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I.

THE CONTRHOL OF SECURITY ISSUES IN CANADA

General Survey

(%Y The Corporation - 1lta rise, development and present
posgition.

To find the origin of the modern corporation we must
go back in history as far as the Greek, and Roman Civiliz-
ation, At that time manufacturing, transportation, publle
works and government were financed by a forced levy of
treagure, goods, or labor,l+Tals scheme was particularly
effective in the Greek colonies and the Roman provinces, In
return for the goods an& gervicese rendered the people obtalned
the peneflts of good roads,effectlve government, a code of law
and military protection againgt the barbaric tribes on their
frontiers, The conquerors gained by the exploiting of labor
and materials, |

Similarly the early Church collected funds from its mem-
bers for charitable, educational and religious purposes,
granting in return the benefits of the ChurchZ.

We can see that these early forms of corporate activity
embodlied the factors of force and necessity. Fallure to com-
ply wita the requirements meant lmprisonment, exile or ex-
communication, Whlle such a system does not coniorm to modern
standards ot business, we may note a fundamental charscter-
istic of corporate activity, viz: ofricers carrying out pol-
dciles as the repregentatives of & body of pereons, whom we
cannot call shareholders, but who were interested parties,

in that thelr livelihood depended on the actions of those in

autaority,



During the early Middle Ages we note the rise of s
capltal-owning class in the Italian citles.3« This class com-
prised two groups:flrst, the sons of land-owning nobleg, who
moved to the towns in search of fortune, and second, a group
of offlce-holders, tax-collectors and other officlals, who had
amassed sums of money during thelr period of office-holding.
These two groups purchased lands in the towns, forming the
nucleus of the town property owners. It may be noted that the
entire income of these groups was based on ground-rents, land
being the only principal form of capital goods.

Such capital funds alded materlially in the rise to import-

ant positions of the Medieval Italian towns, especlally Venicel,

During the time of the Crusades this town gained great commer-
clal importance controlling the Medlterranean trade and extend-
ing its influence across the Alps into Northern Europe.

At this same time a number of buslness sssoclations were
formed in varlous parts of Europe, These may be compared to
our modern partnershipas, Three types may be noted.5.

l. Associatlons of landowners for the collection of
tolls from merchants, receipts being divided among the part-
ners.

2. Aspsoclatlons among merchants for purposes of protect—-
Xon against robbery or the fortunes of war, Losses were

shared by the partles concerned,

3. Assoclations among merchantes for facilitating trade
or manufacture. Often aged or incapsacitated men of means
employed men of talent to asslst them in carrying on their
business, or men with pressing business dutles hired compet-
ent partners to act as agents in distant cities. This form

of assoclatlon comes closest to present-day partnerships.
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The later Myddle Ages saw the rise of two lmportant
corporate forms of enterprise - the gullds and the traders!
assoclations. We may illustrate the former by the Epgllsh
craft guilds snd the latter by the Hanseatlc League.

The Epgllsh craft gullds came into prominence in the
Thirteenth Century.é. They were at flrst simllar in nature
to our modern frlendly socletles and trade-unions, but later
were analagous to trade assoclations. Each trade was organ-
ized separstely and membershlip was compulsory. Wgrdens were
appolnted by each guild to control production and exerclse
general overseelng powers.7 Master craftesmen employed a
certain number of Journeymen and apprentices according to the
size of thelr shops, and were ln charge of the education and
tralning of their employeesa. Standards of workmanshlp, wage
rates, hours of labor and prices were flxed by the varlous
gullds, In addition to controlling industry, the gullds took
an interest in the welfare of their members, hawving educatlon-
al, religious, charitable and Judl?@l funttions,”

In time the craft gullds decllined, and the craftsmen be-
came artligans employed by owners of raw materials.la. This
came about through the 1lnability of the gullds to control the
supply, which came to be monopollized by merchayts and & ris-
ing capitalist class. Slimllarly the gullds lost control of
distribution, finlshed goods passing lnto the hands ogzggme,
or other, merchants. Thus the aystem of gullds gave place to
that of doﬁestlc production.

The Hanseatlc Leaguell wa8 a federation of the import-
ant Mercantlle towns of Northern Europe, for purposes of

controlling trade., The assoclatlion was formed during the

thirteenth century, lncluding some 100 towns at the time of
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it7é;eatest power. The League had extenslive commercial re-
1ati@ls in Eyrope, trading 1in Scandinavia and Northern Russia,
poassessing intereste in London, and meetlng the trade of
Venice in the South., Each town in the League sent represent-
atives to a central meeting-place., Policles of action were
determined and funds were ralsed to meet administrative needs,

Mot until the slxteenth century d4ld English mercéhants
gain a position of prominence in European commerce.l2 Up
untll that time they had been content to leave the carrylng
trade in the hands of forelgners. However, they became restive
and began a struggle for commerclial supremacy. In this they
were alded by a rising capitalist class at home, who financed
trading ventures, often as a matter of speculation. Tnhis form
of financing embodled the i1dea of transferable shares, and a
number of trading companies - Egst India Co., Hudson Bay Co.,

and others - were formed as jJolnt-stock companies.

We might note by the way the encouragement given to
traders by the European Monarchs of this period, partlcularly
Henry VII. Emphasls was lald on the king's patronizing of
trading assoclatlons, and people came to regard such orgsniz-
ations as creatures of the state. Thils attltude is also true
of the early settlers in Amerlca, whose oniy law was that of
the state, based on the Epglish common law, This 1ldea of

the state, being parent to the corporation 1s erroneous,

when we view the situatlon in a hilstorical light, It explalne
the oplnions of certain legal and practical men with regard
to the powers of the corporation, In reallty the corporation

antedates the modern state, partlcularly in America.
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Trom the trading era we move on to the Industrial Re-
volution. Thls important periocd involved the greatest single
change for the corporation of any.13 The corporation of this
veriocd involved changes in the fleld of capltal similar to
those changes in the field of labor caused by lnception of
the Fgctory System. To meet the growing needs of the people
the corporation extended into all branches of ilndustry. The
perfecting of new processés enabled pfcducers o assemble
machinery in certaln areas favorable o production and closge
to the centres of labor supply, a result of the Enclosure
Movement, In their turn the capitalists and financiers of
the day sought to concentrz=te lLarge blocks of capltal in
the manufacturing centres. The day of the private crafis-
man was gone - expanding industry required capital and labor
regources far exceeding those of the humble aplnner and weaver,
The needed capltal was obtalned by the lesulng of shares, the
proceeds golng to finance the needs of the new large-scale pro—
ducglon enterprises,

14.1Tn looking at the features of these eighteenth.cen-
tury corporztions, we see many similaritlies with modern enter-
prises: free transferability,diffusion of ownership, divorce of
ownershi from management, and concentration of control. In
many respects, therefore, the present-day corporation is little
changed from 1lts slghteenth century ecounterpart, Probably the
most notable changes have been 1in 8ize and 1n complexitiy of
organization., Today only administrative and technical limit-
ations mark the bounds of corporate extension. The corporation
1s here to stay. Its roots are to be found far in the past ‘
and 1t has passed through ite formative and developmental stageg

adapting itself to the needs of a constantly changing environ-

mant



The earilest Cgnadian company was the French Company
of One Hundred Associates, formed, earlj in the seventeenth
century for the purpose of developing the fisheries along
the shores of Acadls and in the Gyif and River St, Lawrence,
and of promoting fur trade with the Algonauin itribes in the
country north of the St, Lawrence Biver and east of the Ottawa
River, BSome trade was carried on with the Iroquols &o the
South but these tribes preferred to trade with the English
and Dytch settlers 1in New York and New Epgiand.

Later the North Wgst Company was formed as settlement
was extended into Upper Cgnada and the Great Lakes reglon. The
company had its headquarters in Montreal and from there for-
wardsd stores to the Indlan settlements and to the scattered
country merchants, payment being made principally in furs -
(Innis & Lower, Vol. II, p.23l) The North West Company ex-
tended 1ts busliness, until in 1821 an amalgamation took place
between it and a number of smaller French companles engaged
in the fur trade - (Ipnis & Lower, Vol,II., p.805).

However the French had no monopoly of the fur trade in
Central Cgnada. The Engllish interests had aeen hope of mak-
ing a good profit from the Cgnadian fur trade and had formed
the Hydson Bay Co., in order to curb the extension of French
control and settlement into the Great Lakes region. Graduslly
this firm extended its posts into the North West and finally
controlled the fur trade from Hudaon Bay and the Great Lakes
td the Pacific,

After 1783 a great many Loyalist settlers entered the
Eastern Townshlps and Upper Canada. With this large increase
in the demand for land,speculation in real estate took place
and the Canada Land Company was shortly formed - (Innis &

Lower, Vol.Il.p.9). The Company obtained land from the
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Crown at & moderate price and sold it at a profit to pros-
pective settlers — (Ib®id.p.?0) Early in the nineteenth
century the company obtained the Huron Tract from the Crown,
and was able to open up Western Ontario soon after 1825-
(Ibld.p.88).

The activities of the Canada Land Company met with
success, a profit of £28,000 being made in 1833, Many settlers
complained of the hlgh prices charged for land, averaging
from 7/6 to 13/- per acre, It was coﬁpute@ that the company
paid for one block of 1,000,000 acres a sum of £301,367 over
a period of 16 years— (Ibid p.p.%1-2) The company was able
to make a considerable profit on its lavestment in land,
altho certaln losses were sustained through inablility to sell
poor tracts of land, In the long run‘the company was amply
repald for the risk undertaken in real estate speculation.

A Cagnadian trade lncreased in volume and a certalin amcunt
of industrial activity arose, Rhe need for banking facllities

became apparent. In response to thls need the Bank of Montreal
was formed in 1817 -~ (Innls and Lower, Vol.II.p.372)} Soon
merchants in the Maritimes felt themselves cut off from the
markets of Central Camada, and were constantly troubledin ex-
change matters by the inflowfof Mexlean Dollars and by the
bothersome “Halifax Dollar" exchenge rate, So the Bank of
Nova Sgotla was set up in 1832 and business connections were
made with the financial centre of Montreal (Ibid p.430)

These two banke were the flirst chartered banks in Cgnada
and opened the way for the extenslon of Cgnada's commerce
and trade, both domestic and foreign.

Turning to the fleld of transportation we find that the
earliest work in connection with the building and maintenance

of roads and canals was carrled on under government supervislon,
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The country around Montreal was opened up by the building of
toll-roads and the St. Lawrence waterway lmproved by the mak-
ing of a number of canala. ' These were completed in the early
1840's and did a good deal to improve Montreal's position as
a sea-port. (Ibld.pp.451-7)

With the increase in commerclial activity after 1850 the
canals became lnadequate and a number of rallway lines were
built in Central and Western Ontario~ the Northern, Cgnada
Southern, Great Western and others, These independent lines
did much to divert traffic from the Eastern canals and were,
in part, instrumental in arousing American rallways to compete
for traffic from the Atlantlic seaboard to the interior., This
injured busineas for Cgnadlan transportation firms and the
Grand Trunk, by extending its lines from Montreal through
Toronto to Sarnla, co-operated with the 8t., Lawrence canals in
restoring a good deal of inbound traffic to Canadian lines., By
the 1880's its position was strengthened by obtainlng direct
connectlons with Chicago, and by amalgsmations with the Great
Western in 1882 and with the Midland line in 1884. A uniform
policy and closer co-operzatlion dld much to improve the service
and expand the traffic over Cgnadlan lines, The Grand Trunk

extended 1its lines to Montreal, harbour in 1871 and,with the

]
eonstruction of elevators and sultable machlinery for unloading,
storing and re—shlppingffreight!movement of wheat to the sea-
board was greatly facllitated (Ibid.pp.486-91).

The extenslion of settlement and trade into the Canadlan
West was alded materially by constructlion of the Canadian
Paciflc to Vancouver., In thls way a broad expanse of terrli-

tory was brought into more direct relatlonshiﬁ with the cen-

tres of commerce and industry. By 1884 much better service
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was 1ln operation and Western Canada was linked by rall with
the East (Ibid. pp.T732-3).

However the development of industry and commerce 1ln Can-
ada was not widespread, as the country was still relatively
sparsely settled before 1500.

The needs of industry and the demand for capltal have
not been proncunced in Cgnada untll late years. This meant
the dlscouragement of the extenslve growth of corporatiffg's
until the latter years of the nineteenth century, when changes
in the technique of productlion necessitated larger corporate
development. By far the greatest expansion of the corporation
in Cagnada has taken place since the opening of the twentieth
century.

The movenent toward concentration, noted in all modern
industrial countries is equally true of Canada.15,

In fact the present trend 1s for large concerns to carry
on an increasingly larger proportion of Cagnadian buslness as
time goes on. Investigation has shown this to be a true
aprraisal of the situation. Three factors have been respon-
8ible for thlis growth - viz; new gecurity issues, re-invesi-
ment of earnings, and consolidatlons and mergers, of whlch the
first was by far the most important method.

Growth of Large Corporations in
Comparlison with General Growth of Business,

100 largest non-financlal Canadlan compsanies
{a) As a percentage of assets of all corporations for which
Balance Sheets cbuld be obtained.
% of No., of Firms, % of Assets,
1923 59 : 89
1932 28 82
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No. of Firms publishing Balance Sheets and total value of
aggets is a faly indlcation of growth of corporate buslness
activity. Since the selected group represents & decreaslng
proportion of the total number, but about the same proportion
of total'assets, large corporatlons are growlng more rapidly
than smaller companies.
(b) As a pefcentage of total invested capital -
% of total invested Cap.

1923 254

1932 35
{(¢) As a percentage of the Natlonal wealth

% of Nat'l Wealth, % of Nat'l Wealth
(corrected for certaln
ltems beyond scope of
corporate form)

1925 10 17
1929 13% 22

Our selected group of large companies has thus increased
its relative importance,

From Report of Royal Commlssion on Price Spreads.
1935 pp.21-~2

Methods of Control.

Percentage of Voting Stock held in 145 largest nonwFinan-

cial Can. Corporations.
% of Assets of % of Total

Management Control No. of Companies Total G?mpa?y Asgets,
_No. 000
(Under 6%) 26 17.9 2,290,058 42,8

Joint Minority Man-
agement Control

Minority Control

(20%-49.959%) 29 20.0 837,157 15.6
Majority Control

{50%-79.99%) 28 19.3 756,909 14,2
Private Contirol

(over 802%) 21 14,5 476,941 8,9

145 100. 5,348,674 100
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Over 66% of the companies were controlled by minoritles
awning less than 50% of the outstanding capital - of these
nearly 3/4 are included in Mansgement or Joint Minority-Man-~
agement Control (owning less than 20%). Of the firms consid~
ered (145) 40 were subsidlary companies falling in either
the majorlity or privately-owned group.

Excluding these we find that 83.8% of the remalning 105
vwere controlled by groups owning less than 50% of the capltal,
63.8% (and 82.4% of their total assets) controlled by groups
owning less than 20%.

In 91 of the 145 companles no dlrector owned more than
1% of the voting stock. Of the 101 directors of the other
54 companies {(owning more than 1% of the voting stock) 60
held between 1% and 3%, 25 held between 3% and 10%, 7 between
10% and 20%, 5 between 20% and 30% and 4 above 30%.

From-Report of Royal Commission on Price Spreads-1935,pplé=T

Extend of the Holding Company as a Method of Control.

Classification of all Ipdustrial Companies with Gross
Assets over $1,000,000.~ by form of organization and
amount of Gross Assets controlled.

No., % of Total Gross Assets Con- Total % of

No. trolled (000) Gross Assets

Pure Holding .Y
Companies 29 ’g.is $698, 468 19.5
Mixed-Primarily

Holding = 14 5.1 582,622 16.2

" Primarily _

Operating 112 40,5 1,682,463 46,9
Pure Operating 4

Companies _121 3.9 623,310 17.4

"276 100 #3,586,g33 100

From-Report of the Royal Commission on Price Spreads,
1935-p.18. (D,H.Munger-Holding Company in Canada.-
Kingston, Queens University,1934.)
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CHAP,II.

4% The Professlonal Promoter and Investment Banker -

their development and present importance,

(1) The Promoter -

Promotion and Corporation Finance in England,1650-1875.

While the English trading companies of the seventeenth
century were the most important form of Joint-stock company,

a number of other Jjoint-stock firms were established. Thesze
were mainly confined to mining, water supply and drainage -
{(Lord, p.l6) A few were founded to develop new inventions,

and & number to finance monopolies. By 1700 a considerable
gpoup of personsg had appeared who owned stock in iIndustrial
and commercial companies but who were not directly connected
wlith the operation of such companles. These persons obtained
their supplies of capltal for investment from land, inheritance
and proflts from commerce (Lord p.l8)

The development of Jjoint-stock companies from those fore
merly employlng private capital alded materially in bringlng
tressure and the capital it represented into the hands of men
who could apply it to best advantage - the promoting class -

(Lord, p.66) Gradually banking became an important opening for
Joint-stock capital and the banks came into increasing demand
for the services they offered the promoters., Capltal was
difficult to obtain in large amounts and there were many risks
entalled in foreign trade ilnvestment. 8o the promoters took
advantage of the facllities offered by the banks for amassing
large supplies of capltal agelnst which loans could be made
for developing enterprises with reasonably bright prospects
of success —(}ord, p.6T7) At first the banks were limlited in

effectiveness due to limited supplies of caprital in the country
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and losses in speculative undertakings, the latter fact
causing people to exercise extreme cautlion in the invest-
ment of their surplus funds - (Lord p.68). In time people

became more confldent, and supplies of capltal gradually in-
creased., By 1750 these capltal resources reached a consid-
erable amount and became avallable for productive enterprise
through the facillitles of the banking houses. {Lord p.69)

By the end of the eighteenth century lndusiry employlng
capltal was of three typees - (Lord, p.l90)

1, Those guch as cSHlmills, forges and potteries, which
had grown gradually and had little need for credit organiz-
ation for their means of expanslon.

2. Cenale, water-works and mines, which, owing to the long.
period of waiting for returns, and being speclally suited to
joint-stock enterprise, were floated as ordinary companles,

3. New inventions, which, requiring capital for thelr de-
velopment, and having recourse to the ordinary credlt agencles,
were financed by capital loasned by the banks, in their own
lnterests or invested for the accounts of clients.

In 1800 the investor was in almost the same position as
the present-day shareholder, except that he was more closely
in touch with the buslness in which his caplitel was invested.
The' personal welfare of shareholders was taken into conslder-
atlon, and in some cases shareholders were able to take a
hand 1n operating a company. The separation of ownership
and manggement, even ln joint-stock companles, was not yet
complete - (Lord, p.191)

During the nineteenth century the further extension of
the corporate form of enterprise into 1ndustry of all #inds

went forward rapidly. Especially in the 1860's after limited



11ability became general 1in 1855, a large number of incor-
poratlions tdok place, both in the case of new flrms, and in
the formation of Limited companies from existing private
companies, This resulted in a considerable increase 1ln the
amount of outside carital invested in these firms. Ag A re-
sult a group of business men, known as flnancial agents, came
to the fore 1n the field of corporation flnance. These agents
were assisted by expert valuators who were of great service in
estimating the capltal needs of incorporating flrms, both new
and old (Clapham, p.360).

This outburst of incorporztions after 1860 was encouraged
by the lnvestment of conslderable sums of capltal in rallway
and public utility stocks and in the securities of the more
reputable governmente durlng the previous decade. Growlng
confidence among both investors and promoters led to numerous
incorporations in succeeding years. (Clapham, p.357)

A number of finance companies, formed to encourage enter-
prise in various types of business, particularly foreign ralil-
way, public utlility and real estate schemes, in the 1860's,
had only slight success and reputatlion.

Their place was taken by a few sound Trust Companies
whose first principle was security rather than enterprise,
Natursally, thls second class of promoting company was more
successful, but not of great financlal lmportance until
after 1886 - (Clapham, p.359).

While the corporatlon wae in its early stages the need
for capital was limitedls' Business was flnanced from pri-
vate means or by informal agreement among a few friends. At
that time firms engaged in production had no need for promotérs

or other financlal men. The proprietor carried on his own
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financlal arrangements and looked after extensions to hls
business in addition to his administratlve dutles., Only
after the Industrisl Revolutlon and lnception of the Factory
System did the ocapltal needs of industry requlre the services
of men outside the managing staff. During this period a group
of professional men arose whose actlvity was confined to the
launching of new pﬁoJects and the obtaining of the necessary
capltal funds for such enterprises, These men were interested
only in setting up a concern - they had nothing to do with the
administration of the business once 1t was well started and
opverating smoothly.

In addition, we may note two other factors which facill-
tated the development of a professional class of promoters.17
The first of these was the accumulation of avallable capital
funds in the hands of those ill-equlpped fér employing it to
the best advantage. The presence of these supplies of idle
funds encouraged promoters to seek outlets in the industrial
and commerclal flelds,

A gecond stimulating force was the existence of vast un-
explored flelds for the development of ilndustry. These in-
dustrial opportunities appealed tc men with organlzing ability,
glving them ample employment for thelr talents. Besldes act-
ivity in the organlzing of new enterprises the promoting class
have found a good deal of work in the reorganizing and consol-
idation of exlsting enterprises. Consoclidations, mergers and
assoclatlions of Varisus gorts have formed a considerable portlon
of the actlvitles of promoters. This phase of thelr work was
particularly notable durlng the reconstruction and reorganization

characteristic of the last years of the nineteenth century.
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At first promotion was carried on in a rather haphazard
way by lawyers, brokers and sometimes, bankers,+8+ They
looked upon this part of their duties merely as an occaslional,
part-time vocation. Taking note of industrial opportunities
promlsing a reasonable chance for making a profit (both for
themselves and for the management) these men would assemble
the technical requirements, ralse the necessary funds, and
start new enterprises on thelr way, apart from thelr regular
professional duties., Sych men were shrewd, enthuslastlc and
gelf-confident, and they possessed a reascnable amount of
negotiating ability. Thesge qualltles characterized the pro-
fegsicnal full-time promoters of the late nineteenth century,
who arose in response to the need for professionalized activ-
1ty in the field of promotion,l9 They also developed the
qualities of foresight and leadership., The work of promotion
became complex and widespread, requlring sure and csertain
methods of action., Tpls meant that men came to apply all thelr
time and talents to this type of work, resulting in the form-
ation of a new profession apart from the operating or adminlis-
tering of an enterprise.

The work of promotion is finished when the business has
become a going concern, patterned, as nearly as possible, in
conformance to the conception of the enterprise in the promot-
er's mind when the promotion was first planned., Generally
one to two years is the time neecessary to bring about realiz-
atlon of plans (Burtchett, p.385).

While the promoter undergoes conselderable mtdk in floatling
a new company and performs an lmportant service, 1t seems fair

to assume that his reward should in no case sxceed the galn to
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soclety resulting from his work of promotion. (Burtchett p.385)

The costs of promotion are subject to many influences
whose effects are not always easy to estlimate in advance.
Therefore no definlte standard exists as to how much money
should be spent in promoting a company. Ag & general rule the
estimated net profits ¢f the golng concern for one year should
form a limiting figure. Theré seems 10 be no Jjustification
for spending the prospective income of the company for from
three to five years in promotional activity {(Burtchett, p.379).

The actlvities of promoters have contributed to the stim-
ulation of saving, by apprealing to many classes of income re-
celvers., Threy have provided lnvestment proepects of various
types 1in order to lnterest a greater number of investors., At
the same time professionalized promotion has tended to ralse a
number of legal questions. These have been partlicularly not-
lceable in connectlon with sults and inquirles involving contsel
and responsibility. At times promoters have sought to identl~
fy themselves with the management or with the investor in
erder to galn control of profltable enterprises, We will deal
with thlis questlon much more fully when we come to discuss the
evils attendant upon the floating of new projects.

One of the most important classes of promoteré 1g the
one engaged in techniecal research and expanslon.ﬂ? Most of
the ldﬂér constructlon and englneering enterprises malntain
a staff of promoters as a regular unit in their organization.
These men are ilnstructed to be continually on the look-out
for new industrial possibilitlea and for opportunities for
various extenslons and improvements of exlsting corporations.

These firms seek to obtaln copyrights of or options on the
latest technlical developments, so that thelr services will be
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of a type suitable to any technical demands made upon them.
Activity 1in the promotion departments of these firms is egpee-
1ally brisk during periods of prosperity, when large supplies
of capltal are seeking an outlet, Results of such activity
are not always good, as a good deal of overexpansion often
takes place., We shall conslider this question more fully as we
proceed.

{(11) The Investment Banker

These men may be described as dealers 1n long-term caplt-
al. Their activity centres around the financing of busliness
concerns, and they are the channel through which capltal moves
from the investor to the fleld of industry where it 1is to be
employed.

The earliest form of investment banking was carried on
as a means of financing certaln public undertakings and of
asslsting in the promotion of a few commercial ventures - par-
ticulaﬂHin the shipping trade.21 During this perlod banking
was not very widespread, belng limited to certaln of the less
risky activitlies of maritime commerce. It was only during the
industrlal and commercial expansion of the early years of the
nineteenth century that lnvestment banking became an important
factor in the field of corporation finance.22 The investment
banker became 1mportént as a professional man with the coming
into prominence of the promoter, t¢ whose work that of the 1n-
vestment banker was complimentary, Like the promoter, the
ilnvestment banker 4ld not coﬁcern_himself with policies of
operation and administration; he was mainly interested in the

problem of supplylng the necessary capltal for the financing
of the undgrtaking.
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At first investment banking was_carrieﬁ on &8 a branch
of established commerciasl banking institutions. Gradually
bankers who dealt only in securitles became important as heads
of separate enterprises. Firms such as Baring Bros>,J, P,
Horgan and Company and Kuhn Loeb and Company came to achleve
national prominence and reputation in the financial world.

Some few firms gained international dlstinction, particularly
those well-established in London, Parls and New York, The three
important financizl and commercial centres,

During the early years of the present century 1llfe insur-
ance companles and commerclal bankers, to some extent, supple-
mented the flnanclal operations of the investment bankers, 23
As supplies of capital lncreased and profitable investment be-
came a real problem for the would-be lnvestor, investment
banklng became more and more important with a greater proportion
of 1lnvestors dolng thelr business through well-known investment
houses, On the other hand the promoters of numerous newh corp—
oratlions directed the financling of these enterprises by means
of simllar large investment houses and syndicates., Encouraged
by the post-war speculation and expansion mrograms of lnvestors
and promoters alike, the actlivlitles of investment bankers in-
creased greatly. 0ld established houses abandoned conservative
methods of actlon and adapted thelir business practlces to meet
the changling tempo of financlal activity. As a result the in-
vestment field was characterized by keen competition among the
various firms, Even so, the older houses, by means of thelr
Interests in many leadlng enterprises,24 both as holders of se-
curities and as directors, were enabled to hold thelr own
against the lnroads of new firme. These institutions of long

standing continued to exerclse a large measure of control in
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the investment field. At the same time a good deal of new
business was absorbed by the more active firms, sometimes lead-
ing to arrangements and conhcessions of an injurlous nature.

The most prominent lnvestment houses are able to determine,
qulte largely, the distribution of new capltal among various
industries, This means that large housés often contract for
large commitments 1in their financial operatlons. In grder to
protect thelr own interests as well as thoseof thelr clients,
bankers often seek to galn a measure of control over new corp-
oratlon825. While a certailn amount of watchfulness 1ls necessgary
for matters of daution, the desire for banker control may be
carried too far. This factor of banker control affects both
the management and the investing public. It involves lmportant
considerations which we shall endeavour to clarify in the maln

body of our dlscusslon.
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CEAP III.

@) The Stock Exchange - Its Growth and Importance.

The operations of the Stock Exchange lnvolve dealing
by members 1n admlitied seéurities in accordance with certain
established rules and regulations, These have been set up
from time to time and the mechanlsm of the exchange has adapted
1tself to changing demands in the flield of finance.

The maln purpose of the stock exchange ~ that of the
bringing together in one place of buyers and sellers - was a
primary reason for its inception. When trading in the shares
of various concerns first attailned some volume and importance,
buyers and sellers had dlfficulty in getting in touch with each
other. 8o they formed the habit of meeting at certain times
in speclifled places to transact business26, In England we hear
of the coffee shops and other places of refreshment as belng
the first sort of locations agreed upon. |

However, such trading methods could handle only a limited
volume of business. 'As the volume of exchange business grew
and the numﬁer of security holders and investors increased,
improved methods of trading had to.be instituted. So laws
for the conduct of business-and various codes of practlice were
formed. This was followed by the formal organlzation of stock
exchanges and the establishment of definlte tradlng-places.

As busliness further expanded exchanges came to occupy separate
bulldinge and to galn prominence as a necessary part of the
financlal machinery of a modern state.

Today the stock exchange is one of the most important
finenclal institutions in every modern caritalistic society.27
Besides facllitating the buying and selling of securities it

- possesses two other important funetions, 28 In the filrst place
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it servee as a means of appraising the value of a glven se-
curity. Actlive trading in stocks (apart from prlece manipul-
ation) places a certain market value on them, from which the
approximate value &6 allled issues may be deduced. Secondly,
the stock exchange 1s an instrument for convertling invested
capltal into cash, This glving to stocks the quality of liquid-
ity brings into the capital market volumes of savings which
wouldrremain dormant without the added appeal of ready conver—
sion into cash, Besides increasing the volume of securitles
absorbed by lnvestment, marketabllity and ready conversion en-
able capltal to move at lower rates of interest, The mechan-
ism for carrying on thls service is extensive, requiring brokers,
stock Jjobbers and a central staff, as well as fully-equipped
branch officers in all important lndustrial, commercial and
financlal centres,

The listing of stocks on the exchange naturally enhances
thelr collateral value as well as their marketability. This
makes for wlde distribution of stock ownershlp and the wide-
spread use of stock certificates as collateral for bank loans,
Listing requirements 29 are such that admitted stocks have high
value as collateral. In addition commercial bankers are en-
abled to reimburse themselves for losses on unpald loans by
gale of collateral securities st the market price on the ex-
change.

The stock exchange has been important 1in faclilitating
the movement of capltal from countries having large stores of
idle funds -to countries in need of capital. The volume of

foreign securlties dealt 1n on the exchange is considerable and

of lincreasing 1mportance.30
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In this same connectlon the stock exchhnge has been a
valuable instrument in supplying the capltal needed for ex-
ploiting the natural resources of undeveloped reglons. It
has also served in the bullding of railways, in the financlng
of public utilities and in the development of the industrial
and commercial possiblilitles of wvarlous countries. Thus we
can egslly understand, the lmportance to modern flnance of
the stock exchange. However, it possesses speculative features
and means for price manipulation, which detract from its worth,
OQur discussion wlll include a study of these legs admirable

features.

PART II. The Need for Control

In our study of the less deslirable features of corporate
organlzation we shsll consider the subject under three separ-
abe headinge. These will include (1) Existing Corporate De-
vices of an undesirable nature, found in corporations already
formed and operating. (2) Abuses, dangers and weaknesses found
in the expansion of corporations - These comprlse both corpor-
ate and managerial shortcomings detrimental to the welfare of
the shareholders, both actual and prospective.

(3) Practices in connection with the formation of new compan-
les, especially 1n the issue of prospectuses and new securities,
which lead the lnvestor to subscribe without possessing complete
or accurate knowvledge of the true nature of securitieq' he 1s
purchasing., These practices are based on the superior bargaine
ing positlon of those handling the sale of the securlties.

Havling discussed these various factors we shall conclude
our consideration of the need for contrelllng security issues
by summing up the position of the investor and comparing his

situation and bargalning position to that of the investment
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banker and of the director or manager of the company.
We turn now to a consideration of exlsting corporate

devices,
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CHAP, IV, Exlsting Corporate Devices

1. Undue Complication of Types of Securitles.

¥e are aware that the capital structure of a firm does not
consist of but one type of security. Financlal practlce recog-
nlzes two main classifications - stocks and bonds, the flrst
denotling ownership, the second, debt owing to the holder. Further
Bmore, these two fundamental types of security may be subdlivided
to some extent, according %o the nature of the firm's buslness,
the characteristics of the management and administration and
the conditions surrounding the money market at any one time.
For exasmple, it may be unwise to allow any dllution of the con-
trolling interest of a competent administrative group, partic-
ularly 1f it be known that other interests are seeking to galn
a share in such control for thelr own purposes. Thus, as & de-
fensive measure, it would be best to issue a second class of

common stock which did not €arry with it the right to control.

Besides, a firm might be temporarily in need of funds, thus
making dilution of the interest of its stockholders unnecessary.
An issue of short-term bonds would be in order - a Junlor lissue
being the best, in order to protect existing bondholders., Agaln,
if interest rates were unduly high, prohlblting bond lssues,
an lssue of preferred stock, perhaps callable, might ralse the
necessary funds, without increasing fixed charges or endanger-
ing administration, and, &t the same time aprealing to invest-
ing public.

We can thus point to three necessary types of security de-
signed to appeal to varlous classes of investors.l In the
first place the cautlous lnvestor will choose bonds as belng
the least risky venture, while providing a moderate income.
Then the average buyer, desiring a larger and fairly steady,

income, and willing to assume a certain amount of risk, will
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be attracted by an issue of preferred stock. Thirdly, the
speculative purchaser, wllling io bear greater risk with the
possibility of reaping a galn in the long run, will buy a
common stock possessing reasonable prospects., These three
typés rnay be further divided without unduly complicating the
gltuation, as Junlor and senior bonds, first and second pre-
ferred stock. Sucth division is still aimple enough to enable
the average investor to realize hls position as a shmpkholder
or bondholder, in relation to other classes of investors in the
flrm§.

However, there 1s a limit to the subdivision of securities
into various types. Undue complication leads to uncertainty
on the part of the shareholder as to hle position.2 Difficulties
in determin®Zng the claims, legal rights and responsibllities of
various classes of securlty holders often arise. New clasasl-
flcations are made, wilth certain features, intended to atiract
invegtors, The elements of risk and income are nmingled in
varying proportlons, according to the present capital structure
and the exlstlng feellng among prospective investors., A feeiing
of cautlon would mean that prospects of i1ncome would have to
be rsised in proportion to risk.

Usually these subsidlary types are offered to attiract
capltzl and at the same time avold any lmpaliring of the control
exercised through ownership of common stock. While large
amounts of capltal are often obtained at the time, complexity
of momenclature does much to confuse the investor. It also
. acts as a deterrent to the cautlous buyer. The purchaser of
such securities 1s thus placed in an inferior position due to
his lack of knowledge.

The conditions under which undue complication most often
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occurs are those surrounding the reorganlization and consolid-
ation of obsclete or unstable compasnlies, when new issues replace
existing ones.> In such cases certain rights, beneflts or
options are often attached to the new issues as a means of
cloakling weaknesses and shortcomings, The formation of hold-
ing companies is often accompanied by great complexity of fin-
anclal machinery in the tying-in of the various subsldiary
plants with the central firm. Thls conmplicatlion of issues
constitutes a not 1nconslderable hazard to the welfare of the
would-be investor,

Tc 1llustrate complicated capital structures, we refer
to two companles - The Domlnion Steel and Coal Corporation,
Limited, and the International Paper and Power Company.

‘ In April,1930 the Dominion Steel and Coal Corporation
purchased the British Emplre Steel Corpofation, Limited and
1ts constituent companies. These included -

Dominion Coal Company Limited.,

Dominion Iron and Steel Company Limlted,

Dominion Steel Corpofation, Limited,

Nova Scotla Steel and Cosl Company, Limited

Eastern Cgar company Limited

Acadia Cogl Company, Limited.

The capltal structure of the Dominion Steel and Coal
Corporatlion conslsts of Common Stock, First Preference Shares,
Series B, {Series A, authorized:.but.unissued,) and Second
Preference Spares, to a net amount in the hands of the public,
of $79,296,075.00,

Prior claims agalnst the various properties, in the
form of bonds, debentures, mortgages and so forth amount to

some $30,000,000.00, (From Annuel Financlal Review, July,1930
cla
rom Annusa n ev ewpp.ETngB ’
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The International Paper and Fower Company 1is a consol-
idation of some 18-20 pulp and paper mills and power compan-
les in Egstern Canads and New England, with total assets amount-
ing in December 1929 to $767,198,302.83.

The capltal structare of the holding company consist of
no par value, Common Stock, Classes A,B & C, First Preferred
Shares and Second Preferred Shares, wlith a book value in Dec-
ember 1929 of $92,680,900.00.

The subsidlary companies have a& total funded debt of

$315,651,980,43.
From Annual Financial Review, July 1930-pp(78-56

Securities lssued to the public by these corporation are
based on the value of the various properties of the constituent
compenies, The complexity of the situation centres around the
question of the positlon held by these securitles, considering
the prior clalms mentioned above., In case of dissolution theae
debts would have to be redeemed before the securities of the
central company could share in the proceeds, Some difficulty
would be experlenced by the prospective investor in determining
the equlty remaining in the property as a basis for calculating
the true value of any securlties of the ?arent company he might

purchase.



2. Non-Voting Stock,

While this feature was condoned, in the foregolng para-
graphs, as a defensive measure against the inroads of in-
vesting groups concerned with control alone, yet its practice
is not always so worthy. In the lesue of common stock 1t 1s
often carried to excess#, The public 1s offered an issue of
common stock, called, often Class A, for better effect, Appar-
ently 1t has all the deslrable features of ownership, yet the
purchaser finds he 1s the owner of stock having all the risks
of Class B stock, yet without voting rights. All emphasis
was placed on other features and the subject of voting rights
omitted. In addition, many investors take no notlce of the
non-vpting feature, being content to trust those 1n control.
Yet this very unwariness weakens the pesitlon of the public
minded investor who sees in the non-voting elause a handlcap
for the buyer. Non voting stock has 1ts place, of course,
and many controlling groups do act in the interests of the
stockholding body as a whole., Yet the issulng of non-voting
stock glves unscrupulous directorates and controlling groups
a very potent weapon, especlally when directed toward the
questlon of declaration of dividends5,

The issulng of non~votlng stock 1lg particulsarly promin-
ent in the field of corporatt mergers and consolidations. The
votling rights in the controlling company are limited to a
gmall issue of common stock, of which =z majority is easily
controllable by the interested group. Stock made available
to the public frequently does not carry this privileée with
it.

It may be argued that the lndividual buyer loses nothing

since hieg few votes would have no influence in the annusal
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meeting of & large firm. Individually, the voting right
would have 1little effect, it is true, but collectlvely, 1t
would be a force for protecting the lnterests of the small
shareholders as a class. Those who absent themselves from
the meetings, or who send in thelr proxles as a matter of
course, are aware of their helplessnesgs. But 1f the votlng
right were more widespread a greater class of non-privileged
holders, would by Jolnt actlon, stem the advance of those in
control., Only in thls way could the investor find protectlon
from the group in control, His position 1s not hopeless, it
is merely confined.

An example of the effects of non-votlng stock Lls found
in the capital structure of Honey Dew Company Limited. Non-
voting preferred stock is held by the public to an amount of
$1,500,000. The total amount of common shares carrylng voting
ﬁrivileges te $108,500 of which a majority of shares, amount-
ing to some $55,000, would glve the holders control of the en-

tire corporation.
From- Report of the Royal Commisslon on Price Spresads,
1935"13- 20.

An especially vivid example of non~votlng stock 1s seen in
the formation of Burns and Gompgny, Limited. In a capital
structure amounting in total to some $14,000,000 complete voting
rights and contreol of the corporation rest in 3 management pre-
ferred sharcs of no-par-value. The common shares (99,997) have

no voting privlileges attached,
From-Evidence before the Speclal Committee on Price
: Spreads p.2394

During the years 1926-30 some $220,000,000 of preferred
Class A and common shares were sold to the public by Canadlan
houses, Of these only some 16% carried unrestricted votlng rights,

From-Report of the Royal Commission on Price Spreads,
19 35"'9- 20 .
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%. No Par Securitles-

ihe question of no-par stock ls Dy no mesns a c¢clear-cut

issue, Much can be sald on poth sides. Ag an lnstrument pro-
viding a degree of flexlbility in the capltal structure, 1t

has power tor good. Also it permits of more definite statement
of the real nature of a share of svock - a certain fraciion of
the net worth of the concern, not a certlficate having a so-
calied absolute value, say- $100.00. Tnus far there is little
cause for complaint. But there are also evil aspects6, The
very flexibiiity of the no-par security involves the placing

on it of an arbltrary value, Some price must be put on a se-
curity, comling on the market for the first time. Thus the
agsets of a newly-formed firm may be overvalued by a too zealous
management and the inltlal purchaser give value greater than he
recelves, On the other hand preliminary estimates may be too
conservative and persons purchasing early may have an advantage
over those who buy when the assets of the filrm come under closer
scrutiny and the price of the securlty advances accordingly.
Thus, in one sense, the characterlsatic of flexibllity becomes

a blessing for some and a bane for others, It may allow in-
equalltles between the positlons of varlous groups ¢f sharehold-
ers.

The investor and creditor may suffer allke from the effects

of no-par stock on the condition of the firm., Since the stock
ig wlthout par, it needs only nominal securlity, Thus controll-
ing groups are given the privilege of transferring large amounts
of capltal to Syrplus Account,8 Here the capital is made avail-
able for dividend purposes; favored investors alone benefit,

and the rest of the stockholders, and the creditors, are lefit
unprotected. Tnhose particularly endangered are the bondholders

and the holders of preferred stock. Having no voting power,
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thelr posltion depends on the actlons of thos controlling a
majority of the voting stock.

Thus we can see that no-par securitles lnvolve & number
of lssues. 8Spould we sacrifice flexibility and clarity of
terms in order %o avold false valuations of assets and in-
security for the investor and creditor? Probably each case
should be considered 1ln the light of local factors. Ny doubt
an igprovement in standards of accounting and appraising, which
we shall conslder presently, would be a gtep ln the right di-
rection.

4, Activitieg of Directors -

The director in a firm.should possess three qualitlies -
sound business Jjudgment, s sense of responsibility toward the
stockholders as owners of the firm, and a reasonable amount of
watchfulness and care in the carrylng outf of his duties,® As
& dlrector, he dces not require special technlcal or administ-
rative sklll, as does the manager or superintendent, but he is
expected to exercise a degree of buslness sagacity in meeting
problems. The directors are the ones who map out the general
course of business procefdure, leaving matters of detall to
varlous officials, Thus & directorfs position calls for a care-
ful analysis and uidderstanding of all factors influencing the
firm's position as well as the abllity to use them as guiding
principles 1n the carrying on of the company's work. Of course
he is not expected to notlce every single relevant factor, only
to exerclse reasonable care 1ln watching out for the interests
of the firm.

Not all directors take these dutles seriously. In fact
we see a growlng spirit of irresponsibility among them,i0 Many

directors place their own interests ahead of those of the
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company, seeming to disregard the nature of thelr stewardshlp
as shareholders' representatives. Thls splrit among directors
has besn sublected % % to a lesser imt,en;;“ pL:g‘ K
us consider a number of forms which these directors' actions
take,

In the first plece a number of men consider the position
of director in a firm merely as an honorafy one. They seek to
enjoy the honor while shirking the duty. Through duty elsewhere
or lack of interest in the welfare of the company in question
they contribute little or nothing in the matter of direction.
Along with thils class we mlght include directors whose promin-
~ence 1in the business world is a means of advanclng thelr influ-

ence, Tpelr names on a board of directors seem to lend dls-
tinction which satisfies the other directors, and nothing more
1s required of them, This situatlon may be a means of creatling
false impressions in the minds of stockholders, actual or proé-
pective, who are content to leave the matter of direction, as
they think, in the hands of such capable and well-thoughti-of
buelnesge men,

We come now to the questf%n of diverslty of lnterests. Es—
peclally in large corporations the directors will have other
business interests.lt These may clash with the interests of the
company they are directing. Those outside interests may be of
a personal nature or they may concern other companies, pssslibly
competitors. Thus the actlons of dlrectors will be affected
accordingly. Sometimes directors allow adverse interests to
influence them too much and they act to the firm's detriment,
elther opposing constructive proposals or encouraging actions
favorable to these outalde interests but not for the best good

of the company.
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We might say a word here conceming dummy directlon. Thils
condition exists when a small group of dlrgctors, possibly a
minority of the board, are sufficiently powerful to control the
actions of the remaining direcltors so that thelr plans may be
carried out, These inactive members of the board are Just so
much "dead wood" in the administration of the firms business.
Sometimes they are employed as a means of gilving apparent ma )-
ority of consent to particular plans fostered by active direct-
ors, Here there 1s the danger of a form of dictatorship on the
part of a few active members of the board of directors, wlth
possible ill-effects on the welfare of the stockholders.l2
This is one posslble result of the divigion of ownership and
direction - a case where stockholders have 1little chance of
scrutinizing the acts of directors.

Wnile it is true that many casee of lack of responsibility
on the part of directors have been brought to the courts, thls
procedure has not been effectlive in reducing the evil. The
reason for thls is that the courts have not developed a body
of declsive principles to serve as a standard in determining
the guilt or innocence of directors.l> As a result a number
of men, obviously guilty of neglect of duty, have been freed,
due to the absence of any consistent body of legal principles.
Also, the practice has been encouraged, for directors conslder
they have a good chance in the courts s¢o long as thelr acts
do not lead them into c¢learly fraudulent commitments. We can
gee that thig lack of sirlct legal standards in the courts has

made their efforts toward curbing breach of duty by directors
largely ineffective,

Another factor encouraging laxity on the part of dilrectors

l1s the interpretation of majority rule., By many this term has



38,
been construed too loosely. Tpey have consldered a bare
majJority of the votes of the shareholders - embodyling con-
siderable numbers of proxy votes, to be synonymous with the
will of the stockholding body as & whole., Wishes of minority
groups have often been dlsregarded, and a spirit of high-hand-

edness has in many cases characterized the actions of those in
control at the tlme.14 Consequently, directors, supported by
such unreal majorities, have been encouraged to carry out.pol-
icles not of necessity 1n accordance with the general wlsghes,
of the whole body of stockholders. At the same time, arbitrary
and often dlctatorial, actions on the part of offlicials, pro-
tected by so-called majority rule, have been a means of arousing
a splrit of lndependence and detachment among directors. With
this in wind they have sought to carry out certaln policles on
thelr own responslibility, without considering the possible
effects of such actions on the stockholders.

Thus, while many cases of faulty stewardi%ip may be placed
on the directors themselves, we can see that the whole respon-
81bllity should not rest with them. Az we have seen, they are
open to the influencesg of (1) inefficlent legal action; (2)
the condltlons resulting from division of ownership and admin-
lstration, and (3) the acts of other corporatcofficé@ under
protection of majorlity rule. In order to solve the problem of
breach of duty by directors it 1s clear that we must look to
these other factors before our plans of reform will become
effectivg. It 18 apparent that dlrectors encounter both per-
sonal and corporate pltfalls which lead to a sense of lrrespon-
slbility and independence,

Let us examlne one or two well-known Cgnadlan cases involv-

ing faulty divectorship, In these cases there was no qﬁestion
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of dishonesty, but rather one of well-meanling directors belng
convinced of the integrity and good lntentions of those in charge
of the board meetings, with the result that the men'charged were
victimas of misleading lnformation.

The Cose of Rex vs. Clarence ¥, Smith, -

As a director of the Home Bank, Spith was charged with:-

1, Making a wilfully false or deceptive statement,

2. Unlawfully using a false or deceptlve statement,

3. Negligently signing, approving, or concurring in an account

contalning false or deceptlve statements,

in connection with the preparation of the dlrectors' yearly
statement of the financlal condition of the Bank, and 1ts flling
with the Minister of Finance.

Smith was acquitted on the flrst two counts., It was shown
that he had no actual knowledge that the statements in question
were false or deceptive; and such knowledge was not to be attri-
buted to a director who dld not possess it, Fyrthermore, Smith
wag not made responsible for what took place at meetings of the
Bpard which he d4id not attend,

The evidence established the absence of any dishonesty on
the part of the defendant in his dealings with the Bank; he had
no knowledge that would enable him to detect any error, and had
confidence 1n the officers of the Bank who represented to him
and others present at the annual meetlng of shareholders the

correctness of the returns and other documents. In view of this

the conviction on the third count wag quashed.
(From-Ontario Law Reports-Vol,.57,1925-pp.383~4)

The case of Rex. vs. Gough

Gough, as a director and Vice-President of the Home Bank

was trled and convicted on six charges in connectlon with the

preparation of statements for December,l1922 and for the year

1922, involving:-~
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l. False and deceptive returns, both the monthly one
and the annual one,

2, Unlawful use of each of them with intent to decelve
or miglead the Minister.

3. Negligent preparation, signing, approving, or con-

curring in esch of them.

On appeal it was found that there was nothing in the evi-
dence to Justify any charge against Gough of dlshoncrable or
lmproper conduct. He seemed to have belleved in the integrity

and capacity of the President and General Manager, and to have
relied on the information (1ater proved to be untrue) given to
him by them, as to the Bank's positlon, and was thus misled.
He had no reason to doubt the truthfulness of the President

and the General lanager, and therefore although mlsled by then,

he was guilty of no negligence, Gough's appeal was allowed.
(From-Ontarlio Law Reports, Vol.57,1995-pp.426-T,445)
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5. Loss of Pre-emptive Ryghts.

A traditional right of the stockholder 1s that of having
the first opportunity to buy new securities before they are
offered to the public., All the beneflits of prosperoug concerns
and the purchasing of new 1lssues at advantageous prlces should
accrue to him, The oblect of this pre-emptlive right 1s the
peovision of new capital without disturbing the existing ratlios
of investment interest and control.l5: It ie intended that this
new capital shall be provided at advantageous prices by the
primary lnvestors. This ls regarded as one way of protecting
the stockholder agalnst incoming groups of investors and also
agailnst adverse price movements of the securitles when once
placed on the open market- a meane of improving the stockholder's

position.

Since the Wgr the practice has grown up ¢f dlsposing of
new stock in whole or in part without any previous offer to the
existing stockholders. The a&%ument for this procedure 1s a
purely practical one, put forward by promoting, banking and man-
agement lnterests, baéked by legal 0p1n10n.16 It is urged that
corporations must have assurance that the funds necessary for
the task in hand - say, further construction and development -
will be forthcoming. Ag a rule shareholding bodles move alowlj
and are not always positlively dependable, even in the long run.
Thelr feelings are affected by the general business outlook,
by subscriptlon pricee and rates of return of new lssues, and
by relative attractiveness of other lssues. As & result work
is often held up while the Stockhdlders make up thelr mlnds,
and usually a portion, large or small, of the issue has to be
assumed by the underwriters., Tupls is done unwillingly as the
amount cannot well be determined beforehand, also an indefinite

period may elapse before certain knowledge is forthcoming,
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Market conditions may change in the meantime, involving the
clement of risk, Ip cases of complex construction projlects eash
must be forthcoming as direct transfer of shares 1ln payment
cannot well be arranged.

Sometimes the shareholders take up the new lssue at once.
Often the process ls slow, cumbersome and expensive. A5 a re-
sult pre-emptive rights are granted only for a limited time,
after which general sale to the public takes place. Admltting
the impossibility of distributing new issues of the largsr con-—
cerns among a large group of wildely separated shareholders, yet
there is not adequate conslderatlon given the shareholders for
this removal of one of thelr traditional rights. The position
of the shareholderg§ 1s weakened by the evolutlon of the large,
complex corporatlon. Complicated financlal structures and re-~
lations Jetween corporations often lead to the entrance of stock-
holding groups whose lnterests may clash violently with the prim-
ary group. New lassues are often marketed for reasons apart
from filnancial necesslty - as a means toward favorable legls-—
lation or as a consideratlon for trading concessions or increas-
ed clientele. Why should the interesta of the‘stockholders be
overlooked to this end? It may be argued that the primary stock-
holder beneflts from the improved trading position &f the firm,
but 1t 1s 1ldle to belleve this is a primary conslderation in
guch activity.

The stockholders whose interest is jeopardized in the above
manner may suffer in two ways. In the flrst place thelr voting
power 1s ligble to dilution, and secondly thelr equity in earn-
ings 1s adversely affected. The vote of the primary stock-
holder 1s not so important or forceful as formerly and partici-

vation in earnings nets him a reduced sum, It might be suggested
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that he maintain his position by entering the open market
and purchasing enough shares to secure himself. But fhe price
may be excessive and his consideration therefore inadequate.
While 1t is not so dangerous to the welfare of the exlsting
shareholder to lssue new shares of a type simllar to hls present
holdings, in many cases new lssues are glven speclal prloritles,
rights or exdmptions, all of which tend to weaken the share~
holder's posltion in relation to the incoming group., Actions

involving loss of pre-emptlive rights should be more closely cir-

cumscribed,
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V. Abuses-in Connection with the Expansion of Corporations.

l. Refinancing & Reorgzanization,-—

This type of financial procedure isk one of the lmportant
methods of developling and enlargling corporations.l7 Reflnan-
¢ing and reorganization schemes are found in every branch of
industry and commercs, and the results of such operations are
lmportant enocugh to warrant consideration in our study. While
in many cases such expansion has been clearly Justifled, a

nunber of firms have been guilty of overexbanslon - mostly due

to a too high estimation of prospects. Seeing prospects ahead

for increased profits, an eager management will seek to develop
its buslness 1n order to take advantage of the new sltuation,

Often the reallzation of profits, or increased sales, 1s

not so great as expected, and waste of mechanical and technical,
as well as of financlal, resources takes place,

In order to ralse the necessary capltal for an expansion
project, a financlal plan 1s establishedq, outlining the methods
to be adopted for this purpose., New 1lssues of bonds, preferred
stock or common stock (accordlng to the nature of the refinan-
ceing plan) are advertised through the press and the mall, and
through the agency ¢of brokers and salesmen., Thelr sale to the

publlic 1s usually carried out by means of an underwriting syn-
dlcate, Sometimes thls sale necessltates exchange or conver-
slon of present holdings for new Securities with special priv-
ileges, rights or options attached.l8 Thls 1s the case when
the refinancing 1s a means of obtaining capital at lower rates
or of exchanging common or preferred stock for certificates of

indebtedneas. Thls process usually requires the attaching of

. 8peclal privileges as a further inducement for holders of bonds

Or debentures to co-operate. BSale of pey securities as & means
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of obtalning additlonal supplies of capital are offeréd to
the public without regard for thelr present holdings, Here we
have another case of the minority security-holder. He has neo
part in the refinancing scheme and 1is obliged to exchange hls
holdings for new ones (often inferior in quallty) or stand by
and see his share in the ownershlp or hls evidence of c¢laim on
the assets of the flrm involved 1n a complexlty of new inter-
ests and clalms, Besldes he may see hle security undermlined
by too large an expansion, and be faced with reduced income
and equity.l9

Sometimes refinanclng and reorganization comes at a time
when the capltal market doeg not favor an lssue of stock, If

need for capital is urgent bonds willl have to bg gold. This
increase 1in the propoiition of bonds and debentures to stock
will mean heavier fixed charges. Tpis contlngency 18 a draln
on the firm's income and wlll form a source of weaknesgs i1f the
flrm 1ls faced in the future with difficultlesifalling ofrf of
demand, severe competiton or substitutlon of product,.

If an 1ssue of stock can be floated, & weakening of the
majority in control may result, unless the amount of voting
stock is well guarded. Otherwise the new projJect may be cur-
tailed, 1f competltor interests are involved, or other changes
inaugurated, %o the flrm's detriment - capltal waste, or re-
duced efficlency. While the majority now in control may not
be worklng entirely in the interests of the stockholders as
a whole, 1t 18 doubtful if incomlng groups would help matters
any.EO More likely their efforts would be more injurious to
the best interests of the firm,

Wnile existing shareholders may have their interests en-

dangered by increases 1ln fixed charges, or by changes in control
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or dilution of ownership interest, thelr posltion is exposed
in another direction, Refinancing may include the purchase of
assets (land, bulldings, materials, etc.) whose value has been
written up by the owners in antlclpation of a sale.21 The use~-
fulness of such assets, as well as their value, may be exagger-
ated. The firm may find them of inferlior quallty, locatlon,
or serviceablility. Tnis loss in the effliclency of exploltation
means a decrease in earnings in proportlon to investment., Ag
a result the stockholder stands to suffer in two ways., Flrst,
the return on his investment is reduced, due to reduced éarnings
and second, hls equity in the business ls reduced due to the
overvaluatlon of the assets purchased. An expanding firm is
apt to overlook shortcomings in appraisals and estimates, which
a steady-running company would investigate closgsely. The pur-~
chase of overvalued assets represents an ever-present source
of danger for the stock-holder in & firm which is being refin-
anced or reorganized, Besides, excess prices and unfalr credlit
terms may be enforced by powerful creditor firms assured of the
company's trade, at a time when 1t is particularly vulnerable
to pressure fggm strong creditors and competitors.22~

Thus refinancing presents a number of possible dangers
for the stockholder - increased fixed charges, reduced earnings,
diiution and reductlion of control and ovnership interest, waste

of capltal and technical resources, inferiocr bargaining power,
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in a reflnancing scheme let us look at the formation of Burns

and Company Limited, which took over the business of P, Burns

and Company.

A comparlson of the capital structures is enlightenlng -

First Mort- Preferred

gZage Bonds Stock
014 Company - $3,078,000 $3,943,000
New Company - 7,000,000 6,900,000

Percentage Increase 127% T4%

Total

#7,021,000
13,900,000
Nearly 100%

From-Debates,House of Commons, May 29/34,p.3457

Similarly this increase 1ln capltalization 1s reflected in

higher fixed charges.

Securities
(First Mortgage 61% Bonds
01d Company $3,078, 500
(7% Cumulative Preferred
Shares
§§,206,200
$6,984, 700

(First Mortgage 5% Bonds

New Company - $7,000,000

( 6% Cumulative Preferred

Shares $6,%00,000
$13,900,000
Increase $ 6,915,300

Interest Per Annum

$200,102,50

273,434,00
$473,536.50

$385,000,00
$414,000,00
$799,000,00
$325,463.50

Also, the lncreased value placed on the fixed assets in

the new company would involve an increase in the annual prov-

ision for depreclatlon, and consequently a further increase in

filxed charges. Hgwever, the new company used lower rates of

depreclatlon, thus preventing the appearance of an increase in



48,
fixed charges and placing a false valuatlon on earnings.
From-Evidence before Special Committee on Price
Spreads, p.2394.

As a result of the reorganlzatlon, the original bondhold-
ers lgst considerable in amount of income received and had to
accept less deslrable secufities in part. They received a cer-
tain amount of compensation by becoming the holders of new pre-
ferred shares wilth some prilority as to dividends., Former pre-
ferred shareholders became the holders of common stock, losing
thelr position as prior clalmantg. Hglders of common stock
had thelr shares reduced on the basls of 20 to 1,

While the publie, as security holders, bore the loss re-
sulting from the wrlting up of asset values, the original owner
sold out at a good price and the underwriters alsc made a good
profit,

From - Report of the Royal Commission Price
Spreads, 1935, p. 360
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2, Mergers and Combines.

The above dangers are also often presgsent when the firm
is involved in some sort of a merger or combine. Usually thils
ﬁrocedure is undertaken a8 a means of achleving internal econ-
omieg or of crushing trade competiton, wlth its effects on
sales and profits. It is usually carried out in anticipatlon
of a larger market and of considerable reduction in costs.

The process of financing commerclal or industrial
mergers and combines is complex - with its centralizing of con-
trol, conversion (or substitutlon) and guaranteeing of the cep-
ital liabillitles of subsidlary firms, reorgenization of the
technical and capltal assets of the varlous units and other
intricacies of large-scale flnancial proced.ure.23

Centralization of financial control constitutes the pro-
cess of "pyramiding®, by which a small lssue of voting common
stock in the central company is the means of controlling many
times its amount in the assets of the varlous subsidiary firms.
Here is the chlef source of danger for the shareholder in the
small subslidlary. When he exchanges his securities for stock
in the "holding company" he loses all personal contact with
the directing of his firm. The nature of the stock recelved
in exchange varies according to the strength of the subsidlary
company. A weak unit will force its stockholders to accept
common stock in the "holding company® - a strong unit will prob-
ably enable its stockholders to obtain preferred stock in the
new company. In any case the voting stock (small in amount)
will be closely held.

In connection with the inferior bargaining position of
small firms involved in a merger or combine, we refer to the

purchase of the Anticosti corporation by the Cgnada Power g



Roldevs of A% Auticosty bonds siven niw $47 hends, 20+
and Paper Gompanyﬁ‘thereby sustaining & conslderable loss in
lncone,

~ Holders of 7% preferred shares in the Anticosti Company
were given 1l shares of new common stock for each preferred
share held., These shareholders, in addition tc losing a large

part of their income, were forced to accept Junior securlties,

losing thelr positlon of prlority,.

From Debates, Hgpuse of Commons, Apr.21/32,p.2253

Issues of bonds and debentures are avolded as far as possl-

ble, in order to keep down fixed charges, and preclude the dang-
er of foreclosure 1n case the merger 1s unsuccessful.

By its very size, the newly-formed merger or combine ls

expected to control the market. Hgwever, the threat of monopoly

may result in concerted action on the part of competitors, and
the mergegéay fail to achieve its purpose, Or the slze of the
market may be overestimated, as in the case of a reorganlzed
firm (see above}. Here again ie danger of failure. Any firm
can dlspose of only what the market will bear, and a newly-
formed merger, while able to suspend dividend payments, thus
strengthenling 1ts reserves, cannot always hold up production
of goods without endangering its financial position.

The merger or combline, therefore, faces three dangers,
all of them a reflection of overéxpansion. These include the
wrlting up of the assets of subsidlaries, united actlon by
competlitors, and an overestimation of the market prospects.
Through qulck action and influence among small firma a merger

may be able to atifle competitbon,e4 but in its early stages
there 1s always the posslbllity of a quick and devastating

union among strong competitors. Often this union includes
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creditors of the projected merger, and new difflcultlies are
encountered in the way of poor credlt terms and high prlces
for raw msterlal. However, this danger ie not so lmportant
as over-caplitalization and fallacious estimates of the market.

Again the shareholder is the final resting-place of the
i1ll-effects of these shortcomings and contingencies, He loses
all vestlige of control in the centrallization of control, faces
possible {often probable) reductlon 1ln lncome through non-pay-
ment of dividends, and hls share 1n ownershlp 1s endangered.
This last may occur in one tor both) of two ways, first, through
overvaluation of the assets of the combine, and secondly, through
the comparative weakness of his particular firm, by which &
share of its stock may exchange for only a fraction of a share
in the new company. Altho the stockholders of a certaln firm
may declde to remaln outslde the merger, thelr position 1s not
a happy one, since their firm will be in danger of elimination
from the field by reason of the power of the newly-formed merger.
In any case the small shareholder's pomitlon is one of weakness
in the face of strength.

The case of the Robert Simpson Company illustrates the
formation of two holding companles, one in 1925, the other l1n
1929, accompanled by over~capltalizatlion and the writing-up of
assets to an amount not by any means jJustifled by increases in
earnings., The asgets acqulred were written up in order to
cover the nominal value of the securlties l1ssued,

From Report of the Royal Commission on Price
Spreads, 1935, p.351,

In 1925 Simpson's Limited rurchaged shares in the operat-
ing company at $150 per share to an amount of $5,025,000. Cgppital
was supplied out of the proceeds of & bond lssue to the amount

of $5,600,000, secured by a specific first charge on the common
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shares of the operating company acquired by the holding company.
The holding company could only pay bond interest out of divi-
dends received on the common shares of the operating company.
In 1929 a further expansion program took place by which
a new holding company acqulred the common shares o¢f the operat-
ing company held by the old holdlng company, and redeemed the
bonds and preferred shares of the old holding company out of
proceeds from a new and larger issue of honds.
The net incresse in capltallzatlon between 1925 and 1929
amounted to some $8,375,000, represented by appreciation of
the value of fixed assets in 1925 and 1929, less (1) commlssions
and expenses written off and (2) the differenceethe value of
the shares of the operating company in the benks of Simpson's
Ltd. (1925) and the net tanglble value of assets before appreé-

iation, (From Evidence before Special Committee on PriceéSgreads,
p.2768

The formation of these two holding companles has erected
a pyramid of securities based entirely on the common shares of
the operating company. Simpson's Limited (1929) to avoid loss
of revenue through non-payment of dividends, by purchasing the
assets of the operating company, received a further revenue 1in
the form of an annual rental. This meant that the holding
company received a revenue whether or not the operating company
earned a profit while the operating company has declared no
dlvidend since 1931, the net rental in the year 1933, amounted
to $1,133,779.

Ag & result the hol&ers of bonds and preferred stock in

the operating company have had thelr security lessened through

thls prior claim on earnings.

{ From Refort df the Royal Commission on
Prlce Spreads 1935, pp.36=T
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3. Administrative and Accounting Practices,

The officers of a firm, as representatives of the owners,
are expected to act in the best interests of their principiéé.
Thisg respongibility 1g not always placed in capsble hands.
While a company officlal may possess & certain amount of tech-
nical skill, his shrewdness and foreslight in dealing with per-
sons or firms, may not be of a hligh qualltygs. This may lead
the firm to purchase goods and services at disadvantageoua prices
or to enter contracts in which the firms position l1ls unfavorable
Shortcomings on the part of offlcers may not be checked in time
to prevent a considerable amount of damage being done the com-
rany. Too often men in responsible positions fail to see the
long-run effects of thelr acts -~ they inyolve thelr firm in

contracts with only Immedlate prospects in mind, failing to ¥ls-
ualigze more distant consequences.25 For example & contract may
be made to purchase goods at a price which, on the face of
things, appears to be reasonable. At the same tlme apparent
changes are taking place in the production of those particular
goods which will shortly lower prices. The purchaser, unaware
of this forthcoming reduction in costs enterg a long~-term con-
tract at present prices. Thls short-run view is a source of
danger 1n the resglm of efficiency, particularly when the acts
of particular persons lnvolve the firm in importent financial
commlitments. This may be further illustrated by reference to
purchase of assets by means of a refinancing or reorganizing
scheme {see above) in which these assets are given an enhanced
valuation, to the detriment of the purchasing firm,

The nature of the capltal structure of a firm determmines

1ts progress. Often incompetence in the primary financial set-

up will eripple a company's earning power. One of thege fail—
ings 1s distortion - too great a propogition of bonds or
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debentures to stock, leading to heavy fixed chargese7. This is
often the result of too great optimism, a belief that the com-
pany's prospects are so good that 1t will be able to take care
of a large amount of fixed indebtedness and 1ts accompanying
charges., Also the desire to limit the number of ownershl?

shares, in the hope that thé value of these shares wlll rise

shortly after commencement of operations, places emphasis on
fixed 1lisbilitles as the most important part of the capltal
structure.

Rigldity in the capital structure is also a source of
weakness. Ipcomplete estimates made for construction, develop-
ment, or expansion by persons not fully conversant with all re-
levant factors may result in only partial completion of necess-
ary work, due to lack of funds. This puts the firm at a dis-
advantage from the first - 1ts efflclency is greatly lmpalred.

Agaln rigildity may be of 111 effect 1n the accumulation of cap-

ital at high rates (for work that must be carried out lmmediately)

or of capltal in excess, not at once useful in carrying on the
company's business. These effects take place through untimeli-
negs of actlon and too liberal estimates of the capltal needs
of the company. In these ways rigldity of capital structure
tend to intensify the effects of lnefficlent prowotion and fin-
anclng. At the same time distortions in the capital structure
result in a weakening of the firm's position. This 1ls most
notlceable where keen competiton is in force, and the added
burden of heavy fixed charges do much to jeopardlze a firms
eghances of success.

The publlication of annual (sometimes quarterly) statements

has been enforced for some time. But the publication of an
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income and expenditure account, except 1n the case of companles
having a Dominlon charter, 1s still to be considered.?® A fin-
anclal statement does not, of 1tself, give sufficlent inform-
ation to the stockholder. It says nothing about the nature or
the effectiveness of business procedure during the past period,
giving only the posltion of the company at a given time., Ope
purpose %o be served by general publication of an income and ex-
penditure statement would be that of glving the shareholders the
means better to judge the action of dlrectors in wlithholding

or declaring dividends. Together, the financial statement and
the statement of income and expenditure give a compete plcture
of the firm's activities and present position, as well as a
means of predicting future prospects. As owners, the stock-
nolders are entitled to receive all information available con-
cerning the positions and prospects of the company.

Exlsting accounting and audliting systems are out of reach
of the stockholders., Those administering the company's affalrs
dirdct the activities of accountants and auwditors., Inp such
cases, where companies employ auditors of thelr own, an inde-
pemdent audlt 1s impossible. Opportunities for mis-statements
and deceotlions are frequent, and often a minimum of informati@n
is allowed to enter the Balance Sheet.

One of the most wldespread shortcomings of accounting
methods 1s the transfer of funds from Capital Account to Syr-
plue Account, making available for distribution funds which are
not earnings at all, and glving an enhanced value to the capital
stock.%¥ In this way capltal ls belng used improperly, and a

false sense of security imposed on the stockholders, In this

connectlon a second dubious accounting practice is that of
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placing enhanced valuatlons on varlous classes of assets. Thls
is a means &f keeping the minds of stockholders at ease, in
order that programis inveldling expenditure may be carried out
without arousing opposition from the stockholders, since they
believe the firm to be in a strong position.3o When the flrm
i1g confronted with dlfficulties-lowered earnings, ilncreaslng
costs, etec - 1t may find itself in distress. Weaknesses 1in
accounting methods are not apparent on the surface, and audlts
carried out by the company itself are usually not intended to
bring them into promlnence, if it 13 in the interests of the
adminigtration to keep such things from the notice of the stock-
holders.
It 1s clear from this that the stockholder or investor

is at a disadvantage in not having complete lnformatlion, He 1e
apt to be influenced too much by an appa?ently favorable Balance
Sheet and a highly-colored commentary prepared by the manage-
ment. BStock ownership or purchase in such a case involves in-
equallity in bargalnling power and often inadequacy of consider-
ation. In acting under conditions of incomplete informatlon

the position of the stock—holder or investor 1s to that extent
Injured. His right to all avallable informatlion, as one of the
owners of the companyxis being overlooked. In addition ad-
vantage 1s taken of his inabllity to act, or of his natural
indifference in the face of strong forces in control, All forms
of incompetence, whether administratlve, financial, or clerical,
adversely affect the position of the stockholder, He stands

to lose in any case involving the company in financial losses,
and while seemingly apart from temporary effects, which seem

only to affect the parties at fault, yet bears the cumulative
effects in the long run.
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An illustration of incompetent finaneing, accounting and
dlrectorshlp i1s the promotlion and reorganization of the firm
of Cgnadlan Cgnners Limited.

Investigation has shown that 1n various transactions in
the formatlon of the present company assets were transferred

at enhanced values, The amount of apvreclation 1s equivalent
to over 50% of the present outstanding capital stock- an in-
crease of $2,275,000 in connection with the amalgamation of
1910, and one of $2,950,000 in a similar transaction 1n 1923.

Furthernore none of this canital stock was issued for -
cash, consideration belng paid in the form of assets and ger-
vices, both probably overvalued. This made for ease of control
by interested financlal groupsg, and resulted in gross over-
capltalization. This is shown by the fact that during the past
11 years, in splte of decreasing annual provislions for deprec-
iation, operating profits averaged less than 3%, exceeding 5%
I1n only 1 year.

In connectlon with the company's accounting practices, it
has been found that a substantial amount has been lnvested in
the company's own shares, these being carried on the firm's
books as an asselt - an lmproper practice in itself, Fyrther
i1t has come to light that there were certaln shortcomings 1in
the preparation of the company's Balance Sheet for 1932; also,
the statement of income included unreallzed profits on the
company's own shares, and the profits were distributed as divi-
dends,

All of these facts polnt to faulty flnancing, doubtful
accounting practices, and a lack of responslbility on the part

of directors, who comprised a minority management group.

(From Repori of the Royal Commission on Price Spreads
35, pp. 579361, Y P
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CHAf. VI. Methods of Upderwriting and Selling,

1. The Prospectus

The prospectus ls used as a means of encouragling lnvest-
ment 1n a glven enterprise, It consists of an outline of the
company's position, resources and prospects. Ag an instrument

for arousing the investor's interest, the prospectus 18 used to
advantage by the professional promoter, who emphasiges the
favoursble aspects of his company's positlon, in an efforf to
elicit stock subscriptions. Ip thls way the prospectus serves
a useful purpose in bringing before the publlic all the facts
in connection with the floating of a new company.

Unfortunately in the offering of a new lssue of securltles
the prospectus too often serves the evll purposes of fraudulent
promoters, IMany instances have occurred in which 1lnvestors
have suffered heavy losses through being influenced to invest
thelir capital in weak concerns, Thls influence has in many
cases been exercised by means of the prospectus.3l This docu-
ment is often written in highly-colored and high-sounding terms,

sent through the mall and followed up by clever and influentlal
newgpaper advertislng and salesmanship.

In drawing up the prospectus promoters often make good
use of the opinions of technical and financlal experts, so
called, as well as a 1llst of investors who havé already grasped
the opportunity. This psycholozical apreal to the investor
has always proved effective. New lssues placed on the market
at & time when capital is belng invested freely, wlll be readily
accepted, esvecially when accompanied by a cleverly-worded
prospectus and a series of influential advertisements in the
newspapers and financial periodicéls.

Whlle a good deal has been done to avert evll practices
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in connection with the prospectus, by forbldding use of the

mails for fraudulent purposes, and by means of varlous stock
exchange enactments, There is still room for improvement. Even
though a prospectus may not be issued with the Intentlon of

fraud, it is yet sublect to incompetent estimates and opinions.32

Promoters are prone to transmlt their optimism to the pros-
nectus and thus glve the prospective investor too favorable an
impresslion, At the same time the prospectus has the weakness
of giving to such opinions and predlctions an air of authority
and finality.

Thus we find the prospectus to be subject to the above
weaknesses, which 1t transfers directly to the investor. He
depends on the prospectus, and on opinlons based on it, for
his information concerning a glven company. So, in the inter-
ests of the investor the prospectus is one of the most import-
ant feaﬁures in the issulng of stocks and bonde, and should be
one of the polntes of emphasis in discussing means for reform,
Such measures, besides requiring presentation of truly reliable
Information, will seek to increase the amount of material so
presented, since, at present, so many prospectuses are character-
1zed by the limlted amount of information they convey.33

We present an illustration of a misleading prospectum=-

The Capse of Rex vg, Kylsant (Lord)-

According to Section 84 of the English Larceny Act of 1861
a dlrector of a body corporate or pucvlic company 1s guilty of
a misdemesnor 1f he makes, circulates or publishes any written
statement or account which he shall know to be false in any
material particular with intent to lnduce any person to in-

trust or advance property to the company,
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In November 1931, Lord Kylsant appealed against the
conviction at the Central Cpiminal Court on the charge that he
had made, circulated, or published, or had concurred in making;
circulating, or publishing a prospectus relating to an lssue
of £2,000,000, 5% debenture stock which he knew to be fal8e in
a material particular, with intent to induce perscns to 1nt‘p—
agst or advance property to the Royal Mall Steam Packet Company,
he being a director of that company. Kylsant claimed that the
statements he issued were in no way false or fraudulent in them-
selves.,

It wags admitted that every statement in the prospectus was
true, in itself, but the prosecution alleged that the document
a8 & whole was misleading and false within the meaning of Sect-
lon 84, in that the statement that, between 1911 and 1927 the
company had pald dlvidends varying from 5% to 8% {(except in
1914 when no dlvidend wass pald, and in 1926 when one of 4% was

pald) failed to state a material fact affecting the situation.
The omitted statement was that, although the company made very
large profits in 1918, 1919 and 1920 when, owing to the Euro-
pean war, there was a shipping"boom", in the years 1921 to 1927
incluslive, 1t made substantlal trading losses, and was only

able to pay the divlidends specifled and to produce the "halances

avallable" in those years {(averaging £585,673 for the 10 years,
1918 to 1927) by the introductlion of ltems of a non-recurrlng
nature, earned in the abnormal war period.

It was declared that the type of fraud found in the docu-
ments showed that they were not fraudulent in the sense of
what was stated, but in the sense of what was concealed or
omitted, that l1ls, in the sense of what the documents implied.

Thus, although every statement and figure in the prospectus
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was true, 1f the prospectus was misleading the appellant was

guilty of the offence with which he was charged. Ag a resuli

the appeal was dismissed,

From- Law Reports - King's Bench Division,1932,Vol.I
Pp.442-5
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2. The Investment Banker,

The duty of the lnvestment banker is to malntaln a ready
flow of new securities in order that his customers may find
immedlate employment for thelr funds and will not be forced
to remain out of the market untll the banker finds a suitable
type of security for them. Ag a result the investment banker
must keep avallable many different types of securities to sult
the needs of hils various clients.

To do this the investment banker sometimes ls a means of
overtaxing the capacity of productive enterprise as an outlet
for suppllies of carltal, or as a source of profit through
quick and easy sales. Thus the banker and promoter often com-
bine thelr efforts toward the floating of new companies, at
times leading to overexpansion. At the same time the banker
often obtains large blocks of securitles as payment for hls
gervices ln underwriting lssues, Here we have one of the
causegs of stock watering, in the overvaluation of the banker's
services.34 Too much stock may be given the banker in pro-
portion to the true value of the service he glves.

In connection with underwriting by investment bankers
we come to the questlon of banker control of companie&\dhile
control of s firm by the investment banker ls limited by the
lack of technlcal knowledge on the part of the bankers they
leave technical matters in the hands ¢of managers and are able
to control financial policles often to their own profit.35

Ag a result of interest 1n particular concerns the banker's

opinions and advice concerning a particular issue will be biased

to some extent. Thls means that the mind of the investor, in-

fluenced by his banker¥s opinion, will be directed along similar
lines, In this way the investment banker is able to dlrect
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the flow of caltal within his sphere of influence. This act-
ivity may not always be 1n the best interests of industry as a
whole, but may result in a certain amount of dlstortlion in the
industrial field in which the banker is interested.>®,

From this we can see that the investment banker forms an
important link in the transfer of capital from investor to
producer. His activlities often have far-reaching effects, and
hls position gives him & good deal of influence and prestige.
Restrictions would be particularly applicable in connection
with the banker's reward for underwriting services, and in re-

gard to his interest in speclal 1ssues and 1lts effects on his

advice to prospective lnvestors.
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% The S+ock Jobber and Speculsator.

We may speak of the activity of the stock jobber or of

the speculator as an act of transportation between two points
in time for the purpose of making & profit.>/. This dealing
in stocks (or commodities) may be done on the long or short

side of the market. The activity of the speculator is to the
advantage of the public in that 1t increases the market abllity
of the stock dealt in, by linking buyers and sellers separated
in time. Due to this time element, ordinary.knowledge and in-
telligence are not usually adequate for Jjudglng future values,
On the contrary, skill, experience and special or,ﬂfnside',
knowledge often dlaclose prospective values and may be used és
a means of abstracting wealth from those less well informed.38
In ¢his instance the value of the speculator's services 1ln the
form of increased markef _pablllty ls less than the cost to socc-
lety, pald as a profit to the speculator. Thus the question

of a net advantage to soclety is settled by determining whether
or not the speculator has superior bargaining power in hia
dealings with the public,

Let us first consider the stock Jobber, who is 1in essence,

a speculator39. He acts as the lntermedlary between buyers and
sellers for every transactlion pasesing through the exchange., Thus
the service of lncreasged market _abillty ls most obvious in his
case. His profit is the difference between his quotation as

a buyer and hls quotatlon as a seller. The rlsk involved in
holding a supply of securities between transactions méy be off-
set by anticipating price movementsewidely fluctuating prices
and great uncertainty will mean a wider soread between the
Jobbers quotatlions, whlle general optimism among those deallng
in stocks reduces the interval between transactions and enables

the stock jobber to give better gquotations.
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It might be argued, that, since the Jobber is, as 1t were,

in the very centre of the market, he has greater opportunity

for the exercise of superior bargaining xnowledge, based on
information not readily avallable to the public. Wnile he does
occupy a central position in the market, he is always faced

wlth keen competition from others in his own class, equally well-
informed., In addition, the brokers from whom he recelves hila
orders to buy or sell also serve as a protection to soclety be-
cause of the informatlon they are able to give thelr cllents,
Thus, in an organized market the Jjobber has little or no oppor-
tunity of using superior knowledge 10 obtain a proflt of greater
value than his services.?0 He only increases the spread be—
tween hils quotatlons as his risk lncreases and then, only to

the extent his competitors act, or else he is in danger of losing
business to a Jobber offering more favorable quotations, We

c¢an thus see that the Jobber does noi present any considerable
dirfficulty as a menace to the public interest.

When we come 10 expert speculators we find a very dlfferent
situation.%l The speculator with experior knowledge is often
able to profit from a glven situation in two ways. In the first
place he may ¢reate a buylng lnterest in a certaln stock and
take his proflt by selling when the price of the stock has risen

to a certain level., Further, the interest aroused in such a
stock may bring in other speculators and force the prig¢e up to
an unhealthy and temporarily high level, Here the expeft spec—-
ulator may go on the short side of the market, and then buy in
on the reactlon. We may note in passing, that this secondary
actlion, that of depressing prices from & high level, serves to

discourage amateur gpeculation to some extent, and thus serves
as an indirect benefit to the public.
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However, thlsg effect 1s only incidental, and speculation
forcing prices away from true investment value, increase®
the risks of buying and holdling securitiesAe. Widely varylng
prices dlscourage investment of & long-term nature and thereby
increase the number of transactions involving speculation, both
professicnal and inexperienced. Constant or repeated "bull'
operations, forcing prices above lnvestment value, are a means
of encouraglng the floating of new lssues, often 1eading to in-
dustrial overexpansion and wagte of caplial and technical re-
serves,

We may sum up the effects of skilled and unskilled spec-
ulation under four headings, as follc:wws:-‘!"3

l. Speculative operations, in an lnvestment market, based
on changes 1ln investment values, tend to establish a truer
course of prices and to increase market efficlency.

2. Skilled speculation in markets for securitles of varlable
and uncertain values, has ambiguous effects. It distorts prices
when encouraging a boom, and corrects false valuations by oper-
ations on the short side of the market.

3+ Upskllled speculatlon in an investment market has no part
in improving the course of prices - rather, 1t 1s llkely to
lower the efficlency of the market.

4, Unskilled speculation iaé speculative market has congistently
bad effects on prices, leading to heavy social waste.

In connection with gpeculatlive operations we might take
note of the effects on the speculator himself.44 The cautious
gpeculator or the seasoned Jobber seems to suffer little phy-~
glcal or moral damage from the nature of his activities, Opn the

other hand the uncertainties of speculatlon reduce the will

and often the capacity, »f intermittent op professional
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speculatoras to take part in industirious activitlies requiring
application of time and talents. Also, the nature of speculat-
ion tends to promote irrational conduct and to dull the faculty
for reasoning ahd planning on the part of those tsasking part in
this activity.

From the foregoing paragraphs we may draw the following
conclusions: =45
The stock Jobber makes & net contribution to the economlc
welfare of soclety.
The skllled speculator makes a net contribution to the
publlc welfare at times, bat may act contrary to the interests
of soclety.
The unskilled speculator probably has harmful effects in
the investment market and is certalnly harmful to the publlc

good in markets for highly speculatlve securities.
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4, ©Positlon of Investor.

After discussing thess various shortcomings in the cor-
porate organization we can now sum up the general position of
the investor. Wishing to enter the market he ig presented with
numercus types and classes of securlties, a varlety of coplnlons
on the paert of brokers and salesmen, and the necessitj of making
a cholce from among all these propositions. He is confused by
the complexlty of types of securlties and by the multliplicity
of influential facitors affectiing the value and income-rate of
any cne lssue,

Having finally purchased a block of securities, the in-
vestor @ees the fate of his investment in the hands of others
more interested in their own 1nterests than in the welfare of
this new stockholder and many others 1llke him,

Barred from participatlon in control through purchase
of non-voting stock or by the handing over of his proxy to the
management, the lnvestor is left to watch the struggles of var-
ious groups for control, the incoming of new groups and the lack
of interest of dlrectors., At least he surmlses all this from
the meagre information he is able to obtain from his brbker or
through the press.

If the firm 1s involved in reorganization or included in a
merger the investor visualizes the possitiility of lowered 1ln-
come, d&llution of interest and further conflict of interests,

In addition his investment may be Jeopardized by the actions of

incompetent adminlstrators, financial advisors, or accountants.

He 1s not given full information as to the positlon of the comp-
any and can only Judge for himself by the movement of his stock

on the exchange. Even there, the value of hig investment 1is

subject to the actions of speculators, who may cause stock
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values to fluctuate widely.

Outside the corporatlion and the stock market the 1nvestdr'a
position 1s influenced indlrectly by the actions of promoters
and investment bankers. To find outlets for capltal they may
encourage new industry to such an extent that productlon may he
curtalled and our investor's income be reduced.

From this short resume we can s8ee that the investor is in
an inferlor bargaining position with other groups in the corpor-
ate organization. His sources of information are few an?éis
knowledge of "big business" incomplete. He can do nothing to
influence the value of hls 1investment and must trust to others
to act in hls best interests, Ve have seen that they do not
always do this. The investor is the recipient of all the
effects of shortcomings in the corporate structure, and his
present position is one of weakness, as opposed to a number of
strong forces, many of them incalculable by him.

We turn now to a discussion of methods of controlling some
of the evil practices attending both promotion and administ-

ration as a means of improving the investor's position.
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Part III, The Means for Control

] Cﬂlﬂ- VI, BSpecial Prdhibitive & Coercive Meagures,

Trhe Ontarilo Securltles Commisslon -

Aecording to the Security Frauds Preventlon Act of 1931

the Lieutenant-Governor of Ontario has the power to -
Appolnt a Board to administer the Act,
Provlide for the appolntment of members, officers and employees:
of the Board.
Prescribe the mowers and dutlies for anyone connected with the
Eoard.
Approve the salarles of such members, offlcers and employees
as fixed by the Board. ‘
The Board is to have and assume all the powers conferred on
the Attorney-General by the Act of 1930.

(Statutes of Ont, 1931 pp.l153-4)
Powers

To examline a person or company to ascertain whether an
offence agalnst the Act, has been, lg being, or lec about to
be commitied.

To summon witnesses as a means of gaining evidence from
testimony or from the presentatlon of documents or records.
Thie power is simllar to that vestéd in the Supreme Court or
a Judge thereof,

To appoint an accountant or other expert to examine docu-
ments, records, property and other mattere and to report there-
on,

Fallure, without reasonable excﬁse, to give any infor-

mation or evidence demanded under the powers conferred by the
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Act shall constlitute an offence and become prima facle evi-
dence upon which the Board may base an affirmatlve finding
concerning any fraudulent act to which such fallure may be

deemed relevant. -
_ (Statutes of Ont. 1930, pp.l88-9)

If any fraudulent act or offence agalnst the Act has been
18 belng, or 1s about to be committted, the Board has the
power -

Whefe a registered #broker, company or salesman la
concerned, to order such reglstered party and any other regls-
tered party connected with the same organization to be suspend-~
ed from reglstration for a perlod up to 10 days' duration, or

Where a 10-day suspension is considered to be inadequate
or where an unregistered person or company ls concerned in a
fraudulent act or offence against the Act, to enjoin the guilty
partles from trading in securities, or

To give public notice of the fraud, by advertisement,
1etter; or otherwise, whenever deemed advisable,

Further, the Board - during, before or after examinstion
or during, before or after application, or receilpt of injunc-
tlon papers, or where criminal proceedings are about to be or
are instltuted against any person - may direcﬁ any person
having 1n Optario any funds or securities of the guilty persons,
to hold such 1n their possession,

Hay direct the guilty parties to refrain from withdraw-
ing any funds or securltles held by any other person or com-
pan&, and

May direct persons concerned to hold the funds or se—

curlties of cllents in trust for any receiver to be appointed,
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Untill revoecatlon of such directlion or consent to release
any particular fund or security from such direction,

Failure to comply with the above rules constitutes an
offence, except 1ln the case of funds or securlties in a stock
exchange cleaning house or in process of transfer, to which
direction does not apply, or where transactions take place in

bank, loan or trust company offices not named 1n the direction.
{statutes of Ont. 1930, pp,.190-1)

#.
Section 3 of the Security Frauds Prevention Act, 1930

states that all persona acting as brokers, broker's salesmen,
or salesmen employed by partnerships, or companles to trade

in securities, must have thelr names entered in a Reglster
open %o public inspection. Also all partnerships or companles
trading in securities or employing persons to act on their be-
half, either officially or as salesmen, in connection with
trade in securitlies, must be reglstered,

Applications for registration must be made in writing
upon forms provlded, stating name and business address, and
accompanied by the pres%ﬁg%d fee and a required bond {%500.00)
whlch 1s forfelted upon convictlon of fraud. All applications
must be approved by the Attorney General, thus glving dealers
in securitles offlclal standing, and bringing them directly
under the Regulations of the Attorney General's Department.

(From-Statutes of Ontario,1930-pp.182,
183,185.)

The Commlssion thus has fairly wide povers, but of course,
1ts Jurisdictlon 1s limited to companies having an Oﬁtario
~charter, In addltlion 1its actlon is positive rather than pre-
ventlve, While taking action in cases of fraud already committed

and brougnt to 1lts attention, the Commission has no power to
attack the Llnherent weaknesées of the corporation as now constltute
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Let us see what hasg been done 1in a preventive direction by the
federal government at Ottawa,
In looking to the federal government for remedial actlon
in connection with corporate promotion and asdministration, we

must conslder the limited power to act on the part of the Dom-

inion Parliament.l .In Canada there are ten legal Jjurlsdictions=
one federal and nine provinecisl governments, All of these have
rights in the matter of the incorvoration and the gurveillance

of Cgnadian companles, Any action in the dlrection of restrict-
lon on the part of the federal government will mean a transfer
of lncorporation business from the dominlon office to one of the
provinecial offices. This multiplicity of Jurlsdictions compli-
cates the situation for those primarily interested in the corpor-
atlon - the investor, the shareholder and the creditor, and has
rroven to be a farce restralning commerclal and ilndustrial devel-
opment.

While federal actlon tends to be llmited on this account,
yet 1t seems falr to urge that the Dominion Government should lead
the way in the matter of reform.2 The prestige of federal in-
corporation, partlcularly in providing advertising value in the
sale of securities, and the added social gain from a stringent
Dominlion Act would more than offset the temporary loss of revénue
entalled 1n transfer of incorporation business Lo one or another
of the provineclal offices.

Three solutlons have been offered for settling the problem
of multiple jurisdictions, as follows:>

1. Exclusive federal Jurisdiction, the provinces to surrender
thelr rights so as to make federal control effective, This 13 an

1deallstic scheme, and many practical dilfficultles stand in the
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way, involving the questlon of constltutlonal amendments, a

lengthy process In 1ltself,

2, Uniformity of company law under divided jurisdiction, as
at present, Wnhile inferior to the first proposal, this change would
be a practical step in the rignht direction, Discussions on this
point in the two Dominion - Provinclal conferences have not ylelded
very satisfactory resulte, but difficulties in the way do not appear
té be insurmountable,.

%. Dominlon incorporatlion and Provincial surveillance under
unified leglelation, Thig scheme, somewhat simller to the second
one, does not seem to be in a hopeful position, On the whole, the
scheme for uniform legislatlon under dlvided Jurisdiction seems to
be the most practical one., Also, while difficulties are considerable
they are not so great as for other proposals, and some hope may be
entertained for such an eventuality,in the not too dlstant future,

Let us examine the latest plece of federal legislation in
regard to company reform, the Dominion Companies Act of 1934 and its
amendments in 1935, and see how far it has gone in combating the
exlstent evils of corporat prometlon and administration.

| In the matter of the icsue of no-par shares the Act pro-
vides that not more than 25% of the lssue price ghall be trsnsferred
to Syrplus Account, Further, any transfers subsequent to the time
of lssue shall only be permitted if the Secretary of State 1s assured
that the flrms'credlitors are suffilclently well protected.4

Companies are given the power to provide funds for stock
pﬁrchase by trustees in the interests of employees -~ an encouragement

to employee ownershilp of stock,>

Rules sre lald down for the redemption of preferred shares,®

There must be no cumulative shares in arrears, and a redemption fund
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must be supplied out of the proceeds of a new lssue of stock or out
of ascertalned net profiteg approvriated for the purpose 1ln the form
of liquid assets, It muet be shown in an audlted Balance Sheet that
thils procedure does not impalr the capltal reserves of the company.
Provigion leg made that creditors are glven a period of
one year following dissoclutlon in which to present claims.7 This
protects eredltors by making the company liable during thls period.
As to publicatlion of accountlng statements, a company
with a Dominion charter has to present yearly the following state-
ments - a Balance Sheet containing all assets and liabllitles, classl-
fied more systematically and clearly than before, a statement of

Surplus, and a statement of Income and Expenditure.® Specifications

are to be made of the following - total remuneratlon pald to direct-
ors for services in that capaclty, net operating profit, before de-
ducting reserves for depreciation and for income tax, amount written
nff for depreclatlon, reserve for income taxes, income from invest-
ments, all non-recurring speclal profits or losses, smount wrltten
nff for goodwlll, The statement of Suyrplus 1s to distinguish be-
tween distributable and non-distrivutable Surplus., There must also
De a statement of all adjustments affecting pregious financial per-
lods, and of all credits, charges and approWprilations for the current
neriod, Coples of these gtatements are to be sent to shareholders
Lf and when demanded.

In connectlon with the holding company, a consolldated:
stetement 1s not necessary. However, in the case of a subsidlary
whose accounts are not consolldated, an audited statemént s to be
attached to the Balance Sheet of the parent company explaining how

the profits or losses of the subsidlary firm are treated in the
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zccounts of the holding company.9

Prospectus requirements apply only in the case of direct
cale of securities to the publiec.l® gale of securities through in-
vestment houseg 1ls not placed under this rule, thére being no speclal
governmental requlrements.

The Act allows limitless diversificationg of types of se-
curities offered to the public, There are no restrictions to the
number and nature of various classes of securities which may be
gold, |

Directors are not allowed to vote at board meetings on con-
tracts in whlch they have private interest., They are made liable for
unpald wages for a perlod not exceeding six months, and are respon-
sible for the amount not repald on an lllegal dividend, and for the
amount of a loan senctioned in vliolatlion of the Act.

We can thus cgee that the Act has some merits, particularly
in regard to the publication of accountlng statements, Requlrements
in this section of the Act are more stringent than in any other
Britlsh country.ll There is also some advance in limiting transfers
to Burplus account In connectlion with the sale of no par securilties,
The Requlrements for publication of statements by holding companies
are élso more striet than formerlyfz

However, the Act has not done a gresat deal to improve
the security of the 1investor, shareholder, and creditor - really
1ts prime purpose.13 For example, the issue of securities through
Investment houses, the most usual procedure, is left free of govern-
ment supervision, In addition, no machinery has been set up for
appralsing conslderations, other than money ones, recelved for
allotment of blocks of securities. Also directors' lisbilitles

have only recelved superficlal treatment. The maln issue, thelr
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position as representatives of the stoc?holding body, has
been passed over, as well as the soclal significance of the
corporatlion,

Thus, while the Act has done something toward remedying
corporate evlils, there 1ls much stlll to be done. The follow-

ing suggested remedies wlll inelude, with othere, the neg-

lected points referred to sbove.
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CHAP VIII,  Publicity. |
While it has been provided in the Dominlon Act that

certain annual statements must be presented, presentation 1s
only required at the Annual Meeting and made avallable to
shareholders only on reouest, It seems desirable that such
statements should be published in a dally paper having a wide
circulation in the city or town where the company's head
office 1s located, also in cltles where the company has est-
abliched transfer offices, This would provide local share-
holders with the necessary informatlion wlthout the need of
reguesting 1t from the company. It would also do something
to sbimulate a greater interest on the part of the share-
holders in the affalrs of the company, and they would be =zble
to obtain a clearer lmpression of the company's position and
prospects, and have a more intelligent and conclse understand-
ing of tiie manner in whlch the management is operating the
company. At present annusl meetings give little opportunity
for questioning the administrative officers regarding policies
and the lack of necessary information prevents the average
shareholder from ralsing intelligent and well-timed guestions.
For those shareholders living at a dlstance from the head office
of the company, all information available should be published
in some officlal paper, such as the "Cgnada Gpzette" and filed
with a public offieclal, such records being open to public in-
gpection, 14

These officlal publieatlons would be more useful to the
shareholders, especlally for purposes of comparison, than state-
ments malled to each shareholder periodically,

Besides creating a more wlde-awake and actlve gsplrit among
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the sharéholders, leading to a more efficient and careful
supervision on the part of the company's officers, wldesvread
publication would be a means of prohlbiting the superior bar-
gaining position of directors, acting on informatlon known only
to them. In thls way directors would be placed on an equal
footlng with the shareholders genernally. Publlication of 1lnfor-
mation a few days before, the annual meeting would thus give all
parties concerned, directors, offlcers, and shareholders allke,
a common fund of information, This would mean that dlscusslons
in the annual meetling would be more active and intelligent, and
therefore more valuable, in that critlclsms and suggestlons woﬁld
be forthcoming and administration made more efflcient and prog-
ressive,

At this polnt a few sugizestlons, toward broadening present
requirements as to publiecity, might be in order, In the flrst
place it would be better to have a more detelled statement of
the fixed and intanglble assets of the firm, for the purpose
of a better knowledge of theif value and of forming a more com-
plete baslis on which to ?ass Judgment on the amount such values
have been written up, 1f any, since the previous appraisal,lB
A second suggestlon would be the publishing of the nature and
precent market value of all investmentSfand securltles held in
the firm's name. Thls would enable the sharsholders to learn
of any important cnanges in the value of such forms of auick
assets, and would sllow interested persons, wlth special know-
ledge concerning particular holdings, to advise against the
accretlion of large amounts of that security, in case of impend-
Ing financial losses from that direction.

Recelvables and 1inventéries might be treated similarly in
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order to show the extent to which these assets are kept liquld,
and contrarily, to lndlcate trends in the amount of valueless
or slow-moving goods and of bad or doubtful debis on hand.
Thirdly, publicatlon of executlve salarles and bonusesg, con-
glsting of the number of executives and the total amount valgd,
would enable the shareholders to take note of what the services
of the chlef officers in the company are costing them, At
present the Dominion Companies! Act (amended 1935) requires onty
the total amount pald as salarlies, bonuses, fees, and so forth

to legal advisers of the company and to the executive offlcers.
(Statutes of C,nadg,193%5,p.3%8.)

In this way a check could be kept on the efflciency of these men
in proportion to thelr income, and necessary changes made,

In order that the above provisions be carried out according
to requirements, responslbllity eshould be placed on the Board
of Directors. At the end of each flscal perlod reports should
be flled with a public authority, appolnted for the purpose,
showing that suach obligations have been carried out, In case
of non-compliance with such requirements, sultable penalties would
be lmposed,l®

Whlle the questlon of publlicity 1s under discusslon, some
suggestions in connectlon with accountlng methods, which affect
the published statements, will be Introduced at thls voint.
First, the provision in the Dominlon Act, restricping transfer
of funds from Cppltal account to Surplus account to 25% of the

issue price, should be more stringent.l7 In reality the full

conslderation recelved for no-par shares should be regarded as

caplital and placed entirely in Cppital account, Even in cases

where no-par shares sell at a premium, (or at the original price)
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}will e able to recover thelr primary 1nvestmen§4 Transfers
to distributable Surplus account would impalr the Capltal account
and would be to the detriment of shareholders by reduclng their
equlty in the assets of the company.

An alternative method would be to limit transfers to Surplus
account to a fraction of the lssue price in proportlon to the
fractlon which the present Surplus bears to the Capltal and
Surplus of the t:,ompan;sr.:]'8 This would prevent newly-formed
companies (having no present Surplus) from transferring funds
for immedlate distribution of dividends.as a further incentive
to purchase, A Surplus account would have to be bullt up out
of earnings, thus establishing a sounder capital structure and
a saner dlvldend vollcy., This plan is not so restrictlve as the
first since it allows for transfer of a certaln amount (accord-
ing to the size of the existing Surplus account) from the pro-
ceeds of future lescues., This second plan might be further
sirengthened by having all subsgequenti transfere made %0 a non-
distributable Surplus account,

Similarly, transfers made by remson of a writing-up of fixed
and 1nténgible assets should be made to a non-distributable
Surplus account, to prevent distributlon, in dividends, of un-
earned Surplus., As mentloned above, such writing-up may not
be Justified, and in any case, the surplus created should be
treated as a caultal surplus., On the other hand a stock divi-
tend in resvect of appreclation in the values of assets would
not be hérmful, provided present holders would not be affected
by incoming groups. Such stock dlvlidends should be apportioned

according to the present holdings of the shareholders.,



82.
Turning to the question of publicity for acts of directors,
we find the Dominion Act rather lackling in this resrpect, There
18 no discuseion of the directors status or of his responsib-
1litles, merely the pointing out of financlal resvonsibllity
in cert=zin camses of inefficient or 1llegal financlal procedure,
In the first place it might be suggested that all dealings
by directors in shares of their own company should be publighed,
ag a means of prohliblting actlve speculatlon on thelr part.

In addition, any actlons on the part of directors toward extend-

ing the firm's activities into new flelds should be first approved

by the shareholders and thereupon authorlzed by the federal
government by the lssue of supplementary Lettere Patent., This
federal survelllance would prevent shareholders from becoming,

through the acts of directors, 1lnvoluntary participators.in a

busineses not contemplated at the time the shsres were purchased}9

A second means of bringing the acts of dlrectors before
the minds of the sharenoclders would be the explanation of cer-
taln policieg followed by them in reply {6 questlons ralsed in
the annual meeting, In this way, informed shareholders would
be enabled to re-elect only the actlive directore while dis-
charging those whose actlvities were half-hearted or harmful,

The question of adverse interests is a dlfficultrone to
solve, It is natural that directors in large firms have busi-
ness interests, of a personal or corporate nature, outside of
the firm. In order to prevent this situatlon from leading to
results harmful to the. welfare of the company and its share-
holders, it would be necessary to arouse in the directors!
minds a sense of thelr position as trustees, acting for the

stockholders, Thlp process 1g not an easy one, It might be

carried out through the methods outlined above for providing
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the stockholding body with a fund of information concerning
the company, and by means of the proposed reforms regarding
accounting methods.

In addition it might be suggested that the names of firms
supplying the company wlth goods to the value of, say $100,000
or more in a year be published with a sflew to learning the
extent of directors' interest in such transactions, By thus
encouraging the actlive participation of shareholders 1in the
annual meeting, and by creating in their minds the necessity
of a report on the stewardshlp of the directors, a good deal
might be accomplished 1n thig dlrection,

The position df directors as trustees, and not as actual
owners, would be greatly clarified by the laying down of a
body of general legel vorineinles for the carrylng out of the
duties of this office.®® If the courts, once for all, estab-
lished a coneise code of rules for directors, it would soon
be seen that the office was one of trust and responsibility.
With this co-operatlion on the part of the courts, the problem
of creating in the minds of dlrectors a true understanding
of the nature of thelr office would be greatly simplified,

Thus, while something can be done to bring about efficlent
and consiructive directorship by reforms in other branches of
the corporat structure, 1t 1s necessary, by eliher educational
or legal means, to arouse in the directors themselves a due
sense of their real position, If all the acts of directors
are judged on the grounds of their effects on public welfare,
&8 beginning has been made, Only by co-oneration among all
interested groups, directors, publie, aﬁd state - and a growing

cense of the soclal nature of the corporation, wlll the offlce
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of director assume 1lts normal function, that of duty carrled

out in the intereste of the shareholders.
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chAR IX, Alds for the Investor.

We have seen that the Dominlon Companies' Act requlres
prospectus statements only in the case of direct sale of se-
curlties to the public., In practice the usual means of placing
gecurities on the market ls through the agency of an investment
banker, Thls procedure 1s not under government supervision,
and the investor 1s open to the effects of the practices of
promoters and 1ﬁvestment bankers that we noted in our discussion
of promotion and selling of gecurities. Prosﬁectus provieions
should be extended to apply to the selling of securitlies through
investment bankers,

Those not likely fully to understand the amount of risk they
are assuming should be protected by the state., According to
Section 37 of the American Companles' Act, 1929, "promoters are
to compensate all persons who subsecribe for any shares or de-~
béntures on the failth of the prospectus for any loss or dsmage
sustalned by reason of an untrue statement therein®, By the

Federal Securitles Act of 1933, omission or misstatement of a -

material fact creates llability,
(From Burtchett, p.386,ff,)

The bankers should be regarded as the agents of the company,2l
In this way the company would be responsible for all materisl
used by the bankers in advertising the securitlies or otherwise
influencing invesgtors to subsgeribe,

In addition, the prospectus should contaln the amount of
commissions, fees, and other remuneratlons paid to promoters,
underwriters or middlemen so that it will be clear to the in-

vestor what 1s the net consideratlon received by the company.
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A1l such information should be made available to the investor
at the time of application. Also it should be placed on flle
in a publlc office for purposes of record, and published at the
time the gecuritles are placed on the market in a dally paper
in the city where the head office of the company ls located,
and in the Cpnada Gazette,°18

We have seen that the lssulng of a great many different types
of security has done much to complicate the situation for the
investor. This diversification has been the means of keeplng
over-cautlous investors out of the market, and more often, of
leading a great many security-buyers into purchasing securlties
wlthout knowledge of thelr reallstatus in the capital structure
of the company. Unfortunately the Dominion Act has done nothing
to remedy thls situation, and the investor still has to face
the problem of selecting a securlty from among so many types.
Limitation of classification would lesd to a simplification of
the capltal structure, a good move in itself, as well as mini-
‘smizing confusion in the mind of the investor. This would
mean that lnvestors would approach the market with greater con-
fidence and would be in less danger of making unfortunate cholces
in selecting thelr investment,

Regarding speculatlion on the exchanges, we have noted the
effects of such actlvity - widely fluctuating prices, leading
to great uncertainty for the bona-fide investor. It is qulte
poseible that stiffening of the rules regarding pprchases of
securlties on margin would tend to limlt the number of lnex-
perienced sveculators coming into the market, While purchase

on margin may enable wellmsmeaning investors to accumulate blocks
of interest-bearing securitles by gradual steges, with a small
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amount of initial capital, 1t also encourages careless or in-
experienced persons to endanger thelr own interests, as well as
those of others., The requiring of a somewhat larger proportilon
of the market value of securltles, as a deposit, and more string-
ent rules in connection with bank loans for purposes of stock
purchasing, would doubtless be beneficlal in eliminating the
mogt dangerous groups of speculators, The effects 1n limlting
true investment to some little extent would be offset by the
favorable results of less widely fluctuating prices and a safer
market for the investor. He would buy more confidently in the
knowledge of a more stable price trend among securities in which
he wess interested,

Coming to the problem of stock-watering- the issulng of
securitlies agsinst overvalued asgsets - we find another source of
danger for the investor, Even complete concise statements
and schedules, giving full informaetlon regarding the company's
position, will be faleified by an 111usory.capita1 structure.

So regulations necessitating the publishing of all sorts of
financial and technical statements are made ineffective if
appraisals and estimates regarding the value of assetsg, are not
in accordance with the facts, At pregent there 1s no legal
authority to pass Jjudgment on the truth or falsity of such cal-
culations. The courts are not regqulred to ilnvestigate cases

in which a consideratlion other than cash has been received in
vayment for secﬁrities.22 By way of reform it le suggested
that it be declared 1lllegal to issue fully pald-up securities
unless the company has recelved adequate consideration 1n cash,

property, or services, The duty of determining the adequacy
of such consideration, as well as the ascertainling of the
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true value of property and serviceg tendered as full or part
payment, should rest on the courﬁs. For thls purpose a body
of legal princivles should be enacted, and officere apvointed
to superglse all investigations, PFurther, 1t should be pro-
vided that 1iabilitj for the difference vetween glven and true
valuations should rest on the dlrectors, vrovided it be shown23
either -

1. That they had knowledge of the overvaluatlon, or

2, That they falled to take reasonable steps to ascertain
whether or not the consideration was adequate, In this way a
good deal could be done to eliminate the practicé of stock-
watering with its accompanying effects. The posltion of the
investor would be correspondingly strengthened and his equlity
in the company's asgscets freed from danger of serious dimin-
utlon.

HOTE: TFollowing the recommendastions of the Price Spreads
Commlegsion, the Dominion Companies Act (ame;ded 1935) States
in section 2_5 (B} that shares are only fully pald-up if considerd
atlon, 1in property and for serviceg, be equivalent to nominal
amount of the shares to be lssued., Thlsg fact ieg to be deter-
mined and sffirmed by express resolutlions of the directors who
may appeal to a Judge for a declaratory order corraborating
thelr statements, making use of orsl and documentary proofs if
necessary., Liabillty is fixed as recommended~directors to be

Jointly and severally liable to shareholders for any deficilency.
(Statutes of Candda,l1935-pp.334-5)

These changes in the regulations governing sale of securities
and valuatlon of assets would serve to strengthen the investor's

bar%aining posltion. He would be enabled to select his invest-
men

more readlly and with greater confidence., Hig position
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would be on the whole, only slightly inferior {(on grounds of

inexperience) to that of the broker or investment banker, In
addition, the investor would hbe in a much better position to
guard against fraudulent or one-sided dealings, based on the
possesslon of speclal or superiocr knowledge on the part of
brokers or investment baenkers, As a result lnvestment would

be made easler, safer and wlth greanter understanding and skill

an the part of the investor,
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X, Market Planning,

One of the characteristice of the ﬁresent financlal system
is the lack of a definite group of pversons who oversee and
investigate, if necessary, all new lssues of securitles., New
issues of securities come on the market, sccompanied by per-
suasive advertising sand salesmanship, and the invesgtor has
nothing to depend on for informatlon regardlng the issue, except
the opinlong of vromoters and bankers, We have seen that these
groups are often the means of placing inferlor grades of se-
curitles inethe hands of investors, having regard only for ihe
gsale of the issue at a profitable figure. So 1t 1s clear that
there must be some relisble group of officers whose duty it is

"t0 investigate the affalirs of firms wishing to place securities
on the market, Among its dutles, such a commlssioﬁ, or board,
would see to the carryling out of the suggestlions ocutlined in our
iast two chavpters,

To thls end it 1s urged that a Securities Board be set up,
wlth headquarters in Ottawa, and branch offlce¥s in the larger
cities2% This board would be operated as a department of the
federal government, and should be regarded as one of the higher
branches of the c¢ivll service} free from political or other
group 1nfluence, in order to insure a continuous and definite
pollcy.

Further, 1t should be provided that the Chalrman of the
Board should be enabled to present to the Cabinet suggestions
in the matter of further leglslatlon affecting hils devartment,
These suggestions would be based on difficulties or shortcomlings

encountered in the process of cérrying out the exlsting plan,
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Doubtless a number of points would be overlooked when first
organizing the Board and thies would be a convenlent method of
bringing these polnts to the attention of the Cablnet,

The first duty of the Securlties Board would be to investi-
gate all new firms whose securities were coming on the market
for the first time.25 This would include a general supervision
over the activitles of engineers and other technical experts in
estimating construction or develoQ_pental costs. Thls survel-
1lance would tend to encourage greater care in estimating the
amount of canital required, and would thereby more effectively
engure the accumulatlon of funds which would be adedquate far
the work lnvolved., In addition the Board would scrutlinlre
closely the general make-up of the proposed capltal structure
of the firm. Here efforts would be made to ensure a proper de-
gree of flexibility, also to avold distortion as far as possible,
0f course the proportion of bonds to stock would devend on the
industry 1in waleh the firm oroposed to be engaged, as well as on
the general economic outlook for new firms. A profitable in-
dustry, or bright prospecte for the future, would permlt the
issuing of a larger proportion of bonds, since fixed charges
could be met more readily, and conversely for unfavorable
conditions.

In the case of firms already 1in business, wlshing to float
a new lssue of securlties, the Board would have power to appoint
suditors to investigate thelr financial history and their current
transactlons and commitments, 1f statements audited by bona fide
auditing firms were not available.2® Ty tnis way it would be

learned whether or not the lssue of further securities was Justi-
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fied or exvedient. In additlon all advertising and other public-
ity in connectlon with the issue should be inspected.?? 1In this
way all facts used in the prospectus or other publicity statement,
which did not glve a true plecture of the existing state of
affalrs, would be discarded, and the investor corresvondingty
protected. Firms whose financial positlon &id not warrant the
assumption of furthér commitments, or whose methods of lssue
aimed at creating a false sense of agecurlty in the mind of the
investor, would be forbidden the right of issue until such time
ag thege matters were cleared up to the satisfaction of the
Board.

In attacking the problem of overcavitalization the Board could
act in two ways.28 In the first place it could restrict the
proportlon between fixed liabilities and the corresponding
agsets, For example, a holding companhy, controlling certain
assets, (already mortgaged) through the ownership of shares 1n
a subsldiary, would not be a2llowed to lesue further fixed indebted-

mnless the Letal .
nesqﬂremained within fixed limits, Enhanced valuation of assets
would be prevented by an audit conducted by the Board% technical
experts, In this way true values for the company¥s assets would
be malntained, and the heolders of bonds would be protected by
the limiting of the total amount of thelr claims to a certain
percentage of such values, Thls percentage would vary from one
case to anotherwbeling highef when the assets in question were
esreclally vroductive and useful to the company, or readily
saleacle, and lower when such assets were of comparatively small
usefulness, or in a poor condltion or locatlon which would re-

sult in = mﬁch lower realization from thelr sale. This method
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of meeting the problem of "stock-watering! would apply also
in cases of financlal combination involving fewer firms than
the formation of a holding company - that 1s, in all cases in~
volving the issuing of mortgages or bonds agalnst asseis already
Bo encumpered,

A second method would be applled to firms issulng securities
as part of an expanslon of activitles or of a refinancing scheme,
In this case the company's audltors would be made responsible
for the glving of a true valuation in connection with the
aporalsal of the firm's assets, The Board would pass Jjudgnent
on thelr reliability and exercise restraint over thelr activities,
The firm's auditors would be held liable for any damage suffered
through purchasce wihlch was clearly Influenced by the appraisal
itself, Such liability would hold only if it could be shown
that the appraisal was untrue 1n any materlal respect, and was
issued either without an honest bellef in its accuracy, or with-
out reasonable steps belng taken by the company to verify the
accuracy of the auditofé‘report.eg

Further duties of the Board would include,, the enforcing of
the rule that debentures issued without special security shoulid
have such facts stated on thelr face, and also the power to
provide that 21l bond lgsues be assented to by shareholders
only to the amount actually required at the time.-° These two
rules ald in protecting the investor, 1n that they provide:
the vpurchaser of an unsecured debenture with a better idea of
the real nature of hls purchase, and guarantee the bondholder

that all eapital supplied by him will be used for the purpose
intended.,

In 2ddition the investigating actlvities of the Board
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should extend to private companies desiring to place an issue

of gecurities on the market for the first time‘El The affaire

of these private companies should be looked into before they
are allowed Lo invite public subscription in order that 1t may
be learned wiaether thelr financiad conditions and prospects
are a good lnvestment fleld for the prospectlive purchasers.

Regarding the vowers of the Board in overseelng the promotion
of new companies, 1t should be polnted out that all types of
firms are not to be treated along exactly similer lines.3a.
While the initial coste of finanelal, mercantile and commercial
undertakings can be estimated wlth a relatively high degree of
ease and accuracy, all new flrms are not so fortunate, Those
firms whose cosgts of establishment and development are partic-
ularly difflcult to predict wlth anything approaching accuracy
are the companies entering the mining or power industry. In
these industrleg a humber of factors enter the sltuation which
prevent the moking of accurate appralsals and costs. Minlng
1s perhaps the most hazardous industry in thlas respect, since
the work to be done in bullding a power-house or constiructing
roadways ar doing execavatlon work can be estimeted with some-
what less dlfflculty. Companles entering the fleld of manu-
facturing would occupy a posltlon between those entering
mining and those seitling up as trading or financlal concerns,

Clearly all of these many types of firm cannot all conform
to one set of rules, in connection with their promotion and
developnent,

We have seen that it would be one of the duties of the

Board to see that technicsal estimates were to be as nearly
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accurate as possible, in order to prevent the occurrence of
a shortage of capital, Such rules should vary in strictness,
the greatest leeway being given the englneers and constructlon
experts estimating the primary costs of minlng projects, Other
industries would conform to rules whose strictness would be 1n
proportion to the ease of calculatling costs. |

In the cacse of mining enterprises, the natural speculative
element in this industry would modify rules as to prospectus
vrovisions., The developing of a proverty in the hope of finding
a supply of profitable ore does not permit the entering in the
prospectus of a long list of materlal facts. Opinlon and con-
jecture enter the case to some extent, Thus the investor should
understand that he should not wrely too much on the prospectus
of a mining enterprise as a means of supplylng clear-cut in-
disputable facts regarding the filrm's prospects of success.
Naturally the Securitles Board would be less strict regarding
the prospectus provliesions 1n connectlion with mining projects,
modifying rules to sult the case,

The value of such a Board would apply both to investor;and to
entrepreneuﬁrgould beneflt by having a deflnite line of proced-
ure lald down, and the assurance of a more ready sale for the
securitieg of his firm, While the Board would not allow lts
name to be mentloned in the advertising of auch securities, and
1ts approval of the lssue of certain securlities would merely
conslst of non-rejlection, yet it is falr to assume that the
lnvestor would purchase securities with greater confldence, and
the flnancing of new, as well as establlshed, firms be carried

on along sounder lines, 1f such a type of Board were to function.

True, the Board would not be responsible for losses by the
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public 1n purchasing certain unprohibited 1issues, but 1t 1is
not the functlon of such.a body to sponsor particular lgsues -
the prime:purpose would be to ald the investor by laying down
ruleg for sound and proper financing, and by raising his bar-

gaining vosition in the market.,



o7.
C,LMP. XI, Coneclusion

It 1g clear that the activities of filnanecial experts have
been largely directed toward improving methods of production,
with s corresponding lack of interest in the welfare of the
investor. Means of ralsing capital have been established
with the purpose of enabling productlve enterprise to acquire
funds with the least possible inconvenience and loss of time,
Investment bankers and promotfers have looked more to profits
from securlty sales than to the effects upon the purchasers
of thesce securities, As a result the investing publlic, through
lack of organized effort, has been the victim of the activitles
of well-organized groups of bankers and promoters, To this
has been added the weakening 1nf1uence of inconslstent and
faulty flnancing methods, and the actione of directors and
other company officials,' working in thelr own interests, have d
tended still further to wesken the investor's position.

Only lately has there been anything resemiling an organized
movement 1n the interest of the investor, This hag resulted
in the passing of certaln legislation by both the federal and
provinclal zovernments, While such efforts have been only
partly effectlive in lmproving the situation, at least s beginning
hag been made in the right direction, We mast look to the
legislators as the prime means of accompllcshing further results.
This can only be achleved by the arousing of publiec opinion and
the laying down of strict legal principles by the courts for
the conduct of flnanclial affairs, We cannot expect the entire
emanclipation of the lnvestor to taeke place wlthin a short periocd.

There must be a wldespread public bellef in the true and Just
posltion of gtockholder and adminlstrator - the stockholder as
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the ultimate reclplent of the benefits of competent flnanclal
actlon, and the dlrector and officer as the trustees, adminis-
tering the investor's capital with s view to his best linterests,
not thelr own profit. Only then will the inveetor's position
be as strong as that of other financial groups. All soclally
minded educatlon, leglslatlon, and legal procedure should be

dlrected to this end.
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