~1936

Honetary JTimes

Tgtal

Year E&HLElQﬁ Ef@v4naial %unlslgal ﬁa;lways Cer soration
1936 ?Bégaaﬂ 118,735 54, 556 133 000 2@25833 l ggﬂ 0?4
1885 789,300 183,40% éé 798 é& 400 80,806 l Ql@ 506
1934 éﬁagﬁﬁt lé% 868 Z% 690 éﬁ 500 %G§§QS 65? 861
1933 440,000 84 889 %l 283 1,@@& 4, 585 §69 5B7
1838 %26 250 128—21? 95, 6@1 12,500 lg B50 4?5 ii8
18381 l§8 109 12% 239 85 290 121 750 E% , 488 l;gﬁﬁ 821
1930 lé@ , 000 LﬁO Do4 1@9 648 ié? 288 EQQ , 355 ?6? 245
1989 llg§§61 38 668 19% 200 ﬁ%ﬁ 531 861 158
1928 - 92,983 %7 , 121 %8,&@6 aag 08% éﬁé 552
1827 éﬁ;ﬂ@@ ll% 795 TE, ?42 80,000 é‘% 680 %3%,21%
1926 105,000 6, ﬁzs 8§;Qﬁa @@ 500 25@ 319 BE2,073
1985 169 KAV 106 o 370 4@,313 %Q 925 1263686 485 B3B8
1924 178 35&@ 89 840 88,738 lwgpﬁ?s 68,172 5?% 926
1888 200,000 196 299 85,688 27,500 3? 68 51& 818
1828 EGQ;GQQ 11% 218 87,089 l%,ﬁﬁ% 6, &8@ %9&,5*”
1881 - lﬁﬁ 145 84,777 96,738 ﬁlﬁﬁgﬁ 405, B3
- 1880 lﬁﬁ 993 56 871 986, 5@@ 46,050 584,915
1919 ?Sé 000 53 574 58 274 %ﬁ Pt 42,940 SQ% 237
1918 68@ 016 18 605 %S 570 1% 600 4,565 ??5 356
1917 650 200 15 B00 Eéélsg l?,?aa 18,8580 ?%8 QB8
iols 1?5 Qa0 53 L7B 93,977  BE,240 &8, 840 Qﬁﬁ 883
1815 l?ﬁ;@@@ é&,l@ﬁ ’? 598 35,6?% 15,988 355 » 106
1914 48,667 56,100 ?33154 59,719 29,815 %?23935
1813 B4, 087 86,850 110,601 65,800 126 s82 373,795
1912 25;@@3 ?ﬁ,@&@ 4?3159 @5 015 156 124  B72,938
1811 11,375 50,296 35 611 159’531 266,813
1910 45, 539 103069 49 043 41 080 85,867 Bél o0l
1209 633%38 8,187 él 533 lQQ,&Qﬂ 61,155 ?@5 158
1808 4?;&65 550 %é 815 - -lﬁﬁgw%? lﬂegsﬁ?
1807 9,874 l&;éﬁl - 58,031 882,636
1806 - lﬁ 000 8,352 - 55 855 55 987
1905 - 246 o gl@ - 1)% 515 134 875
1804 - 11,3146 14 684 - Qgséé 3§$l74
Sources CAR 35-36 p. H83.
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The Lotus Ysars The hectic era from 1920-1822 began dis-
198019288
mally enough with a period of foreign
exchange difficulties, severe deflation, and the sbort but
bitter depression which followed the First World War.

The ziegi:’ triangular adjustment which had chap-
acterized an als pre-war trading felati@ﬁsﬁig Wiﬁhlﬁreat
Britain aﬁé the USA haﬁ gone., ?ﬁe g@ﬁﬁé’aﬁﬁ the Canaﬁiaﬁ
doliar, now iree frem the T@&%?&lﬁtw of gﬁld and the artﬁ
ificisl ?ﬁét?dlﬁts of the wary yé&r$$ §ﬁﬂh to aaﬁgt@nﬁlal
discounts iln New York, with some interesting effects on the
Canadian securities markebts.

&ét us review ﬁﬁa.m@ehanigm,sf such a situation
briefly. If the pound sterling fell from $5.00 to %%gﬁag
the British investor selling %1@83@99 worth of Canadizn
gseourities in Canada could realize £85,000 if the Laaaﬁiﬁﬁ
bond price were par. MNoreover, he mighﬁ}be willing to sell as
low as £20,000 ($BG§§§§) which was probably the price in
pounds which had prevailled at the Ltime of the purchase. The
effect of these transacbions was to lower the price of
Canadisn securities ln Canadian markets substantially, with

severe repercussions on the market for Victory Bonds, which

S W & S § S A

the governument was abttenpting bo sustain, and the market fo
new issues of all sorts. Why should a Canadisn investor pay
par for new Government bonds when he could obtain similar bonds
from the British at "bargain-basement" prices?

This situation was complicated by the fact that
such liquidation tended to prevent the Canadian~Sterling

exchange rate from falling as low as the American-Sterling rate
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and by the fact that the Canadian dollar was at a pro-

2

portionately smaller discount in Bew York than the pound.
ﬁeﬁﬁa the wily British could liguidate holdings of Cana-
dian seecurlities and get morve Auerican dollars in Hew York
by a brisnguler process than by dirvect dealings.

X

In a similar way it can be shown thet the Lﬁﬁﬂ
don market was offectively closed to the Canadi B governs
ments. For exsmple, if the Canadian Gﬁ?aang ent iasa@é
$100,000 in bonds in England the British would be required
to pul up £85,000 as compared te the £%é§§ﬁé in ﬁﬁe;gfeﬁ
W@?’ﬁ&?ﬁ%ﬁg Ory conversely, the Canadisn government would
have to contract to pay £85,000 at maturity to get $100,000
vather than £80,000 if the face swount of the loan wers in
sterling. If thers wae a suspleion that the pound would
return to par - and this was the general expectation - the
issue of such bonds would have been very foolish,

On the other hand, the discount with respect to
the American dollar had the effect of making Cansdian se-
surities appear as hargains to the American, and this may
aceount in part for the American intervest in Canada at the time.

In February, 1820, the Governuwent avnounced the

§ o wnl 1 Bty % s a-\ 2w » £ R N X s e o
egire to check the Buropean Ydumping® of Canadlan secub-
& oS

£

ities, sinee this action was playing bob with the working
ecapital of the Dominion. After conferring with the bond
dealers and the other financial interests, Sir Henry Dray-

ton lmposed an Weabargo¥ on such transactions iu the form
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of a request to the dealers to sitop these movements in
ne hope of checking the strsin on the economy, and e~
peeially to provide some support for the price of Vietory
Bonds, Such restrictive messuves were not without their
eritics. The old Tear of & loss of British confidence
was resurrected. The Boyal Securitlses Corporstion wrote

imes (Mareh 13, 1980) as follows:

: The feeling of the British investoless WaS
that Camada had no right to keep the pound
sterling at & discount and at the same time
refuse Lo accept the consequences of that
discount ~ that Ganadisns had no vight to
demand that British Puprchasers pay a pound
sberliing for four dollar¥s worta of wheat,
and to refuse to pay four deldlars for a pound 1
sterling of British-owned Cenadisn securlities.

But, in spite of such opposition, the resirletive
policles were earried cult and extended, unitil the general
sitwation was ameliorated; but the dauage had been done,
and desplte the improvement in the exchange rates and the
return of some British investment as exporis revived, the
mnother-country never regained her dominant position, al-
though many pious hopes were expresseds

Great Beitaln, however, had again comuenced

investment in Canada....With Exchange again normal,
this process would greatly expand.?

Cunada hed crossed one baveier on the way to econ=

omic maturity by culting awsey from fhe mother-country, butb

the need for vapital was by no means diwinished. Direct

Lear 1820, p. 17.

%CAR 1981, p. 25.
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investment from the UBA assumed increasing importance. %4yt
erial highways, wmunicipal improvesments, commodious dwellings
for our é@rkgﬁg and leisure hours, railways, stock specul-
ation in New EQ?E;A&ﬁﬁ industry -~ notably power and paper «
; w1

bloomed uwnder the benelicenbt rays of borrowed capital.t

The extent of the 3hift 1s indicated in the table below.

Table 5 BRITISH AND FQ?EIGN Xﬁ?ﬁu?ﬁ EWTS IR C&ﬁﬁﬁﬁ

b
2888 1954
8,120 B6h 2,704 400

British % .

Unitod States 04 24% 1,800 304 5.609 614 5,085 59%

Other ave s% 1?4 7%% 155 é% 26 ;%

Totals 3,794 §§5$1 5,&92 8,618

Sources: After Royal Imstibute of International ﬁif&ff&;
Bine Problen of Intemmati '[1Jf>Lgiwk;{tﬁ3(hQﬁdﬁﬁ§

*sr}

While the relative fall in the British investments
has been vemarkable, the absolute level remained almost
constant from the begimming to the end of the period. Cane~
ada has been indeed fortunate to ltap successively two such
productive sources of funds for her expansion.

The economic situation during this period was charact-

erized by the increasing importance of the corporation as

binnis & §lnm§Lre& ed., THE CAR OMY AR
PROBLEMS (Toronto, Canadian Institute of Xnte?natiandl ﬁff@l?ﬁ,
13:‘54 ? 2 53%3{}‘
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many Canadlen firms were transferred from ¥private® to ¥pub-
1ie® (not in the sense of government) ownership, and by &
trend to consolidation 1n the later yesrs, with a resuliant
increase in new issues and a much improved turnover of buse

iness on the sscurities nartHst as ol s

B

Although the exchange vate in New York rose from
85.7¢ at the end of 1980 to 85.14 on December 31, 1821, de~
flation, especlally in farm gfée @y gﬂﬂtﬁﬁﬁﬁ&n However,
¥esadn Canads money became easler at the close of the year
and ﬁ%ﬁﬁﬁi&ﬂ b@ﬁﬁs found = roady marke} ¢t home snd in the
United States with an ypward tendency iﬁ~§§i§%@§1

During 1922, the geneval situation was mmech im-.
§$aveé5'ﬁs &&.%xg@fﬁ_aafglas,in compodities served lo bale
ance the current accounb. 4As ﬁhﬁ price of wheat vevovered,
so ¢id the Cenadian econemy, and the perisd of transition
thus merged iato the prosperity of 19586-1884. iﬁ.lﬁggg the
Financisl merkets were shalen by the first bauk fallurs since
1911, when the FParmerts Bank had collapsed. The Home Pank's
failure led to a disquieting series of runs, readjusitments

and mevgers, with several small banks heing absorbed. The

Stock markets, sensitive to suc h gobivities, were relalive-
1y quiet during the year and fow sbooks showed real gaing is

although elsewhare the scononlic recovery continued.
- Ripples Irom the Home Bank scandal continued to
spread thr@ugz 1984, leading finally %o the appoinitment of

an Inspector~General of Banks.

1caR 1921, p. 19.
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The Bond Market was remarkably active in 19284 ap~
?rgae&iﬁg a total of $600 million in sales (exeeeded only in
the war years of 191%7-1819). It is interesting to note, in
this connection, that 1994 saw the issue of $42 million in

Canadian Pacific Rallway bonds, the ; t octasion of &

oy
public offer by the CPR in this country.
#0ne of the wost significsnt industrial and finane
cial phases of the year 1985 was the pronounced movement Lo
ﬁarﬁé Eﬁrgersyﬁl such a tendency is cﬁara@é&%ﬁstiﬁ of ﬁhé
upswing of the aycle, and is reflected in the activiiy on
the capital markets. The year 1885, with ¥0 consolidations
invelving 68 concerns was the highest vesr for such &ﬁﬁivity
sinee 1910 when Uthere were 22 consolidations of 118 firas.
Heither of these years approached the 68 gonsolidations

{185 firms) and 62 consolidations (149 firms) in 1928 and

is inelined to the view that many of these consclidations

pere desligned to give profit to tne promoters and inveglw
ment dealers lavoived, and were of litile value economically.
In view of the detalled staltistics and cases gf&s@ntéﬁ there,
sueh & olaim 5é@&§ gulite ressonable.
- Co=incident witlh thls acetivity was inereased
[

vreding and a general upward movenent on tie Sitock Exchanges,

following the buliish activiiy in New York.

Y0AR 1985426, p. B07-8.
%Re

(0tvtawas King

ort of the Royal Commisss
s Printer, 19355}, p. 28,

i3




40
Trading on the Toronte Stock Exchange increased from 670,000
shares in 1920 o 2 million shares in 1925. About the same
time, bond prices stiffened noticeably, and interest rates

ceordingly fell. The optimism of the period was evident

in the statemeab of J.H.Oundy in The M Empire (Jane

uary &, 1997.)

Financial conditions in CGanads at the close
of 192¢ ave wmove satisfactory Than have prevalled
al any time since the way., Nonay has continued
§leat1£al and cheap, and First-clsss borrowers
nave had no aifficuliy theoughoutl the year in
having their quﬁi?aﬂﬁﬂt% imllg satislied st fave
‘ourable ratess

Finange - especially the bond market - was dominated by the

‘eopporastions o an unprecedented exbtent in the laler years

of the decade. In 198Y, corporation issues of honds shood
at about $B00 willions, twice the 1925 level. It was the

first year, secopding te the Canad

) Heview, that

W

corporations gsccovnted for more than relf the Loisl new
iﬁsuaﬁg' This was parily e reault of the consolidations,
v Leaned bowsrds debi-flnsneing, and partly the fmer~
lean infiuvencs looking lor busipess investment rather than
government bonds. Aun additicnal Tactor was the low intere.
est rate which stimulated refinancing operabticns. In this
year, for exauple, Bhawipigan refunded its bonds st 48%, a

proviowsly unbeayd of vate for o ulgh~grade Puplic ULility.

Loar 192687, pe B2l.

"‘%“

"Note the discr vepancy belween this and the table
given above on bond issues (#4) which while not too serious

is indicative of the caution with which the statistics we
can Find must be treated.
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However, actlvity in buying and selling bonds through the
organized exchanges was falling off. This appears to have
been caused by the increasingly intensive use of the Securitb-
ies Salesmen by the Investmeni Dealers, s trick learned from
the results obtained in the war years, and from the American
fﬁ,ms t techniques.

The other institutions of the securities market
grow rapidly during this perivd. The Hontreal Stock Exchange
reached an authorized mewbership of 85 in 1920, and while
this number was reduced to 80 in 1987, the price of seals
there, an indlecator of the activity, vose from $36,000 in
1880 to a high of $225,000 in 1929. In 1986, the Montreal
Curh Market was ovganized as an adjunct to the NMontresl BExe
change to take care of the vnlisted trade., This exchange
was fivst located in the Canadian Pacific Telegraph build-
ing, but grew very rapldly, and was housed in 1839 in‘aﬂ add-
ition to the Hontreal Stock Exchange Buillding, some of whose
administrative officers it shares. It has 100 members, the
majority of whow are copnected with the parent exchange.

The bulk of Montreal mining trading is done on This exchange,

8

4 its vapid growth is indicatlive Lo some extent of the
speculative fever. The Standard Stock and Mining Exchange in
Toronto, whiech was also dealing in speculative securities,
moved to larger guarters twice in two years (1927 and 1@29),

and at the top of the boom one seat therve sold at $100,000.
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The records sbow bhat activity on the Montreal exchange rose
from 6,751,570 shaves in 1826 to 18,090,088 in 18828, snd ie
88,808,416 shares in 1989. When activity was greatest (1929),
Se Toronto exchange Uraded 10,143,780 sharves. Tais yearly
volume was almost 1D times that of 1880, the beginning of
the period. .

In spite of the optinism and the geneval abtbtitude
toward the exchanges, the guestion of sharp practices was
not entirely neglected. Gersld Hanson, President of the
Investment Bankers {as the Bond Dealers were then called)
enphasized the need for some control, but rvealized the dif-
fieulties which are lnvolwved in the secuvities markets by
unnecessary delays. It is imperative to make an issue of
bonds or shaves when the market is favourable, and it may
be unwise to postpone sueh an issue until the unwieldy mach~
inevy of contvol can aspprove it. However, the Monitreal Ex-
change, the Hontreal Curb Market, the Iunvestment Bsukers and
some New York firms sponsored a "Pinsncial Better Business
Bureau®, whose @g@yati@as = gnd existence - served to 4is-
courage mauy shady promotion deals. These buresux expanded
into other cities with good effect azm time went on.

Muech of the increase in share-trading was appape
ant in the no-par common shares whiech had become the ¥fashe
ionable® security, since it was considerably easier 10 conw
¢eal The ®waterY in such shares than in those with par value.
Of dmportance slso was the pracitise of issuing righis to pure
chase new lssues to existing shareholders, and trading in

such rights contributed to the activity on the exchanges.
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On the other hand, bond sales came almost to a standstill
s hhe'interest in speculation grew at the end of 1538,
The speculative activity was cumulabive, since it conbinued
to increase rapidly although the margin requivements at the
end of 1928 were tightened to 35% s coumpared to 204 a year

arlier and 10% in the previous years.

®and the heavens were The year 1928 opened with gen~
opened.. . 1989 . o )
: eral optimism befitting the boom,
but with undesrtones of doubt a8 to the healthiness of the
volune of speculation. The bull market which ehavescheriged
this optinism continued wntil the latter part of October
when the exchanges were sShaken by an extreme panie.  Friday,

October 25, 18989 the §lohe reported the turmoll of the day

before, l.e. "Black Thursday¥ in the benner headlines ®Speculw
ators shaken in Wild Day of Panie®. On the New York Ezxchunge,
13 million shares representing slwost 1000 issues changed
hands, and many thoussnds of sccounts were wiped outs The
Canadian Fress reporied that the forced selling, a8 a vesult
of New York losses, led to a neay panle in Moantreal with sales
of B82,521 shares at losses ranglng from 1-85 points.

But the end was not yet in sight; on MHonday, Octobey
£9, a new wave of panic hit Hew Jork with a vesultant turnover
of 16,410,000 shares and a combined zctivily on the Hontreal
exchanges of some 730,000 shares. By the end of the day, a8

an indication of the overloading of the facilities of the



44
sxchanges,; the New York ticker was 89 milnutes late, and
the tape record from the New York Curb Market wes 183 min-
utes behind the transacltlons on the flag? of the exchange.
However, from the twenty-ninth of ﬁsﬁ&b@% untll
November thirteenth, there was a substantial rally. A&fter
the latter date came an slmost complele collapse, @iﬁh‘ia
further signsg of really, and with general weasiness and fears
In order to maintain the solvency of many Cang-~
dian brokers, some members of the exchanges eonsulted with
the heads of the banks and 1t was agreed that the banks wﬁﬁiﬁ
reduce the mmount demanded as collateral to 15% on stocks
of & wvalue of $30 and to $10 a share on stocks of & value
below that amount, as compared to 85% lmmediately after the
crash, and 40% in the previous months. After this action
had been taken, some measure of confidence appeared, and

the panic had run its destructive course.

Several factors are of imporbtance in any conside
eration of the vanic and its alftermath. One of these is

reported as follows in the Canadian Annual Revii

A rather wwsual festure of the 1829 crash in
both counbries USA and Csnade ...®as that the vast
majority of what weve known as the "hig? investors
and speculators were czught in the sudden downe
ward plunge of the market, before - as is usual
after a bull market « they had had time to distri-
bute thelr holdings, realize their profits; and
get out of the market ﬁ@my@rgfily@l

& second characteristle, peculisr to this crisis, was the
fact that the market prlces of stocks continued to rise fory
months after business activity had passed its peak. This

seens to bhe evidence of the faet that the exchanges and the

LcaRr 1929-80, p. £10.
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Vpen tie annoumeenent wss nade, Lne governing Coe
aittees of both the Hontresl Stock Excnange and the Torvonto
Stock Exchange, and the uajor benking interesits met on Sunday,

Bept. 80, 19&) and decided taese institutions open, bab

&t wrices helow

ruled Lonat no teanssctlons

that ab wiieh the security closed in faoe we PTEVious. 4

gayvsbam of minigm sared, recalling the vegu-

lations of the first wavr, reasining on soaz issues until tae
wsiddle of 183&8. Souorbt-selling was Torbidden.

On Sestembsr 21, (the msyugy}é tiie Canadizn dollar,
which had been at war for years ieli to a 64% discounts
Tuesdayy, the Canadian dollar was selling as low as B89¢ in terus
of American currency. Before December tue dollar was at a
giscount of more tnan 20%. 45 3 result of tals sudden cihange
in the intevnational position of Cansdian curvency, tuere
oeourred @ series of fsilures suong Houbtresl brokers. Un
Oetober 5 and 6, McDougell and Cowsns (the largest fivs in
Canada) and Greenshields and Cowmpany 1&&&'&55@5ﬁ&@ﬁ§55 and
were suspendad from the excnange.

The caus: suggested was the calling of loans by United
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States instl money nad been obitained hefore
tne smonetary orisgis. There was conslderable selling of Cane
adian gecurities as a result of toe uncertain internstional

situatio ﬁ, and these failures caus d a furiner price slump. Toe

1‘ﬁgrtm“&ll;ﬂg wes prohibited on tue NYSE also. The
London excnange closed for taree &%ywé as 4id hae otner cons
tinental exch ggfwg exceslt the Paris Bourse.
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1985 by tne Price Spresds Comnission (see below) .
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tie establisiment of g speciaed beguritic

the proscsed Federal Trede & Industry Cos
neglected idea of the Commission). Tue
Board wers listed as followss

a) To review and investigete tue easitel struel
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roorated under btie Dominion Conomy

Act and desiriang to issue sitock Lo bhe auhlic.

horids ar stoek after
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srososed issue

{‘I“

ass been veeeived znd sliowed to mske

reference to that fect in iis sdveriising.
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Tie general tenor of the report is sum
sentencer ¥lhe woole trend of law should be towsrds
the ﬁaﬁaga?s and directors In a btrustee capaeity, with
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Generally, tae Reuort <id

Tm s - 2 vy 5 [ R - S Ty sa b S
the way in waleh the existing instl

to Royal {vmaissions, few of tue ro

Under tne pressuve of such opinions,; nowever, the
aariet was prepared to elesn it own nouse to some extent,

Typical of the trend to effective self-government was the

2

seriss of regulsations reported by Bergitihon concerning the
Bontreal Stoek Excnange Tor the period. In 1332, the members
began to be refuired to resort montoaly on tusly collateral

3R

DOPTOWINgSa g&;teﬂﬂ“r 198% say the intreduction of ainioum

margin rules. The year 1854 was noteble For the cintmen

by the sxerangs, of a consulting auvditor and the iancorsc

bion of

men and e Governing

rules on advertising by

menbers were made more striogent. How muen tnese wessures
aided in bthe regovery of activity is dlfiic aln'us estimate.

i

seums fair to say, though, that they did eontribute sub-

foed
[

stantiallyriﬁ the revivael of confidence in the exchanged.
Of dnterest is the development, in 18985, by tne

Dominion, through the Bank of Canada, of the use of three-

montas Treasury Bills., Toey hind been used experiamentally

in 1834 to provide s pegns of obdaining iUQhu bhetyeen the bme

g...u
]

the fiscal yesr began and the new inflow of tax revenue.
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An indication of the effieclency of bie new central banik, and
the success of its polley af lowering iantereszlt robtos 1s tue
fall in the rates on thes: bills from 2.85% for tae Ffirst

gxseripentsl issue 1n 1834 to 74 2t the snd of 1838,

Whille there was emphasis on low interest rates, botl
to ease tae burden of government debt and to sitlmulate prlvate
investuent, tioe bond market of 1935 showed s distincet contrast
to tue high urices paid in 19343 verious Fucbors coubined to

make 1t ¥ tknin end nervous®.  Sopme of thoese factors are as

Fivst, and ;robably most di urbing, was the powep-
contraet legislation wulch repudliated ceriain. agressenis hew-
tgeen tae Ontarde goverpment and Yuebee public utility compans
les, This eclash led to a fall in the price of the bonds of

the companles and the Ontario government. &5 & rebuke Lo tae

gﬁﬁu?ﬁgéﬁi = and using tactloes resminiscent of the activity of

the London investors in the pre-l8ld geriod = tihe dealeprs faile

s,

ed to submlt tenders for a8 815 million Onitario issue The

»

77 4

government Lhen a%;e?@n %gﬁgﬁﬁﬁﬁﬁﬂﬁ in 2%-2 3/ 4 vesvr and &4

payr barough the Onturio Bavings 0ffices.

"y

g2 s o 60 P
& WEE BUDe

ieview resorted thet this isa

© o budts

seribed largely by institutional end gold-sining interesis.
& second upsctiting feature was the sroposal by Ge G

HeGeer, Mayor of Vancouver, that a 50% cut be made in inter-

est uyments on bhe eityts funded debt. Tals sroposal wos

never acted upon, buit the injuricus effeelt can well be imagined.
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Qinilarlyg the victory of tihe Social Credit party in Alberta
and a serious crop failure Sﬁﬁﬁﬂé sred thae securities of the
wesbern provinces and munieipalities,

Of particular lmportance was a widespread misunder~
standing of & pre~ election speech by Benuelt which seened Lo
imply (altﬂ&ugh this was denied) that tie Dominion would force
conversion of 1bts bonds to lower rates of interest. 1t »as
tne noraal system of eall and conversion wilen seens to ave
been advoeated by Mr. Bennetl, asltaough the stalenent wade

as anbiguous. Frices did not rvecover until late in 1836,
and thwen beecause of an assumzulation of ldle funds and & rising
coniidence,.

The jprovincial bond mavkel was deslt & vicious blow

Wiien L¢e fears about boeial Credit solicies proved justified.
Alberts defaulied two issues ab mabturitys égsaéﬁsﬂﬁa 6% bonds

$
due A pril 1, 1936 and $1,102,000 6% bonds due Hovesber 1 of
that year. A furiher snnouncement was mmde in Hay 1858 tnat
only 50% would be .aid on all goverament obligations. These
defaunlbs cauwe after Aberhart had r@fasﬁg 0 accest financial

<

sssistance from the Douninion Govermasent on tne teros suggested

by them, since he Telt these teras pave toe Dowminion consider-

able contrel over the finances of the urovince.

aAfter all this, 1937 hed an aus.iclous beginning
onn the exeranges, walch was reversed by the bursting of the

#inflation bubble® in the Unitad bistes, There was some re-
covery toward the end of 1988, The markel was gulel, and the

goulative intervesitis were extresely wary of tas activity of
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the government, in view of the tightening of the various Se-
curities Acts. In Ontario, for example, the powers of the
Securities? Commission were widened considerably, and made
retroactive. There was vigorous protest by the Conservative
opposition, since it was Premier Hepburn's avowed intention
of investigating certain companies with which Conservative
Arthur Meigbn was connscted during his service with the Hy<
dro-Electric Power Commlssion. Sueh actions are indicative,
in some degree, of the esse with which matters concerning
securities and the capitsl markel can be subverted by polit-
ical considerationd.

Similar amendments to the British Columbla Secur-
ities &e%l nrovided incressing control in an effort "o maln~
tain confidence in the lnvestment market.® Awmong the changes
were the following provisions: (1) the company must inform
the Securities Board of any chenge in its basic status (such
as failure to strike expected ore bodies); (2) stock sales~
men were prohibited from canvassing residents elther by tele-
phone or in person. {(3) Convictlion of fraud in securities
ecarries a penalty of a $285,000 fine and 6~m§nth$¥.i@§risana
ment. (4) The government is empowered to publish a corrected
version of any false information given by a coupany« (5) The
government can halt the sele of any security on the exchanges
oy outside them. {(6) Brokers must submit to a government audit
at any time. Certainly such provisions are indicative of

stricter coutrol than in some of the other provineces, and much

loar 198738, p. 502,
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of the present conflict and controversy arises from such
differing standards of regulation.

The bond markets In the last years of peace were
characterized by a searclity of ne¥ issues and an inereasing
demand for securities as funds [led from the growing menace
of war in Furope. The interest rate remalned low, therefore,
and a wide differvential appeared bDebtween the yield on short -
and long~term bonds, probably as a result of the cloudy inter-
national horizon. The stock markets, too, had been discount«
ing war for many months, and prices were atl depressed levels,

The period was one of self-financing for ﬁaﬁéda;
maturing issues of the Dominion payable elsewhere were grad-
ually replaced by issues payable within the country. This
had a favourable influence on the rate of exchange of the
Cangdian dellar in foreiszn markets at a time when export mar-
kets for goods were very restricted by nationglistic tenden~
cies in various foreign countriesy &s well as the growing in-
ternational political ftension in Burope and Asis.

Then in August 1332, the lomg wall came to an end,
and the axe of war fell again for the seeond time in an event-

ful quarter~ceniury.



Chapter 111

THE STRUCTURE ARD PFUHCTIONS OF THE HARKET
The ¥arket as a wioles is La?iﬁgtaﬁ, in ils coumpreben~
The Flow of Hesources.

give study of the English Capi-
tal Market has quite correcily pointed out it is the distri~
bution of resources between present and fubture uses which is
of basic importance.t However, insofar as the securities mar-
ket is concerned in the process of capital formation, it is
invelved with the movement of money and claims, and not par-
ticularly with the underlying movement of productive resources
controlled by this money-flow.

The abstraction of the monetary aspects of the pro-
cess from the "resl? economic aspects is inclined to be zogi-
ally dangerous. For example, the Report of the Price 8Spreads
Commission made numerous refevences to flotations of securi~
ties and consolidations in industry wialch ﬁa not appzear to
have been econouically justifiable, but which were primarily
designed to provide the Dealer with the procesds gf a cleve

manipulation. Bub wmore of this as the snalysis is developed.

lF‘ Lavington, The Fneglist
Methuen & Co. Ltd., 1929}, p. 65.

62
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Generally, the function of the capltal market is to
ensure the effective channelling of the community's savings
into investment. At one end of tie chaln of activity ian the
market iz the community as an aggregate éf individusls in
tihedr roles as consumers of goods and services, and as regei-
vers of income in the various forms of wages, rent, interesti,
and profits.

At tne other end of the process is that part of the
community which is engaged in secking out new possibilitles
for srofit through production, elther to satisfly s demand which
exists, or through guessing correctly that if such-sznd-such an
article is produced, s demend for it will appear which will
e sufficiently strong to make that production profitable.
Freguently, of course, new invesitment changes not the direct-
ion of production,; bubt rather the t@eéﬁ@lagizal,framﬁwarkAiﬁ
wihich the exiating‘gamglﬁx of goods and services is created.

The market for securities ig designed to zell to
the community sbares in the profits of these innovatlons and
expansions in return for an advance of & glven sun of money,.
The traditional theory of the supsly and demand for loanable
funds indieates that the rate of inferest acts as the ecuating
wrice in the market. This eguating mochanism nas heen, in ny
opinion, grossly over-rated., 1t 18 true that toe bond market
way be judged gquite readily by the raie of interest. But
tne issue of stocks of all sorits, and sahgeguéﬁﬁ trade in
them can hardly be reduced to such a concept. While the

purchagseyr of coumon stock may consider yield in the form of
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the relationshlp hetween sarnings (Gf dividends) and prices,
it is certainly foolishly precise to congider such transsace
lons as closely regulated by changes in an interest rate.
Horeover, the evidence seoems bto indicate that 1t is not the
rate of ?éﬁﬁ?ﬁiﬁﬁiﬁﬁg in the past, has atiracted either the
savings of the "little man® or the funds of the professional
speculator, but rather profits arising from a swift increase
in eapital values.

To the extent, then, that the merket has been divor-
ced from the underlying process of diverting resources to cap~
ital formation, it is not folfilling its proper funection.
Typical of this separation is the attitude so freguently

=

spoken of in the finencial press as ¥dealing in prices, not
values®. To the economist, this @hrgéﬁ has a strange sounds
for what ig price, if not value? Value, in the latter sense,
ig the worth of the share as a fracticnal clainm In ownership
of the firm. "Pirice® 1s rather the worth of the share, for
itsell alone, as 8 security in the markel at a glven wmoment;
and this price may be ghly distantly related to ths worth

of the firm. %o a certain extent, this abstraction is the
regult of the existence of the organized exchenges. 1t has
been sugiested that the ligquidity afforded tihe investior by the
working of the exchenges has lowered the nayment necessary to
compensate for difficulty of disposing of his holdings. This

iz gulte true, It is also true, wfortunstely, that tais ligui-
gity leads to more irresponslbility and sarelﬁssness.@n tiae

part of the investors. Tae investor who knows thaet he will
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have to keep hls shares come belly high water, or veceiversihip
will be mores inclined teo invesiigate thoroughly than he who
knows that it is possible to dispose of his holdings at tue
first sign of trouble.

At this point, the complexily of the whole savings-
investment problem becomes spparent. The Iunds used by the
market may come from current savings, from the creation of
new money {(an inevease in ), or from net 2ishoarding (an ine
crease in V). Tne aceepted theory of loanasble funds sets up
1

a supply scnedunle on this basis. 8 is the supply of losnable

% 7 Terf < MAES Funds from volunlary savings.
\ 3 - . -
\\\ /// ¥ is the inerease in cash 28 a

\\ // result of eredit expansion. I

\\\ is the lnvestament demand for
¢ lognable Tunds. H 15 net hoard-
/Zc“ ing, also a demand for loanable
/// H funds. If net dishoarding ex—
5 S u f ists, it will naturally show in
DEMAND FOR, ~SUPPLY OF LOANRBLE FUNDS _
Chart 5 this diagram a$ an increase in .

the supply of loanable funds. The rate of interest, squating
the demand and supply in total is determined at point P. 4s
we have indicated, this analysis seems to put undue weight on
the interest rate as a price., MNorveover, it gives po idea of

the process of capital formation. It also seems to give a

false jmpression of stability in the market, although it is

lg, H., Based on Halm, Honetsry Theory, (Philadelphies
The Blakiston Company, 1946), p. 227-0.
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alﬁayé carefully pointed out that these curves are consbantly
changing position and shape.

In the series of diagrams below we nave attempted
to iliustrate some of this lustebility with regavrd to the
stoek market section of the capiial market. It is common know-
ledge that at low price levels, general demand for securities
is small., &t higoer {and rising) prices this demand vapidly
zrows stronger - &s a result of more speculators entering the
market, Thus,; on the assumption of general optimlism as to

prices (a bull market), the demand curve over a significant

43
533

range will slope poward and to the right, Similarly, the en-

brepreneur will offer more and more securities at levels whieh
ensure @ good price, as will present security holders. Hence

the supply eurve also slopes upward in the normal waya.

//D Case I (at the left) indicates

& position where prices tend to

an eguilibriws, assuming no
changes in the curves. Case 11

(below left) indicabes no tend-

SHARES ency toward an sguliibrium, ev-
)56 en though the curves 4o not

change. Oase 111 indicates a
position for “explosive® vap-
istions. BHere any price except

F causes a rapid movement away

with no eguilibrium until the
CAse I SHARES ' '

curves nave snifted.

Chart €
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o CASE IIT
Chart 7
With such sitaaﬁiens possible in a large section of the mar-

kel it is diffieult to imagine an interest rate as an sguate
ing factor.

The following concepts may be of sssistance in
gulding our thinking on the orocess of ¢ capiltal formeation, Cer=
taln steps can generally be distinguished in this PrOCesss:

(2) Saving; the refraining from purchasing consumption
goods and services. |

(b) The act of foregoing cash liquidity by purchasing
securities.

() The receipt of cash by the entreprensur who has ise
suad the securities.

(d) The actual purchase of capital goods.
Only those transsctions which ?asult in the complete movement
through all four steps can properly ba galled investment. In
the diagrsm on the next page, such transactions are of the
type A~A. The markelt for existing securities includes only

the first two steps above, and thely converse acts - dige
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saving and a desire for liguldity - and is repressnted by the

transsetion B-B.
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motivated on one side by the return (the interest rate?), the
price of the particular sccurities,; the general level of the
market (both sctual and expected) and the expected profitabi-
1ity of the enterprise. On the supply side, funds for such
financing operations would be determined, at a glven level of
savings, by the strength of the desire for liguidity - Keynes?
liguidity prefevence.

It is thus concelivable, altbough unlikely, that
saving and filnancing may take place in the abssnce of the final
important movement by which the funds are transformed into
capital goods. MNoreover, it is possible that capital goods
may be produced in the absence of saving, ﬁﬁréagh an increase
in ¥, or through dishoarding to provide funds. The first
situation may well have occurred in 1889, when buginess ac-
tually fturned downward several months before the bull market
broke into the panilc.

To summarize: the pregent theory of capital forme
ation is inadeguate insofar as it explains many of the pheno-
mena of the capital markel. Sone gsssihlé situations have
been lndicated as evidence of this, and the process of capi-
tal formation bas been broken intoe saving, financing, and in~-
vestment to clarify the diverse functions of the new securities
market as compared to that in which existing securities are
traded.

Bearing this general analysis in mind, let us now

consider the various institublons themselves.
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The Underwriters - The In the sctivities of the Invest-
Investment Dealers

ment Dealer, we come to the

nerve-centre of the capltal market; snd of the ecapitalistic
system itself. It is primarily through his function that
‘whatever correlation which is to be developed bhetween the bor-
rowers and lenders of funds comes.  Yet 1t ghould not be thought
that all the Iﬁ?ﬁ%tﬁéﬂt Deslers carry on this important worke
The smaller firmg in the fisld are primarily merehanéiaers of
securities, mere distributers, §£>§§gﬁsa§ to the larger updere
writing and distributing houses.

_ Tie large Investment firm, having accepted an issue
of bonds or shares from a corporation, municipality or govern-
ment, 18 charged with the necessity, in its own interest, of
seeing that this ilssue is sold at a priece sufficlent to glve
nim a profit, The underwriting or insurance function, under
which the issulng body is guasranteed a certain amount is thas -
mixed and mergﬁé with the distributive function of the deal~
er, 1t may be justifiably avgued that the Investment Dealer
by acceplting an issue places himself in the pozition of guare
antor: he stakes his reputation and his future income on the
continued soundness of the issues he has distributed. While
this is true, it is also true that since the dealer is inter-
ested in his profit, he may be tempted ~ in times of optimism
~ to accept issues which normally he would reject, since he
realizes that such issues will be sbsorbed easily into the

buoyant wmarket. 48 Lavingbon statess
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There is not, therefore, an ldentity of prive

ate snd soecial int@fest in the work of the secur~

ities market; the natural soeclal safeguard does not

exist here as it does in the work of the banksg

hence much capital supplied...for negotiable seounr-

itlies..«15 partially or wholly lost.*
By this, of course, is mesnt the fact that in the activity
of the banks, the interests of the banker are identical with
 those of the depositor. The survival of the banker, as a
banker, depends dirvectly on his preservation of the funds ef‘
his depositors intact. The Tovestment Dealer has no suech dire
ect restraint. Al some points in the process , nls interests
are dlametrically opgosed to those of his customers, as his
is essentislly a fgelling® relationship to them. He may'be
more directly allied with the ilssuing corporation.

This close relationship between the investment deale
er and the corporation 1s characterlstic especlally of North
Anerican markets. As Hr. Jackman said, "In England many new
issues are actually distributed through treasury shares being
sold on the stock excnange and the proceeds going to the cred—
it of the @em;anyﬁﬁg In Canada, with the exception of ilsasues
of speculative mining shares, this is alwost never donej ihe
igsue iz speel 13 distributed through some investment house.
Tne North American system has the advantage of maintaining the
liasison between the originating organizations and the dealers,
making for gulcker issue and development, but this is achieved

only by sa@gificing a8 measure of protection to the purchaser.

lLavington, oue il p. 182,
ﬂ, R, Jackman, %"The Laﬁgwferm Gagstal Earﬁet“ in

Jg FQ Farﬁi R8O, (E@&)’ «“ IR e RAY : 3 ik At llialifl ©
ohlems Toronto: University of T@f&htﬁ Pres&; lE%G,;, g. 14
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Under the situstion which exists in the issue of a
gingle flotation of securities, the demsnd and supply curves
may show some interesting configurations. The quantity of
securities in the igssue is represented below by the vertical
straight line which meets the horizontal segment of ihe supply
curve at the underwriters' price. That is, the underwriter
will sell any amount of securities, up to the size of the issus,
at a price which is predetermined. Beyond that, though an In~
finitely high price be offered, no further supply of that lssue
is forthcoming. (The supuly curve is S-5t-811)

Demand for any one parbticulzr issue of securiities is

w?

glmost perfeetly slastiec in an active market. If the price

2]

asked by the underwriter-distributer is significantly sbove
the going price for similar securities, the amount taken will

deerease very rapidly. (Bee diagram.)

Chart @
PRICE
9 of
SHARES
2 ) gi
SUPPLY & DEHAND FOR A PARTICULAR ISSUX IN 88 ACTIVE HARRET
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This analysis also illvetretes in some degrse the diffiecult-
ies faced by the merchant of securities. If he should mis-
judge the market significantly {represented by the demand
curve Bl~E ) he may find the whole issue left on his hands.
If he misjudges the markelt (i.e. the demand) even slightly,
ag for the curve ﬂéwﬁg much of tﬁé issue may remain in hisg
posseasion, and he will be forved to rsduce the price or to
hold the remainder of the flotation wntil the géaéfal level
of the market rises. If e expects a deuand of Dz-Dg, he will
have estimated correctly. Contrariwise if e ssts his price
at 8-8%, and the market stands at Dﬁﬁ,ﬁ he will find his
issue snapped up, and the profit made in all §§@haﬁiliﬁy by
other interests. He will in effect have, cineated both nime

sell and the 1ssulng covporation.

Fedy
ki

The necessity for swift action in the igsnue of ze~
curities is thus underlined and emphasized, and part of the
resistance of dealers to government control may be explained
on this basis. The supply of any partieular issue is a com~
bination of a fixed guantity to bhe disposed of, and s {ixed
price. The demand, conversely, is extremely volatile, and
dependent in some measure upon externsl factors, This explan-
ation may also account for the tendency of the dealers, sSpec-
islly in speculatlve lssues where demand is unusually vaerisble,
to use high-pressure tactiecs to create a demand where one does

not naturally exist.
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In ane-seﬁsag we have been gstiing the sequence of
the analysis confused by consideration of the distributing
funetion of the Investment Dealer before we understand his
activity as an Moriginator¥. Ideally, he investigates the
reguests of enterprises for capital, accepting only those which
he believes to be economically sound. This 18 part of the
legitimste activity of the promoter, and to some degree it
is this confusion of function whieh has led to trouble in the
past, ¥It is this...funecticn which %he investment dealer can-
not sdeguately perforw &3 well as he might Csi@] so long as
he is forced into the position of gaining a living from the
competitive merchandising of securities, depending on volume
and turnover fopr his profit and having a very expenslve Over-
head to &ap§¢?tgﬁl ‘

In summary, thenm, the investmenl dealer wmay be
said to combine the economiec functicns of (1) selection of
enterprises, (2) insurance or underwriting, and (8) sale and
distribution »of securities. Such a combination seems o have
led te wnfortunate results, indliecated above.

The main eriticlsms of the Investment Dealers, a-
glde from this confusion of function are as follows:

{(a) Tae ordinary issue of shares or bhonds is not
open to smélle@ enterprises, Few issues of less than $300,000
are bandled, by reason of the cumbersome machinery whlch musgt
be put in motion to accommodate any issue.
(b) New and untried ventures ars also penalized

since they find difficulty in persuading underwriters to accept

liaxzkman} 2ps cit., p. 148,
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thelr issues, and since the fees denmanded are nigh.

{e) ®Wuat has been termed Muns suitable packaging® of secuw
ritiss. The large bond denominziions agyﬁe-ally e directed
toward the inatitutlonal buyers, greatly restrictlng thelr
attractiveness to the broad fisld of purchasers.

{8) The eritieisms of manipulations, misresresentation
and stock-watevring may be convenlently lumped togetber undey
the ﬁ;é&i 1z of Munsthieal practicel.

@
(&) Misdirection and overdevelopnent of resources

ag & result of bhonest errors of judgment arve also important.
- Buch conditions were found noticesbly in the pulp and paper

i@&

industry ab the end of the 1980's. 4s late as 1934, J. H, Gundy

in an sddress to the Invesbuent Dankers Assoclation salds
BThings of this sori have heen the cause of a greal many peonle
l@sing thelr money, and they are very diff gvizrtiﬂng& to stop,
because back in our minds we all have the old British tradi-
tienz 'Live, and let live, and devil take the aiaéﬁﬁst,*ﬁl

This atlitude 1z, at best, a feeble sort of ratiopalization

L)

for one of the wmajor weaknesses. 1t seems to indicate an ip-
rezponsibility of the system, & failure to aceount for ils
weakness in selseting issues. However, whetlier a povernment
board would nrove any more efficient in the long run leads us
into the vroblem of soclal and ecoponmle motivation snd to the

philosopnical implications of tie sveialist propossls.

“Pinancial Pest, June %0, 1934, (clx§§iag}
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Perhaps the nost sensible suggestion for the ipe-
nrovemnent of the parket in this ares of activilty comes {rom

those who suprort the eatablishuent of en organized bond exe-

change, similar to the exlsting stock exchanges. FPropozals

m

For such zn organiszaticn weps advenced, &S We Asve Seen, par-

ticularly &t the time when the markel was becalued

preggion. The Typleal positlion wasz stated

3 e - s R | o
exchanges be formed, with

o be listed, and salesn were Lo be coptrolled Ly the ede

change. hond prices syve influenced
by the falrnesa of the salesman, the ipvestment fimg, and the
degree of kneowledge possessed by the bayer. MNorsover, he
rointed out thet 1t is difficult, even for the dealer, to set
prices at which to offer securities, and that such difficult-
Cles would be removed by the price-reports from an exchange.

Be further Eaggegte& thaet the objlection to such &n ex-

erange would be 1ts interferente with the flow of answ lssues,

&

wwld under high pressures. It wmas polinted out that overs
priced issues wonld be left unsold 1Y sn exchangs were ©
ting, and the uhderwriter would have to shoulder hig resgons~

s$ibilitv. Wo longer could a densnd bhe Pgenerated? to ta?é an
issue out of his hends, and this would add comsiderably to fhe

Gifficnlties and hesards the unndevwriter must Taces

... : _
THELL®, PBond BExchanges for Investment Control¥,

ight, August 4, 1934, p. 17.
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Moreover, 1t was suggested that these excnanges
could control and regulate both the publicity c@ﬁgefﬁihg new
issues, which to-day is primarily selling literature and in-
clined to an optimistic outloock, a2nd the valuation of assets
{an importsnt guestion in bond purchases).

in effect, the article sdvocated the separation of
the~digt:ibuting and underwriting-originating functions, thus
following the English model closgely. It does seem strange that
tho efficient markets and machinery svaillable to existing se-
gurities could not be adapted to the extremely important pri-
mary market, tnus ensuring mﬁﬁh.mare of the desirved flexibility
inthe capitalistie system, and a more efficlent metnod of dise
tribution. It is not the intention of szueh proposals to re-
strict the operations of capitalism, but rather to retain its
-5@5t features by permitting its basie processes scope for acte
lons

Before proeseding to discuss the market for existing
séeuritias in the organized exchanges, it is well tﬁ.ﬁuméa?n
ize briefly the organizationsl met-up of a typical Investumemt
Dealerts ﬁffiee, The pringipal depariments are those for de-
livery, statistical analysis, terading and sales; along with
the originating or new business scetions, and the general aew
tivities of the partners in contactihg governmenis, indusiriles

and ﬁii&aﬁsgl

_,i_

Sse T. F. loore
1

: Blae Xovestwent BusinesstH,
al Post, May 28,

849, p. 14.
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The delivery department is in charge of the puys-

tcal movement of and clearing of the securitles, and for ac-

s

pounting for incoming and outgoing securities and casin. It 1s
f&ﬁ?@ﬂ&ibi% for deslipgs with tae ?areigﬁ EBzensnge Control
Board, transier btaxzes, insurance, call lﬁ&ﬁs and the other
mechanical tasks of the office.

The statistical department is rvesponsible for the
compllation eand analysis of 'iﬁaagzal statements, prepavation
oi prospectuses and similar materials, and somputation of bids
and tenders., In zddition, the depavbment arranges to obtain
information reguired by zelesmen and clients, analyses port-

follos, and studies and correlates other genmeral statistical

5

eries to market conditionms. This seetion also arranges Syn~

a8

icabes and other markeiing arrangements and combinations.
Tie trading deparviment is the heart of the invesitw
ment business. Heve are the telephone, teletyps, telegraph

»

and cable comnexions, Thls part of the office is in touch
with the markel conditions, and from it trading is carried on
both for elients, and for the firm's account. The work is ard-
wvous and exacting. ®lo be g succesaful trader rsg&irés an ex-
cellent memory for figures, the ability to make guick decis-
iong and the possession of & flexible mind alert to changes
in the market trend and observant of curreant financisal ﬁﬁwsfﬂi
The sales department is 1u charge of ths asctusl vis-
iting of olients and writliag of sales literature. 1ts iamportance

is migraficantly mentioned in this article advising the young
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man who 1s intending to enter the bond business as follows:
The years spent in the sales department are
an important part of his training -~ the majority
of ezxecutives in the bond business reach the top

through the sales deparimsnt, The maiority af
execultlives are producers of business.

The Secondary Markets It will not be necessary for us
The Btock Exchange

to consider in detall the techmical
aspects of the actlivity of the stock exchange, It is rather
ouy purpese to evaluate the position of the exchange in the
process of capital formations its direct functiens and its
efficlency.

Egonomically, the function of the exchange is to
provide liguidity for the individual helder of seeurities
through maintaining an active market in the shares listeds
Otherwise, the supply price of capiital would be considerably
higher than it is at present; for while any valuable propers
ty can be sold immedistely -~ if the price i3 low enough -~ that
is smell consoclation to the person who reguired funds for sharves
on short notice. Under the present systew, he can be sure of
selling in a reasonably wide narket and at a fairly acceplable
price.

Hence the exlstence of the organlzed exchanges, and
hence also the tendency of the larger exenanges to dominate
the market at the expense of the smaller ones, since by their
size they attract the investors and speculators, and slso since

they must attempt to maintain thelr position by restrichkion

l?,e_hﬁitr




on thé trading activities of their mém@ers outside the exchange
itself. The Canadian situstion is dominsted by the Toronto
and Montreal organiszations. The Winnipeg, Vancouver and Calw

gary orgenizations; established in 1803%; 1907 snd 1813 re-
L

!.

spectively are insignificent by comparison.
It nhas also been suggested that the relative leve
els of the market preovide an indication of and a gulde to the
most profitable distribution of new investment. If an indus~
tryls sggurities'r@maiﬁ at anraﬁnarm&lly depressed level over
a long period, relative to the market as a whole, few underw-
writers would feel optimistic about issuing stock for a firm
in thils business. Thus the market, st a given time, and over
a period provides a rough barometer of the relative levels
of business experience and expectation. Originally, specula-
tion in the market was a type which ailded this differential
valuation, since the speculator guessed that a stock was cal-
-liag at less them its Iintrinsic or investment worth. His pur~
chase of 1%, in order to profit when the price returned to nor-
wal, would have an eéailibr&ting effect itselfy and a soclally
desirable effect on the mark@t as a whole. -
However, a8 Moulton has pointed out, the stock
market has been used in recent years for speculation in a new
way which may not have such an effeet. That is, theve has been
speculation, not on the relative values of individual securlties,

but on the general swings of the market as a result of

;L,_,,i, .
The F - Post resorts the formationm of an
Bdmonton exchange unéer the stiﬁulas of the present oll boom.
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fluctustions in business activity. In this speculation,
much of the value of market pricing may be lest in the major
movenents. Buyers and gellers trading on tais basis accen-
tuate rather than mitigate the swings, sihce they fplile on®
gleefully in rising markets and withdrew (for the most part)
wnen a domntrend agg@&rs;l

The exchange provides & meeting place for brokers
for the buying and selling of securities, and it is ecuipped
to supply, swift, accurate information as to the price and
volume of transactions. I%t also sets up certain standards of
aisclosure for the securities whleh are listed for trading.
The world exchanges avre linked by wire Into one large market
for added efficiency, in trading and in ﬁhé—ée&muﬁiaa%iaﬁ
of information. '

Typically, the exchange 1s mevely an assocliation of
its members, and not a separste corporation. On the Hontreal
Stock Exchange, for oxample, seats may be obtained by election
and purchase.© XEfter the election, in which one negative vote
in five will prevent the applicant from obtalning the seat, he
has ten days in whieh to complete his purchases from one of
the members.

The government of the exchange (ESE} is centred in
the governing comnittee of slevens eight of whom are members

of the exchange, snd three who vepresent the wmembers? pariners,

€

“Bergithon, on. g¢ite Do 17 £f.
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The speclalized business of the exchangs is pun by a serlies

of sub-coumittess, sppointed from among the mewbers of the

governing commlite Suecn committees are the Comnmittee of
Arrengenents {Q?&fa%QLﬁg the auditops J; the Listing Committee;

the Admissions Committee and so on. In addition to these
groups, the hired staffl of the excnange functions under a

General Manager, himself responsible to the aleét@d govern-
OT3.

In the Montreal organisation, as in the other ex-
changes, Bergithon distinguished types of traders %E’b?ﬁkﬁ?3¢
The first, and most numerous type are the commission brokers,

take and ezecute grders for thelr clisnts at the regular
rates, The [loor brokers ave secondary agents who assiszst the
other menbers as required in the trading, receiving 1/10 of
the regular commisaion for this service. The "professionalsh
are traders for their own account, wusually large speculators.
These men come ¢lose Lo the sconomie wmodel of the professional
risk-taker. Lastly, and usually connected with the larger
firas are tﬁé arbitrage brokers, whose function is to carry
gut eqgualizing transactions %@t@&%ﬁ the various markets.

It may be asked what advantages, aside from the In-
creased liguidity, are to be gained by a corpovation inm hav—
ing its shares listed on one of the ovganlzed exchenges. 4s
we bave indlicated, it 18 some evidence to the informed inves-

tor that at least certalin mininum smounis of information have
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been reveasled and that nothing especially damaging has been
found. For example, the Hontreal Stock Exchange requires
wide éistfi%u%iaﬁ of the stoek, z sound financial position,
and mansgement of good repute., Horeover, in addition to give
ing this required data to the eXchange, tThe company nmust agree
to publish snnually a balance sheet, and statements of income
and surplus, spd to release and publish dividend news, and
information on bond interest, sllotments and rights.

The %eqaif:ﬁ@ﬁts for the Hontreal Curd MHarket are
similar but less stringent, sivnce this wmarket provided a wmar-
ket for disteibuting speeulstive issues, and is an intermed-
late step bpetween the highly regulated sxchanges and the un~
organized over- sﬁﬂéaaﬁtﬁr.aark%t wnere speculative or inactive
stock is traded. & listaﬁ stock has the advantages of enhanced
eollateral valus-—often s major consideration; and cerbain
amount of sdded prestige and advertising valus, both through
space given In newspapers to the reports of such firms and
in the use of the pudblic relations offices of the axehaﬁgé@

In aﬁéitiaﬁ to thelr economic funstions, the exchanges
have in recent years acgulred the additional duty of acting
a3 a regulatory body, by setting commission rates, by preventw
ing flebtitious sales, by guasrding against members' failure by
the surprise audit and investigation, by regulation of publice
ity, and in the case of the Toronto exchauge at least by re-
quiring separation of the brokerasge and mnderwriting fanctions
in members? firus. In this way 1t is hoped to maintaln bolh

the efficliency of and public respeet for the market.



84

The Investment Intermediariest - One of tne most lmportant
(a) Investment Trusts ) _
trends in the present-day

>

development of the capital market is the lncreaging institu~

tionalization widlch is spperent on the buying side of the market.

Particular evidence of this 1s the influence of the life and
genersal insurasnce companies, and the investment trust companies
in the mobilization of savings. Perhaps the place of the in-
vestnent trust holds most interest for this study.

| “he theory of the Investment Trust Company (to be
distinguished from the Trust Company, more imporitant in its
fiduciary capacity) 1s in genersl quite simple. It is an atw
vempt o provide diversification for the small investor, snd
7§X§%fﬁ managenent for those whwo are wnable to afford the ser-
viges of professional eounsel. It is, in effeect; co-operative
investment. As a form of business, the Investment Trust ap-
peared in England in the 18607s primarily to provide a means
of investing in & variety of high-grade foreign securities
with which the individual investor could not make bimself suf-
Ticiently fauniliar. By using this device, the grester yield
available on such stocks and bonds could be more saslly obe
tained. For gany years, these trusts were guite successful,
but from 1886 to 1891 their numbers grew at an unprecedented
rate, and many were weakened by belng forced to buy second-
rate securities. Otpers adopted the dangerous practise of
enpbasized the profiis waleh they were making on paper as the
prices of thelr holdings rose, cne of the faults which later

digeredited smerican trustse.
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Betwesn 1880 and 1894, a period of strain and stress
shook the London market and many of the investment companies
went under., After this time, a perlod of comsolidation, the
trusts went forwsyd on a more conservative bzsis. Profits on
trading were set aside to cover future losses, and only inter-
est and dividend income wag vald out te the owners.

The form was practically non-~existent in North fuerica

intil the 1956¥m§ woen it grew guickly under the Influence
of the bull merket. Here the old difficulties arose againe.
The aim of the fmeriecsn trusts was primsrily ecapital &aiag
their earnings weve thesrefovre prinelpelly "proflt on the
sale of securities®., Such c@ﬁz4 nies ég well in & vising marke
et, but it is elear th@t they will come to grlef in time of
collapse - as many 414, so that the Invesitment Company was
ﬁid&ly distrusted during the 18301s.

The Investment Trusts can be differentiated on the
pasis of type; taere are radieally ﬁiffe?iﬁg forms, General-
1y, they are either open-end or closed-end trusts; these in
turn may be either management trusits (on which the portfolio
changes) or fixed trusts. Moreover, a trust may be & "speci-
alty? trust (eoncentrating on a pesrtieular type of Sé&&ritieﬁ
such as pulp and paper) or a general Prust. The Investment
Trust must be clearly distinguished from the T"Holding CompanyW,
which it reseanbles In form. Ideally, the Investment Trust alws
for wide diversification of 1ts holdings; not contrel almed

for in the activity of the holding company.
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The closed-end types - gommon in the 1880%s ~ do

not buy and sell thelr own shares continually Yo provide 1i-

$

guldity. The price of thwelir securities is determingd by the

bel
4]
fw

ppen market. Usually, suech securiiles sell at s discount
from tinely asselt velues. In effect, these organizations are
ordinary corporations whose sole assels are elthner a fixed
or variable list of sg@awiﬁieéé bonds, preferred or common
8Lock.

The open~-end trusts, the more popular form to-day,
have great possibllities in the future develepment of the
cottalist eéaagayg to ny way of thinking. Thesce truats may
Eé elther nansgemant trusts or fixed btrusts., but th%y are
most afben of the forner type. Thelr most significant feature
is thet they are self-liquidating, They buy and sell tueir own
securities at fixzed prices, hased upon the current market value
afvﬁae underlying shares whieh provide the assets of the trust.
Tﬁéﬁ& prices are @haageé regularly as the assed values change.
Tae trust shares are not listed, as the trust itsell under-
takes to provide a parket fovr the 3har@sﬁv Tnls type of ine
stitution is not common 1n Canada, where most of the existing
conpanies are management trusts of the cloused-end tyre dating
fromthe 1985-30 period., In the United States, the Massachusebts
1&?&3@@?5 Trust (MIT) is the elassic exanple of {he opene~end FoTH.

At present, ss in all pericds of prosperity the

trusts ave enjoying 2 boom, for a number of ressons.

“yinanoiul Pest, August 27, 1949, p. 8.




Tirst, with Improved managesment in the newer brusis, brokers
and deslers can vecosmend them with few reservations; Hore-
over, since thelr shareg ave norually low-priced,; they are

ann emanple of Ysecupity packaging® sultable to the smaller

investors! needs, BRegular purchsse of investment trust shares
is thus easzy. Moreover, the accounts so ilnvested get expert

attention at low cost, almost egulivalent to that of an Invesls

4

"

ent Counsel. (Bormally, it is nol worthwhile For the invest-

2

ment counsel to take accoumts of much less than $85,000.)

.

The potentislities of the Open-~end trush lis prin-

i

cinally in thelr use in edueating people who normally do not

o

invest thelr savings in anything more risky than g government
bond. In the United Btates, for cxample, 1t is estimated

that only sbout 4 of 1 vercent of the population ave share-
holders in corporations. "Fifteen years ago, stockholders
outnumbered trade aai&m mewhers two-to-one but do~day the pics
ture is just reversed ~- wnlon meubers outnnmber stoekholders
t@mat&wanewﬁl The small invesltor hasz bheen bé&l} used by the
parket in the past., In a sygtam of properly menaged invesbment
trusts, seeking out the best investmenits in both new and es-
tablished enterprises, and properly divorced from both toe

2

(s s . . 2 .. : -
corporations and the issuing novges, ware 18 4 poSsidle source

o o R ,
Financial Post, September 10, 1849, p. 18.
“)

The League of Boelal Reconstruction, remembering
the finaneial fisseo of the early 1880%'s writes as follows in
Soeial Ple 1. for Canada; "Tne formation of investment
f g bS5 A S Qé&lﬁ&ﬁiﬁl mathod of selling otherwise unsaleable
securities to the publie.® (p. B10).
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of protection; ®ihe trade union® of the small investor. Buch
unions would be strong encugh to mateh In power, and o

on egual teras with, the issulny lnvestment dealevs, and ifhe

corpoarations. 1t 13 concelivable taalb prog:
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ment trusts wlll provide one of tae means wherseby tae much~
touted shortage of risk cazital may be alleviated. IHowever,
more of thsei guestion in due tine.
The Investment Intermediaries: Porhaps the most signifis-

{(v) Tone Iusurance Companies

cant form of institutional
investment in the wodern Csnadian capital market is that prow-
vided by the combined activities of the Life, General & Fire
insarance companies. It is reporbed that in 1848 there weve
four and a half willion 1life assursnee polieyuolders in Canada,
with total life assurance in force of $l&.1 Billion. Supsort
for this huge amount req uires about $8.75 million to be paid
as premiums yearly. The huge growth is best appreciated when
it is consldered that in 1900 the total insurance in fﬁéé& wAS
248) million {$81 per capita) compared to the total Lo~day which
smounts to $1040 per capita.*

Insurance in Csnadsa has been very well managed and con-
trolled. HNo one bas ever lost a dollar through failure of a com~
pany to meet its contractual obligastions. This has been accom=—
plished by responsible manageument, and strict investment regul-
ations, which arese prineipally out of the work of the Royal
Commission noted eavlier.

Under the Canadian and E?ltlsh Insurance Companies

Act, certain general classes of investment may be made. In

1 Post, April 2y 1949, p. 17.
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view of the importance of this investment in the capital
market, it 1s well to summerize the fields avallables

Fipst, povernment s%@ﬁritieg of any country in
which the ecountry carries on business; Doamlnion, provineilal
or municipal securities and thelr guaranteed securities.
Corporation bonds which are fully sesﬁreﬁ by real estate or
equipment are also eligible for investment. Debentures (une

seeured promises to pay) of corporations may be purchased

in companies whieh have pald interest for 10 years, and coumon
stock dividends for at least five vears.

Preferred stocks which have paid dividends for at
laasb five yeavrs are also eligible. If thé issue 1s new, it
is eligible if dividends have been paid on the common for the
£ive year pericd. Common stock is eligible if $4 (on no pay)
or 4% on par stoeck has been paid for at least seven years.
The insurance company may not purchase more than 30% of the
gstock of any corporation. {(This is %o prevent the insurance
companies fr&m coming into active eonitrel of enterprises avross
the country.) Common stocks may not comprise more then 13% of
the companyls assels.

Life insurance companies canunol own shares in other

i

B

1ife insurance coupanies. Morbgsges may be baken on
estate up to 60% of the value of such real estale. BReul s~
tate may be acquived for unead office use, or as a result of
forselosure. Loans may be made on the security of the cow~
panies? own yuliciew*l

| These restriciions nabe besn moedified by tne intro-

duction of the ameﬁdmeﬁt affectionately known as the Pbasket

L , , _
Bused on McEachern, gp. £ib., p. 844-3,
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clause®, This enables the companies to invest up to 5% of
thely assets in a veriely of otherwlde forbidden items, such
&5 revenue~producing real estete; revenue bonds of publie bod-

es end more risky (or technically imeligible) corporate se-

rJn
{{}

- A3 k-4 s
urities.

£

The basic problems of iunsurance investuent have
been summerized as (1) safety of principal (8) diversification
(3} s ligquidity (4} the nlghest return possible, consistent
withh the other regquirenents. Perhaps the wost vexing problem
in recent experience bhas been the long, steady fall in the
gross interest ratess: from about 6.28% in 1025 %o ga@etniag
mder 5.68 in 1948. With this fall in rates, the companies
nave beon foreed to turn more toward the squity securities o
maintein their coapetltive positicn. If properly menaged, this

will probably prove to he valusble, since more fundg will be
¥

1":5'

released for risk eapltal ventures. The necessity for such
2etlvity has been rscogulged, but until rcten&““ ouly the
Sun Life meintained whal was an Yuserthodox? investument pol-
iey by heavy eguity investment. Typical of recent opinion
is that of G.G. Ryan (former President of the Investment Deal-
ers)§
It is nay ne arsopal bellefl that 1f these savings
are to be put to their ant,uae, & broadsening of the
field of imstituiticnal investuent, aﬂ&} in 3nrt$§giar;
a more extensive investment in promising common stocks
of Canadian corpovations are essential {sic).®
With btuls consideration of the mosi lmportent in-

NETEl SOnSid-e

L6

atitusional iuavesbors, we way burn to a nore
¥ & &

o
eration of the problews arising frowm this institutionzlization.

yot, June 285, 1949} De 1B
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Fipst, insofar as life insurasnce has inerezsed in iuw EpOrtance,
the savings pattern has been made more rigid; for many people
consider life insurance expense &s a current edoense, a cost
and not savings at all. "Whereas the total of obusr forms
of perzsonal savings 1s one of the most unstable and volatile
elements iu the economy, life assurance savings are auong
the most steble beecause of the long-tera nabure of the con~
traetsgﬁl This mey provide z source of real councern ln the

» -

economic patberny for wmmaburzl rigidilty snywhere can do much
oreover, there nas been a significant increase in
the Winvoluntary savings® effected througn retained earnings
of corporations, uwnemploynent iunsurunce schemes and the likég.
While this form of foreed savings is not new, toe nroportion
of earnings retalned is subsequenily grester than farﬁéﬁlyﬁﬁg
As a result of the apvarent effects of both income
and sucecession baxation, in securing more equitsble distribution
of income, we can foresee Thalt wore ol the savings are golng
to come froa institutions to the market. Unfortunsitely, banks,
insurance companies, trust companies and governnent asgencles
have the nabit of investing in debt, not equity. Thiz has been
the effect of producing & dispropoviionately nighn dividend yield
relative to tne interest rete, a festure of existing conditions
in the United States.
Little effort is needed to incresse the eguity nolde

-

ings in existing coumvaniesy the resl gproblem lies in financing

.. . L
"Finan Posk, May 21, 1949, p. 26. (Digest of address
of Bir George Ba ?St@w to annual meeting of Prudential Assurance Co.)

®Ihid, p. 2l.



92
new, small coupanies in o capital market dominated ﬁy instie

tutional buvers. OSome steps have been taken i

getion by granting tax reliel to these small
how far the ordinary institutional investor can be expected 1o
go in providing this esulty capital iz stilil an open guestion,
Certainly it is not his normel function., For this reason, it

is possible that the investment trusts may be able to £ill the
gap le$a as the "gaplitalistice® individusl investor declines

in iwmportance.

Probably much of the problem 1s psychological, & vef-
lection of the desirve for Wsecurity® sgbfevalaﬁt in an wnsetl-
ling age. It is a fact, nowever, that in en advancing economy
everybody can't have secure investwents. Thus, i we have
iestroyed our class of risk-besvers 1t is coneceivable that we
way have to create a new class, or a new institution to fulfil
tihis funetion in the ee@a@ﬁy;

The Investument Intermediaries 0f little importance on
(¢) The Investment Counsel ,

the Cansdian seene ig the
group of professional men who give actual advice on invests
ment procedure; buying and selling. For thelr service, they
charge thelir elients s Tee, which MeEzchern indicates is usually
less than 1%. OFf necessity, the number of clients which can
be served is small, and & wman of great ability is needed, In

4

view of their linsited value to large wccounts alone, tols type
of interpedlary does not seem to warrant an important lace
in the markelt, especially as institutionalization and egualize

ation conbtinue.
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The Investment Inltevnediaries The prineipal function of
{d) The Trust Companies

iﬁ@s% institutions has Leen
to lend money on the security of first sortgages. The funds
which enable this activity to be carrvied on are derived from
tiie stockihoelders, Irom saviangs deposits, and frow the sale
of é@h@ﬂbﬁpﬁbﬁ Jet they are by no mesns aserely movigage come-

paniesy and iﬁ recent vears there has been an Lagsorbsnt trend

to expansion of thege "deparbment stores s1l of the financial

Resides tuils function, they aet as trushbess, execs
utors, or adalnistvators of esiates; and Lhey have an expand-

ing business as financlel agents for lndividuals, wuniclp-

alities and corporatlons. Iin the last case, thelr brancues in

2

stock exchange gities nave very luportant transfer de

artments

for registering the 5tggkh@léé?% of the corporstions.

As with the Iinsurance coumpanles, thelr lnvestment
nroblens have been intensified by the long-term é@ﬂliﬂé in
interest retes. However, specialized invesioent derartuents
have grown up to secure a mazximization of safety end yield,
The investuments of trustees are restriclted in the directlon
of nigh~grade bonds even more navrowly than those of the in-
surance companies. This ls, of course, one of the fovemost
dangers of an iﬁﬁtitﬁtivﬁ*li'eﬁ narket.

The corporate trust business = where Lhe company
acts as trustee for an issue of bonds or debentures is of on-

ly indirect impoviance to the es.ital sarkelt; yet tals device

1

AN

Ashley, QbD~ £it.; p. 683 citing Houlton, 9p. i, D.3

&7
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has allowed efficlent use of morigage bonds by the usrket.
Of wmore spectaculer ilumportance is the function of the tﬁust@»
ee in ths case of default, when it is responsible for protect-
ing the bondnolders. ﬁagéaﬁ%lls weriting in Perkinsonts

sxlroblens, has an lngenious wmetaphor to

deseribe this functiong

To use medieal berms, the trustee having acted
as pidwife wien the issue was created, now thal the
patient is 11l finds itsell ecallied upon to discharge
the function of 8 physlclan. I the patient hus an
incurable malady it say be that the trustee will
have to discharge the duby of undertaker.l

The largest Canadizn Trast co moesnies are the Royal Trust,
the Hontreal Trust, the Natlonal Trust, toe Torunto General
Trusts, the Genersl Trust of Canada, snd the Cansda Trust Co.
Several of these are reportedly comeebed witn the chzrtered

banks. The esseis of eachn of the largest approsch %1 billion,

Thne Investuoent Intermedisries Classically, the commers
(&) The Place of the Chartered
Banks. ‘ cial banks bave no Hudl

ness in the affairs of the capital markﬁt§ their fonetion hee
ing to provide the working capital of tue nation. During the
war years, however, and duving the éeg?&ssiaﬁ; the cortfolios

of the banks were intreasingly filled with government snd

other securities. The bankshave also entered tue ea-ital market
te provide short-term credidt io t;e dealers and underwrilters,

on the security of the issue involved. Brokers! loans (ror

- k)

margin hhymﬁg} wave declined in importence since 192 a8 have

i
J.M. Hacdonnell, "The Trust Company =nd the 1nv&ste?”§
in Parkinson, gg. git-, p. 188.
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commercial lozns in zenersl., Uouzles Gibson® atbri bubtes this

1

decline to the increasing importance ol ccf Wrshe savings, the

fae of bonds znd sharves snd toe esslier access o the canital

The Bank of Canada Inasgueh as 1% srovides one of

the neatest availeble summsries
of the activities of a centval bank, the »reanble to ithe Bank
of Canadsa 4ot 1s usually the oreanble to any discussion of it
This snslysils 1s no exeception; anerewiiiy, Uthe Presubles

14

Centbral

 fb

EP e en
Wnareas

Bank iﬁ Gan £ ! rreney in
the best interests of the R@ﬁg i . of the nagw
t?ﬁﬂg t& gontrol and proteet *“c ﬁ£~ﬁ nal vaiue of
tae natlonal sonebtary unlit and to ste by its
iafiuence fluctustions in & evel of 10w
ductlion, trafe; prilces and 50 far as
may be possible within the eta 24 wﬁtnﬁﬁ,

s and finzueial

and generally to promote tue i
welinre of the bazan&uﬂ¢gémw

Ingofar as the securities maritet 1s concerned, tuc Bauk of

Canada nas inporbance because of its open market operaltionss
buying and selling govermment bonds to econtyoel the prilce level
ofthose bonds (aud aence tne interest rate) and acting as fine-
ancial agent snd orviginator for new and refunding issues of
Dominion securities. It is in the bank that tae terms of

these f’ﬁ&!lﬁieﬁ are decided, anu 1t acts as ¢nled zgent,

iGibS@ﬁ, d. P, Wue Trend of Bank Loans and Invesiw
ments in Canada¥, in Parikinson, gg. il.s p. 156,

2455 Goorge-V, Chupber 43

(1954),
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The Bank of Canads must also usze
tagk of regulating the crodit base of the countryts %e@ﬂg&?

by ehanging the cash reserves of the chartered J&ﬁﬁﬁa.'lﬁ the
avgsence of & ﬁaasiﬁive short-tera poney mariet, tinis Tunction

is alzo cavried on by osen-marikel overations.

ma ke
Bafwe

the merked is thus seen to

2

ve very complex: 1t is buyer and geller in

and originator, wderwriter, distribultey and agent of the ig-

Indirect

2 B

tae bank has considerable effect on all

aobivitye The neces

m

8ity for wise wmanagement in the bank, end
for sound decisions on the part of the government (n detere
wining wnat the hank sinell do is thus underlined,

Ine PForelgn Exenange Control Board, 28 a #sction of

the bhank, also exerts great indluence on

-

te prevent, among other bhangs, a fiight of ca itel Irom the

counttry, the hoard Yas interfered widely in the ires jureisse

and sale of secuvrities on an international besis. During and

since Lthe wer tuere has besn eonsiderable eriticism of fne

boardts restrictions as discour to stock buyers abroad,

gapecially prossective Amevican purchsasers of Uanadisn securitie

ﬁf

the secondery narkel,
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¥hile tois may be truey; the Flnsnciald hes cointed out that

tae book value of Aserican investuent had

£

$500 willions from 1945-49 through direct inves!

porate reinvestment. Toe Post asks: MHow much smors diveet in-
vestment we could nave resasonably noped for, or digested un-
der receat conditlons ol su.ply and employment is, of courge,
sometining whiech no onse can sensibly &ﬂgwersﬁi

It cannot be denled that the machinations of thae Fore
eign Fxesanze Control Board have exerited unsleasant effects on

tne mearket, Toere was widespresd unhagsines: at the decision

vear aftey the war, for reacons simllar to thoge outlined in
the section daallmg with the situation following YWorld War I,
Hor can it be denised that tine Board has done exeell-
ent work in protecting the domestic capital wsriet from the
ghifts in the externsl value of Csnadian curveney which, as
we have seen, had such an adverse effecth on the marked
institutions when they sccurved in the early 192075 and Iin
198k,
The Industrial The cother adjunet o the cene
Development Bank
‘ tral bapnk has a unigue posglition.
1% is not striebly part of tae cepiltal market, yeobt its pot-
ential impeortanece is sulficient to warrant an extended

discussion here,®

tyaren 19, 1949, p. 1.

&

&E&SEQ on S5.8. Hoble, "The Industrial Developmeont
NE ~‘--“‘7 v@lc {}%‘S’ 1@‘{;5, E; %O“"ﬁ“es
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is made publiely by one of tanese small businesses, it 1z of=

less, and woers there 1s more likely to be an gﬁ%i?&_g@rkgtx
Toe Incustrisl Pevelopment Bank 15 a wholly-owned
Cansda, and czue -lnto being by an

O
passed on sugust 15, 1844, Wnlle tae Indus-
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trial Development

." K

directors, tﬁay arae aubs

%

functions. The authorized amulitel of tne Indusirial Develop=

ment Bank 1s 253,000 shares, par olal, 11 geld by the Bank

of Canada. Tone bank Das osower to issue debentures u. to three

4

bines tne pald-up casital. It aas thus & paximus of £100
million to lend or guarantecs
¥l Thyy v S oyag = A d w3 23 Vi TR o 4 e e G e i rz'{ 1
Tiie Bank has very wide powers as indicated in tal
%é??ﬁ from Lhe presable to 163 actHi

it is5 desirable to establish an naust

1 ﬁaz to sronote the ceoncnic wellure of Cana-
gda by inereasi ng the effectivensess of mone tcﬁﬁ sotion
throvgn snsuring the evaillability of creould tg inGus=
trial enterprises wulch wmay reasonabnly bo cx et 6 t
srove successivl 1 & nigo level of nstional ineoxs

m
e
(6]
&3
&
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and employment is malintained, by sup lementing the

ﬂ&ti?itié& of other lenders aﬂé by praviélng caple

tal assistance to industry with particulsr consid-

%?%tiﬁﬁ to, the financing problens of smell eatérm

prisest...t
It can loan directly to enbevprise on any security availsble
to the charterdd hanks, and it can sccept mortgages on real
estate or chattel mortgages on esuipnent. The bank may also
undertalke to gn&?aﬂte%Aiﬁanﬁg or it ney purechase or unders
write seeurities. OHince the bank can accept no deposits,
there is no problem of malntaining li@aiﬂity; and its loan
solicy is & matter of 1ts own a4 seretion.

Limitations in the Statube on the poliey of the bank
are few. In order to ensure that the bank 1is not diverted’
from its purpose of providing credit to smell industrial cop-
cerns, it is provided that no more then 15 million should be
loaned in sums exceeding $R00,000. Ho limitations on the
terg of loans are prescribed. In practlce, wost of the loans
have heen mnade payable in instalinments over periovds ranging
up to five yesrs. Similarly, the mojority of the loans have
carried an interest rate of 5% in spite of the fact thst the
Thandling? costs on the smaller loans would werrant some sort
of rate differential.

The staff of the bank, which in 1949 comyriscd a«
bout one -hundred people, included 10 engineers, 8 lawyers,

8 or 9 accountants and € oy 7 ilasurance expertsig These experts

are charged with investigatlion of the apslications recelved

Lone Industrial Develoovment B
Chapter 44 (1944).

€2

[
Finax

o

eial Post, August 6, 1949, p. 9.
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by the bask and with making the decision as to what sre&it
will be advanced. This careful attention may lead to some
unorthiodox restrictions on the enterprise, as a condition un~
der which credits will be given. For example, the bank may
require that no increase be made in executive salaries, Aive
idends or capital expenditures without the bank's consent.
Horeover, thils expert imvestigation nas often ensbled the
prospective borrower, having received an acceptance from the
bank, to obltain credit elsewhiere on favourable terms.

The aetivity of the Industrial Development Bank is
directly in the field of risk capital - not merely current
finanecing. If the shortage of rigk capitsl becomes more a=
cute, this institutlion ean play an important role in allev-
iating the condition., In ovder to malte certain that the bank's
lending is channelled into the most worthy enterprises, it is
provided that loans can bhe made only to Findustrial® enterw
prises, a term woich generslly excludes both service establish-
mente (such as garages, barber shops, ebe.) and the distribu~
tive trades.

It 1s obvious that the Industrial Development bank
will not reach the stature of the chartered banks on a loan~
able fund of only $100 millioh, However, it has been pointed
out that there is a high sconomic aultiplier in new investw
ment, 50 that the sum total of loans by no mesns measures tle
gffectiveness of its contribution %o the economy. ¥When it
first began to function in Hovember 1944, it aroused consid-

erable hostillty in banking cireles, since it was ervonesously
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regaﬁaﬁﬁ.as a competitor. Wlhat early bostility kas largely
disappeared to De veplaced generally by sassive zeepticism
as to its valae*gi

Aotually, of course, the assistance glven by tiae bank
to & business probably makes it & better risk for the credit
given by the chartered bapks. The_aﬁief objeetions to the
hank seem te be in wnether ils existence is necessary, and if
80, now effective an instrument 1t 18 in carvylng out its
fgneti@aﬁg At present, it 1s hard to make a valid assess-
gent. That will come when the bank is faced with the tribu~

ilations of a downswing,

gﬁg an example of btae Lype of finmnoing done, the
" 12l Post (August 6, 1948, P %.) mentions the cas:z of
tzé Laﬁweﬁtlan Silk #ills &tﬁ. of Cap de iz ¥adelecins, P.G.
This company was incornorated in 1337 to umake silk fabrics.
It was bard pressed by the 1945 yarn shortage and reguired
$500,000 to build its own mill.

Publie financliag was lmpossible under toe then ex-
Cisting market conditions. The ILadustriel Tevelopment Bank
“authorized $150,000 end a spinning mill was build.

22

Lourentian Mills was able to enter the open nerkseb
in 1847 with $700,000 in morkgsge bonds and $500,000 in com-
mon stock, which private investors Qﬁf@ﬁduuﬁ, s0 that the
original loan was vebired Tonree years belfore maturity.



Table 8

AL & i’ézﬂﬁf L{ﬁg «.s&iiﬁf B 23 Q?g :%:ihé‘l iiﬁgf);"&f ,.ns....i
DEVELOPMENT BANK

1945 -~ 1948
1845 1946 1847 1948 Total
Authorized g7 169 1 143 586%
Refused 160 108 977 159 519
Withdrawm 228 106 113 83 585
Total 485 577 a87 581 1640

.. Of & value of about %é milllaﬁ; as at July 31, 1949
ghout $22 milllion were outstanding

Soureces Flnaancisl Post, dugust &, 1848, . 8.




Chapter 1V

CURBENT PROBLEMS i}F THE KARKET

o i
i ':2 LI;‘_! Yo 1'5-‘&4 .u-.}}‘, Lsn

The Buyers of Securities %e have now completed our sur-
vey of the place of the capi-
tal market in the Canadlan sconomy, except for some discussion
of the elements which make up the demand for gecurities, sud
sueh problems of the present market as the shorvrtage of equity
capital. These subjects of analysis are fundaanentally inter-

1.

related, as we ghall see,

The first type of buyer of securities is the indi-
vidual investor, especially those people who are meking $5000

or more (of whom there were soume 76,000 in Cavads in 1947,)%
and iu earlier yvears the individual investor was the first and
most important source of loanable funds. Latterly, of course,
his activities have been modified considerably by the invest-
ment intermediaries.

Traditionally, according te C. P. ?allgg there have
beon elght major channels for the investaents of individuals:
1) ecash in deposit in banks, 2) life insurance and annuities,

3) ﬁﬁeeksﬁ 4} ho&;sy 5} m@f%§aﬁesg 8) e: uity in residential

lmemdfﬁefm; ons it
£
t¢, Pl F@&L; "Fhe Individuel Investor in Canada®, in
Parkinson, 0Da ¢
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the first four cnannels mey lead through the caplial marketb;

and only in the case of stocks and bonds is it reasonsbly
certain that the e&yitai market will be involved.

Mr. ¥ell sttributed the increasing impertsnce of these
latter forms of investwent te an inerease in per caplita inconme,
the continued development of the corporstion, and the develop=-
~ment of the market itself with 1ts opportunities for specu~
lation. In the ease of bonds, the rising iwportance is con-
rected with the intrcduction of the M"zerchandising® methods
in the 1920%s, to the collapse of the land speculation which
had made Ltem eight & great factor in the early years, and to
the @ﬁﬁﬁ%ti?ﬂ&l resulis of the Victory Lean campaigns in both
wars. JIn the lower income brackets, ol eourse, unst contact
w#lth the markel is r&sirigtﬁé'ﬁe purciase and gale of govern~
ment bonds.

d type of security buyer 1¢ the business

firm. Firme ususlly have two widely differing motives for iﬁ»
vaéﬁmeﬁt* The fiégt is the investuent of funds not lumedliaw
tely reguired in the business for short periods., The second
involves permanent investment in subsidiasry firas or related
industries. This latber type of investment pgy lead to ‘o=
vortant risik-besring on the part of exigting firmsa. The tempe
orary investments, however, are more likely to be of a Fprin~
gipal-protecting® characier, often shori~terp government lssues.

Perhaps the most lmportant inflnence of firms as in-
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vagtors comes in thelr activities nob ze huavers of securities,
but Iin avoliding the market, Covporsts snvinege avizins ount of
earnsd surpluses and depreclation Tunds may siiow investuent
without entry into the market. Suen by-pasgsing aay be dange-
rous, since there is no sositive chect on the expansion of in-
dustry through the seleetive funcition of the mnarket. Yet,
gconomic forees do srovide a chegl, gince 1% iz unlikely that
an unhsalthy or unprofitable industry will be ghle to cipand
on the strengith of Ge?aaraﬁe gsaving within it., AT a rough
guess, 1t would seom that substantial corporate 50?#*d3 Are

srofits

& zign of substantial pet reverme (2 surplus of actual
over normal nrofits). Wany writers have wondered how much

3

nove dangerous tuis non-market investment is, than invesiment
in new zecurities sold by an snthusiastlie lnveztusns dealer.
Ian view of ouy analysis, i1 saeas Likely thel corporate BR Y-
ings are at least we desivabie, and probably are less waste-

pay

ful than oarket invegtaent itgeld.
Sﬁ@llafyl Pound hazvy corporate saving in the Tleour,

vatroleum, antomoilve,; btextile, merchandisi
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ing and publishing industries in Canads. ﬁQ?Q rete savings
ave heen of im;a?taﬁﬁa in nrivate Cﬂﬂpéﬁiﬁﬁ wiieh nave grown
te any size, and also in the expansion of Caned branch
plants. Hindng compenies, by thelr nature ge extrzetive Jlirms,
mreh use sarnings in a2 eonztant searveh for new sources of supply

if theyv sxpect to meintain their identitles,

Yo Brollery, WCenadian Covrorete Dawvings¥, in
Parkiinson, Q?. Cites Do 220~BE8.
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Lastly, securities a

teraedisries anaiyscsd shove, and by the controlling instibw
bions such as tue central hank. dere tae esshasis ls again

of necessily turned toward sefeby of .rincipals

of Thus we come to & considerstion

of tue grobles walck

ently attracting nuch alteation in the Tinancisl wress of
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Here, too, our fope
tunes are bound vy with those of the Amevricans, who huve tra-
ditionally been tihe source of such of the Cansdian equity cap~

{even when the Brit

%..h

senlor gseeuriil

£
bty
533
kmh
ga
o
s
W)
b

@

evidence of this, notes that aboutl one-third of tie total in-
vestment in Canadisn manufecturiag plspits is resrescnted
by Amervicen-conitrvolicd firmms, Inclusing &ll the automoiive

incustry, t@ﬁ«tﬁi?&g of tie petroleun industry, 60% of the

rubbey and oue-todirvd of pule and saper industriss. Moveover,

recently, wmuch of the woney for ithe Labrader iron uwines and
ne Al Cfté oil development has flowed in from across the

border. A safe conclusion to ur 2w would be thsl when large

isk cepitsl are needed in Canada, we tura to

%

guantities ol

%

]
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resourees of our wealiny neighbour.
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Yet 1t is not enough to say bthis snd then relax in

smug econfldence, for it is in the American werket tuosi nost

L

of the fear 0f thals suoritage lies. Fundementally, tne taesis

é‘%t‘:u;in PR -}c ;j—;y l
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instyuments for oqualizing the distribution of the national

incosne has destroyed, or is destroying, the traditiomal source

Ead

O] Tusre

is not, bherelfove, sulficilent esplital belng diverted to tiois

tyve of dunvestusnt. To add to the ftrouble, tue populetion

e

seens to be turing indiseviainstely frop intelligent risite

heeving to a desive Loy safely and security. Tyulcal of the

positlion tsken 1s tne following cuotetion Trom Dmil Schraa,

reser
vernment
isg as it
enoug ii

;GF ﬁ&;im

Ageln, tae yosition was swmarized by Bobert Wilson of Stan
dard 011 of Indlans, ratiher aptly, in two sentences:

(1) Tnose who know the facts about compn stocks
don't have the money.

o

s e B
73'&,) Thaose wao bhave

Ernow Lue footi.”
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In an st 7 to resedy these conciilions, tie dew

ge Tiras nave omne

o
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York L xeaange and several

“harked on exbensive adveritisiag sipns. Consdein firus

nave begun similer educstional drives.

I 3 SN eyl a3 At e e o e A S
Yot it iz not at all ecertain thelt we can sccent thls

snalysisg, for tihere arvre notable Inconslisi

following:

iFLﬂ&ﬂGibl Post, s B
“Financisl Post, b 4y
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but Tor its effect on thsir L&i
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sgeurities is one
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a saorvbege of  equity ca:itel for

selli

sons who sre most worried about thls

aetivity. 11 is gulte sossible tnat the in-

%Shdnﬁﬁ it dis. to

i8 Lrue, the adjustnent won't be in the

we cun wiole-hsartedly sup ort those who wdvecate tax rolief

for newy ente either by reducticn of thes corooretes tsx
or bthrough furiher concesgsions on btie jersonal tex level.

C¥el i1t wmust be ro that todz advoesey ol tax velisefl
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is reuiniscsut o

reataing

would be general, the visiks of abuse would

Legislation and Tue crotection for tae investor.
is provided in a grvealt variety

of statutes, such as ﬁa& Tarious eo

ties legislation of the .rovinces s

secially in regulation of fraud and manipulation). Admitted

1y, the market has come a long way since Hanitoba sasged 1ts

#ale of SuaresY Act in 18123 but 88 an i LRe e e

keth ability to resist regulation,; 1t 1s well to nocte that net

until 1830 did Nova Scotis, (unebec and Prinee Ddward Island

cass legislution to regulste seecurlty dealings. Mclacnern, afber

noting the difficulties wihich legisletors face in Jdrawing up
such bills in defining groiit, sceeptable amounts ol sale presw

Bure, appropriate risk, etc., zayss

tion and &ﬁ;z;& tration 18 an stboupt to codify il
enforee a community conselsence aboul these talngse

Catpresent, the cnlef source of lrrvitstion in the

legal chases of the mavket is tone lack of integratlon sumong

chacnern, op. gil., p. B
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the laws of the vevious provinces. Tue fllz“FAml ronts

orializing on this sroblem, stressed ihe necessity

for Ontavio to maintain strict contrvol of ner sarkets on the
basis of adequsute lsgislation, since 1t is in thils province
that most of the shtock ilssucs originate. It is necessary

taat the obher srovinces hevs gonflidence in the efficieney

of the Onbterio sevaanism of control. Win the past, at

sald the Pogt, "ihere nas nol always been tﬁaL confidence.”
It must be esteblisped firuly before taere can be any rezl

hove of the other sroviness entrusbting the asin job to one

ot
*..3
5‘3
MJ
rnM
ok
o
&
p]
ot
o
L
.D
CJ
I ol
1.»“l
ot
v 0%
«
¢
g
iy
E
1
b
o
{}4.
[
FLty
e
i
Fomt
ol
£
Jods
3
73]
L7

ihere are regulatory bodlies witnln the xerpiet itselfls Ve
sentioned the regulsting setivity of tae excuanges, Similer

sent Deslerst Assovlatlon,

eonbtrol is exercised by the Invests
walch can exanine Tires of wilich the finaaecial _osition is

gugnect. ALl neabers sust subnit o an su
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1 w . .

dJune 11, 18948, ». 6.

A8 gn oXe

T fﬂllﬁﬁiﬂg ﬁt&t
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dealings of sll kinds. Peraaps the words of tne Reworit of toe

frice oresds should gulde those ersons

getive in regulating the merkelt and its aebiviities,
e have, indeed, no rigiht even il we ba
deslre, f@ xuhw away from the citdssn Mals
able i ke a fool of aimsslfv.
mang ia‘ w ‘% wae ;léut Lo ciﬁu
a fool of toe eltizen
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