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THE CONTROL OF SECURITY ISSUES IN CANADA 

I. General Survey 

The Corporation - its rise, development and present 
position. 

1'0 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, public 

works and government were financed by a forced levy of 

treasure, gooets, or labor.l·T'nis scheme was particularly 

effective in the Greek colonies and the Roman provinces. In 

return for the gooets and services rendered the people obtained 

the benefits of gooa roads,effective government, a code of law 

and military protection against the baroaric tribes on their 

frontiers. 'l'he 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, 

grFUltlng in return the benefits of' the ChurCh?· 

We can see that these early forms of corporate activity 

embOdied the factors of force and neceSSity. Failure to com-

ply \~itn the requirements meant imprisonment, exile or ex

communication. While such a system does not conform to modern 

standards of business, we may note a fundamental character

istic of corporate activity, viz:· officers carrying out pol

~cles as the representatives of a body of persons, whom we 

cannot call shareholders, but who were interested parties, 

in tnat their livelihood depended on the actions of those in 

aU1:.norlty. 
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During the early Middle Ages we note the rise of a 

capital-owning class in the Italian cities.3. This class com

prised two groups:first, the sons of land-owning nobles, who 

moved to the towns in search of fortune, and second, a group 

of office-holders, tax-collectors and other officials, who had 

amassed sums of money during their 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 aided materially in the rise to import

ant positions of the Medieval Italian towns, especially Venice4• 

During the time of the Crusades this town gained great oommer

cial importance controlling the Mediterranean trade and extend

ing its influence across the Alps into Northern Europe. 

At this same time a number of business associations were 

formed in various parts of Europe. These may be compared to 

our modern partnerships. Three types may be noted.5. 

1. Assooiations of landowners for the oolleotion of 

tolls from merohants, reoeipts being divided among the part-

ners. 

2. Assooiations among merchants for purposes of protect

kon against robbery or the fortunes of war. Losses were 

shared by the parties ooncerned. 

3. Assooiations among merchants for facilitating trade 

or manufacture. Often aged or incapacitated men of means 

employed men of talent to assist them in carrying on their 

bUSiness, or men with preSSing business duties hired oompet

ent partners to act as agents in distant Cities. This form 

of association oomes closest to present-day partnerships. 



The later Middle Ages saw the rise of two important 

corporate forms of enterprise - the guilds and the traders' 

associations. We may illustrate the former by the English 

craft guilds and the latter by the Hanseatic League. 

The English craft guilds came into prominence in the 

Thirteenth Century.6. They were at first similar in nature 

to our modern friendly societies and trade-unions, but later 

were analagous to trade associations. Each trade was organ-

ized separately and membership was compulsory. Wardens were 

appointed by each guild to control production and exercise 

general overseeing powers. 7 Master craftsmen employed a 

certain number of journeymen and apprentices according to the 

size of their shops, and were in charge of the education and 

training of their employees8 • Standards of porkmanship, wage 

nates, hours of labor and prices were fixed by the various 

guilds. In addition to controlling industry, the guilds took 

an interest in the welfare of 

al, religious, charitable and 

their members, haying 

judiJal functions. 9 

" 

education-

In time the craft guilds declined, and the craftsmen be

came artisans employed by ownerS of raw materials. 16• This 

came about through the inability of the guilds to control the 

supply, which came to be monopolized by merchants and a rie-, 
ing capitalist class. Similarly the guilds lost control of 

The 
distribution, finished goods passing into the hands of~same, 

or other, merchants. Thus the system of guilds gave place to 

that of domestic production. 

The Hanseatic Leaguell was a federation of the import

ant Mercantile towns of Northern Europe, for purposes of 

controlling trade. The association was formed during the 

thirteenth century, including some 100 towns at the time of 



4. 

it'£reatest power. The League had ~xtensive commercial re

latiits in Europe, trading in Scand~avia and Northern Russia, 

possessing interests in London, and meeting the trade of 

Venice in the South. Each town in the League sent represent

atives to a central meeting-place. Policies of action were 

determined and funds were raised to meet administrative needs. 

Not until the sixteenth century did English merchants 

gain a position of prominence in European commerce.12 Up 

until that time they had been content to leave the carrying 

trade in the hands of foreigners. However, they became restive 

and began a struggle for commercial supremacy. In this they 

were aided by a rising capitalist class at home, who financed 

trading ventures, often as a matter of speculation. ThiS form 

of financing embodied the idea of transferable shares, and a 

number of trading companies - Epst India Co., Hudson Bay Co., 

and others - were formed as jOint-stock companies. 

We might note by the way the encouragement given to 

traders by the European Monarchs of this period, particularly 

Henry VII. Emphasis was laid on the king's patronizing of 

trading associations, and people came to regard such organiz

ations as creatures of the state. This attitude is also true 

of the early settlers in America, whose only law was that of 

the state, based on the English common law. ThiS idea of 

the state, being parent to the corporation is erroneous, 

when we view the situation in a historical light. It explains 

the opinions of certain legal and practical men with regard 

to the powers of the corporation. In reality the corporation 

antedates the modern state, particularly in America. 
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~rom the trading era we move on to the Industrial Re

volution. This important period involved the greatest single 

change for the corporation of any.13 The corporation of this 

period involved changes in the field ,of capital similar to 

those changes in the field of labor caused by inception of 

the Factory System. To meet the growing needs of the people 

the corporation extended into all branches of industry. The 

perfecting of new processes enabled producers to assemble 

machinery in certain areas favors,ble to production and close 

to the centres of labor supply, a result of the Enclosure 

Movement. In their turn the capitalists and financiers of 

the day sought to concentr2.te large blocks of capital in 

the manufacturing centres. The day of the private crafts-

man was gone - expanding industry required capital and labor 

resources far exceeding those of the humble spinner and weaver. 

The needed capital was obtained by the issuing of shares, the 

proceeds gOing to finance the needs of the new large-scale pro

duc~on enterprises. 

l4'In looking at the features of these eighteenth cen

tury corpore.tions, we see many similarities with modern enter

prises:free transferability, diffusion of ownership, divorce of 

owners hi ", from management, and concentration of control. In 

many respects, therefore, the present-day corporation is little 

changed from its eighteenth century counterpart. Probably the 

most notable changes have been in size and in complexity of 

organization. Today only administrative and technical limit

ations mark the bounds of corporate extension. The corporation 

is here to stay. Its roots are to be found far in the past 

and it has passed through its formative and developmental stage9 

adapting itself to the needs of a constantly changing environ-
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The earliest Canadian company was the French Company 

of One Hundred Assoc~ates, formed, early in the seventeenth 

century for the purpose of developing the fisheries along 

the shores of Acadia and in the Gulf and River St. Lawrence, 

and of promoting fur trade with the Algonquin tribes in the 

country north of the St. Lawrence River and east of the Ottawa 

River. Some trade was carried on with the Iroquois to the 

South but these tribes preferred to trade with the English 

and Dutch settlers ~n New York and New England. 

Later the North West Company was formed as settlement 

was extended into Upper Canada and the Great Lakes region. The 

company had its headquarters in Montreal and from there for

warded stores to the Indian 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 its business, until in 1821 an amalgamation took place 

between it and a number of smaller French companies engaged 

in the fur trade - (Innis & Lower, Vol.II., p.80S). 

However the French had no monopoly of the fur trade in 

Central Canada. The English interests had seen hope of mak

ing a good profit from the Canadian fur trade and had formed 

the Hudson Bay Co. in order to curb the extension of French 

control and settlement into the Great Lakes region. Graduall~ 

this firm extended its posts into the North West and finally 

controlled the fur trade from Hudson Bay and the Great Lakes 

to the Pacific. 

After 1783 a great many Loyalist settlers entered the 

Eastern Townships 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.II.p.9). The Company obtained land from the 
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Crown at a moderate price and sold it at a profit to pros

pective settlers - (Ib.id,p.30) 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-

(Ibid.p.88). 

The activities of the Canada Land Company met with 

success, a profit of ~28,OOO being made in 1833. Many settlers 

complained of the high prices charged for land, averaging 

from 7/6 to 13/- per acre. It was computed that the company 

paid for one block of 1,000,000 acres a sum of ~30l,367 over 

a period of 16 years- (Ibid p.p.91-2) The company was able 

to make a considerable profit on its investment in land, 

altho certain losses were sustained through inability to sell 

poor tracts of land. In the long run the company was amply 

repaid for the risk undertaken in real estate speculation, 

As Canadian trade increased in volume and a certain amount 

of industrial activity arose, toe need for banking facilities 

became apparent. In response to this need the Bank of Montreal 

was formed in 1817 - (Innis 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 Mexican Dollars and by the 

bothersome "Halifax Dollar" exchange rate. So the Bank of 

Nova Scotia was set up 1n 1832 and bUSiness connections were 

made w1th the financial centre of Montreal (Ibid p.430) 

These two banks were the first chartered banks 1n Oanada 

and opened the way for the extension of Oanada's commerce 

and trade, both domestic and foreign. 

Turn1ng to the fleld of transportation we find that the 

earliest work 1n connection with the building and maintenance 

of roads and canals was carried on under government supervision. 
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The country around Montreal was opened up by the building of 

toll-roads and the St. Lawrence waterway improved by the mak

ing of a number of canals •. Tbese were oompleted in the early 

1840's and did a good deal to improve Montreal's position as 

a sea-port. (Ibid.pp.451-7) 

With the increase in oommercial activity after 1850 the 

canals became inadequate and a number of railway lines were 

built in Central and Western Ontario- the Northern, Canada 

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 railways to compete 

for traffio from the Atlantic seaboard to the interior. This 

injured business for Canadian transportation firms and the 

Grand Trunk, by extending its lines from Montreal through 

Toronto to Sarnia, co-operated with the St. Lawrenoe canals in 

restoring a good deal of inbound traffic to Canadian lines. By 

the 1880's its position was strengthened by obtaining direct 

connections with Chicago, and by amalgamations with the Great 

Western in 1882 and with the Midland line in 1884. A uniform 

policy and closer co-operation did much to improve the service 

and expand the traffic over Canadian lines. The Grand Trunk 

extended its lines to Montreal" harbour in 1871 and,w1th the 

construction of elevators and suitable machinery for unloading, 

storing and re-shipping,freight,movement ot wheat to the sea

board was greatly facilitated (Ibid.pp.486-91). 

The extension of settlement and trade into the Canadian 

West was aided materially by construotion of the Canadian 

PaCific to Vancouver. In this way a broad expanse of terri

tory was brought into more direot relationship with the cen

tres of commeroe and industry. By 1884 much better service 
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was in operation and Western Canada waa linked by rail with 

the East (Ibid. pp.732-3). 

However the development of industry and commerce in Can

ada was not widespread, as the country was still relatively 

sparsely settled before 1900. 

The needs of industry and the demand for capital have 

not been pronounced in Canada until late years. This meant 

the d1scouragement of the extensive growth of corporati~S 

until the latter years of the nineteenth century, when ohanges 

in the teohnique of produotion neoessitated larger corporate 

development. By far the greatest expansion of the corporation 

in Canada has taken place since the opening of the twentieth 

century. 

The movement toward conoentration, noted in all modern 

industrial countries is equally true of Canada.1S • 

In faot the present trend is for large concerns to carry 

on an increasingly larger proportion of Canadian business as 

time goes on. Investigation has shown this to be a true 

appraisal of the situation. Three factors have been respon

sible for this growth - viz; new security issues, re-invest

ment of earnings, and consolidations and mergers, of which the 

first was by far the most important method. 

Growth of Large Corporations in 
Comparison with General Growth of BuSiness. 

100 largest non-financial Canadian oompanies 

(a) As a percentage of assets of all corporations for whioh 

Balance Sheets could be obtained. 

1923 

1932 

% of No. of Firms, 

5~ 

28 

% of Assets. 

89 

82 
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No. of Firms publishing Balance Sheets and total value of 

assets is a fair indication of growth of corporate business 

activity. Since the selected group represents a decreasing 

proportion of the total number, but about the same proportion 

of total assets, large corporations are growing more rapidly 

than smaller companies. 

(b) As a percentage of total invested capital -

% of total invested Cap. 

1923 2S! 

1932 35 

(c) As a percentage of the National wealth 

% of Nat'l Wealth. of Nat'l Wealth 
corrected for certain 

items beyond scope of 
corporate form) 

1925 

1929 

10 

13! 
17 

22 

Our selected group of large companies has thus increased 

its relative importance. 

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

Methods of Control. 

Percentage of Voting Stock held in 145 largest no~Finan-

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

Management Control No. of Companies Total Company Assets. 
No. {OOO~ 

(Under 6%) 26 17.9 2,290,058 42.8 
Joint Minority Man-
agement Control 
(6%-19.99%) 41 28.3 987,609 18.5 
Minority Control 
(20%-49.99%) 29 20.0 837,157 15.6 
Majority Control 
(50%-79.99%) 28 19.3 756,909 14.2 
Private Control 
(over 80%) 21 14'2 4'l6 1 241 8.9 

145 lao. 5,348,674 100 
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Over 66% of the companies were controlled by minorities 

awning less than 50% of the outstanding capital - of these 

near,ly 3/4 are included in Management or Joint Minori ty-Man

agement Control (owning less than 20%). Of the firms consid

ered (145) 40 were subsidiary companies falling in either 

the majority or privately-owned gDoup. 

Excluding these we find that 83.8% of the remaining 105 

were controlled by groups owning less than 50% of the capital, 

63 • .8% (and 82.4% of their total assets) controlled by groups 

owning less than 20%. 

In 91 of the 145 companies no director 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,pp16-7 

Extent of the Holding Company as a Method of Control. 

Classification of all IndustriAl 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 'i.b Companies 29 $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 

Companies 121 4~!2 62~.~10 17·4 
276 100 #3,586, 63 100 

From-Report of the Royal Commission on Price Spreads, 
1935-p.18. (D.H.Munger-Ho1ding Company in Canada.

Kingston, Queens University,1'34.) 



CHAP.II. 

~ The Professional Promoter and Investment Banker -

their development and present importance. 

(1) The Promoter -

13. 

Promotion and Corporation Finance in England,1659-1875. 

While the English trading companies of the seventeenth 

century were the most important form of joint-stock company, 

a number of other jOint-stock firms were established. These 

were mainly confined to mining, water supply and drainage -

(Lord, p.16) A few were founded to develop new inventions, 

and a number to finance monopolies. By 1700 a considerable 

g~oup of persons had appeared who owned stock in industrial 

and cmmmercial companies but who were not directly connected 

with the operation of such companies. These persons obtained 

their supplies of capital for investment from land, inheritanoe 

and profits from commerce (Lord p.18) 

The development of jOint-stock oompanies from those for

merly employing private oapital aided materially in bringing 

treasure 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-stook capital and the banks came into increaSing demand 

for the services they offered the promoters. Capital was 

difficult to obtain in large amounts and there were many risks 

entailed in foreign trade investment. So the promoters took 

advantage of the faoilities offered by the bankS for amassing 

large supplies of capital against which loans could be made 

for developing enterprises with reasonably bright prospects 

of success -(Lord. p.67) At first the banks were limited in 

effectiveness due to limited supplies of capital in the country 
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and losses in speculative undertakings. the latter fact 

causing people to exercise extreme caution in the invest

ment of their surplus funds - (Lord p.68). In time people 

became more confident, and supplies of capital gradually in

creased. By 1750 these capital resources reached a consid

erable amount and became available for productive enterprise 

through the facilities of the banking houses. (Lord p.69) 

By the end of the eighteenth century industry employing 

capital was of three types - (Lord, p.190) 

1. ..-'" Those such as co,-mills, forges and potteries, which 

had grown gradually and had little need for credit organiz-

ation for their means of expansion. 

2. Canals, water-works and mines. which, owing to the long 

period of waiting for returns, and being specially suited to 

joint-stock enterprise, were floated as ordinary companies, 

3. New inventions, which, requiring capital for their de-

velopment, and having recourse to the ordinary credit agencies, 

were financed by capital loaned by the banks, in their own 

interests 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 business in which his capital was invested. 

The' personal welfare of shareholders was taken into consider-

ation, and in some cases Shareholders were able to take a 

hand in operating a company. The separation of ownership 

and management, even in joint-stock companies, was not yet 

complete - (Lord, p.19l) 

During the nineteenth century the further extension of 

the corporate form of enterprise into industry of all ~inds 

went forward rapidly. Especially in the l860 l s after limited 
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liability became general in 1855, a large number of incor

porations took place, both in the case of new firms, and in 

the formation of limited companies from existing private 

companies. This resulted in a considerable increase in the 

amount of outside cal'ital invested in these firms, As a re-

sult a group of business men, known as financial agents, came 

to the fore in the field of corporation finance. These agents 

were assisted by expert valuators who were of great service in 

estimating the capital needs of incorporating firms, both new 

and old (Clapham, p.360). 

This outburst of incorpor2.tions after 1860 was enoouraged 

by the investment of oonsiderable sums of oapital in railway 

and public utility stocks and in the seouritiesof the more 

reputable governments during the previous decade. Growing 

confidenoe among both investors and promoters led to numerous 

incorporations in succeeding years. (Clapham, p.357) 

A number of finanoe companies, formed to encourage enter

prise in various types of buSiness, particularly foreign rail

way, publio utility and real estate schemes, in the 1860's, 

had only slight success and reputation. 

Their place was taken by a few sound Trust Companies 

whose first prinCiple was security rather than enterprise. 

Naturally, this second class of promoting company was more 

successful, but not of great financial importance until 

after 1886 - (Clapham, p.359). 

While the corporation was in its early stages the need. 

for capital was limited16• Business was financed from pri

vate means or by informal agreement among a few friendS. At 

that time firms engaged in production had no need for promoter. 

or other financial men. The proprietor carried on his own 
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financial arrangements and looked after extensions to his 

business in addition to his administrative duties. Only 

after the Industrial Revolution and inception of the Factory 

System did the capital needs of industry require the services 

of men outside the managing staff. During this period a group 

of professional men arose whose activity was confined to the 

launching of new proJects and the obtaining of the neoessary 

oapital 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 onoe it was well started and 

operating smoothly. 

In addition, we may note two other factors which facili

tated the development of a professional olass of promoters. 17 

The first of these was the accumUlation of available capital 

funds in the hands of those ill-equipped for employing it to 

the best advantage. The presence of these supplies of idle 

funds encouraged promoters to seek outlets in the industrial 

and commercial fields. 

A second stimUlating force was the existence of vast un

explored fields for the development of industry. These in

dustrial opportunities appealed to men with organizing ability, 

giving them ample employment for their talents. Besides act

ivity in the organizing of new enterprises the promoting class 

have found a good deal of work in the reorganizing and consol

idation of existing enterprises. Consolidations, mergers and 

associations of various sorts have formed a considerable portion 

of the activities of promoters. This phase of their work was 

particularly notable during 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.18 • They 

looked upon this part of their duties merely as an occasional, 

part-time vocation. Taking note of industrial opportun1t1es 

promising 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 enterpr1ses on the1r way, apart from their regular 

profess1onal duties. Such men were shrewd, enthus1ast1c and 

self-confident, and they possessed a reasonable amount of 

negotiating ability. These qualit1es characterized the pro

fessional full-time promoters of the late nineteenth century, 

who arose in response to the need for professionalized activ

ity in the field of promotion.19 They also developed the 

qualities of foresight and leadership. The work of promotion 

became complex and widespread, requiring sure and certain 

methods of action. This Illeant that men came to apply all the1r 

time and talents to th1s type of work, resulting 1n the form

ation of a new profession apart from the operating or admin1s

tering of an enterprise. 

The work of promotion 1s f1nished When the bus1ness 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 promot1on was f1rst planned. Generally 

one to two years is the t1me necessary to bring about rea11z

at10n of plans (Burtchett, p.385). 

While the promoter undergoes cons1derable aisk in floating 

a new company and performs an important service, it seems fair 

to assume that his reward should 1n no case exceed the ga1n to 
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society 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 estimate in advance. 

Therefore no definite standard exists as to how much money 

should be spent in promoting a company. As a general rule the 

estimated net profits of the going concern for one year should 

form a limiting figure. There seems to be no Justif1cat1on 

for spend1ng the prospective income of the company for from 

three to five years in promot1onal act1v1ty (Burtchett, p.379). 

The activities of promoters have contributed to the stim

ulation of saving, by appea11ng to many classes of 1ncome re

ceivers. They have provided investment prospects of various 

types in order to interest a greater number of investors. At 

the same time professionalized promotion has tended to raise a 

number of legal questions. These have been particularly not

iceable in connection with suits and inquiries involving cont~ol 

and responsibility. At times promoters have sought to identi

fy themselves with the management or with the investor in 

order to gain control of profitable enterprises. We will deal 

with this question much more fully when we come to discuss the 

evils attendant upon the floating of new projects. 

One of the most important classes of promoters is the 

one engaged in technical research and expansion.~ Most of 

the lajbr construction and engineering enterprises maintain 

a staff of promoters as a regular unit in their organization. 

These men are instructed to be continually on the look-out 

for new industrial possibilities and for opportunities for 

various extensions and improvements of existing corporations. 

These firms seek to obtain copyrights of or options on the 

latest technical developments, so that their services will be 
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of a type suitable to any technical demands made upon them. 

Activity in the promotion departments of these firms is eipec

ially brisk during periods of prosperity, when large supplies 

of capital are seeking an outlet. Results of such activity 

are not always good, as a good deal of overexpansion often 

takes place. We shall consider this question more fully as we 

proceed. 

(11) The Investment Banker 

These men may be described as dealers in long-term capit-

ale Their activity centres around the financing of business 

concerns, and they are the channel through which capital moves 

from the investor to the field of industry where it is to be 

employed. 

The earliest form of investment banking was carried on 

as a means of financing certain public undertakings and of 

assisting in the promotion of a few commercial ventures - par

ticula~in the shipping trade. 21 During this period banking 

was not very widespread, being limited to certain of the less 

risky activities of maritime commerce. It was only during the 

industrial and commercial expansion of the early years of the 

nineteenth century that investment banking became an important 

factor in the field of corporation finance. 22 The investment 

banker became important as a professional man with the coming 

into prominence of the promoter, to whose work that of the in-

vestment banker was complimentary. Like the promoter, the 

investment banker did not concern himself with policies of 

operation and administration; he was mainly interested in the 

problem of supplying the necessary capital for the financing 

of the undertaking. 
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At first investment banking was carried on as a branch 

of established commercial banking institutions. Gradually 

bankers who dealt only in securities became important as heads 

of separate enterprises. Firms such as Baring Bros/J. P. 

Morgan and Company and Kuhn Loeb and Company came to aChieve 

national prominence and reputation in the financial world. 

Some few firms gained international distinction, particularly 

those well-established in London, Paris and NeW York, !he three 

important financial and commercial centres. 

During the early years of the present century life insur

ance companies and commercia1 bankers, to some extent, supple

mented the financial operations of the investment bankers. 23 

As supplies of capital increased and profitable investment be

came a real problem for the would-be investor, investment 

banking became more and more important with a greater proportion 

of investors doing their business through well-known investment 

houses. On the other hand the promoters of numerous newa corp-

orations directed the financing of these enterprises by means 

of similar large investment houses and syndicates. Encouraged 

by the post-war speculation and expansion programs of investors 

and promoters alike, the activities of investment bankers in

creased greatly. Old established houses abandoned conservative 

methods of action and adapted their business practices to meet 

the changing tempo of financial 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 their 

interests in many leading enterprises,24 both as holders of se

curities and as directors, were enabled to hold their own 

against the inroads of new firms. These institutions of long 

standing continued to exercise 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 concessions of an injurious nature. 

The most prominent investment houses are able to determine, 

quite largely, the distribution of new capital among various 

industries. This means that large houses often contract for 

large commitments in their financial operations. In order to 

protect their own interests as well as thostof their clients, 

bankers often seek to gain a measure of control over new corp

ore,tions25• While a certain amount of watchfulness is necessary 

for matters of caution, 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 important 

considerations which we shall endeavour to clarify in the main 

body of our discussion. 
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CHAP III. 

~ The Stock Exchange - Its Growth and Importance. 

The operations of the Stock Exchange involve dealing 

by members in admitted securities in accordance with certain 

established rules and regulations. These have been set up 

from time to time and the mechanism of the exchange has adapted 

itself to changing demands in the field of finance. 

The main 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 attained some volume and importance, 

buyers and sellers had difficulty in getting in touch with each 

other. So they formed the habit of meeting at certain times 

in specified places to transaot business26 • In England we hear 

of the coffee shops and other plaees of refreshment as being 

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 number of seourity holders and investors increased, 

improved methods of trading had to be instituted. So laws 

for the conduot of business· and various codes of practioe were 

formed. This was followed by the formal organization of stock 

exchanges and the establishment of definite trading-places. 

As business further expanded exchanges came to occupy separate 

buildings and to gain prominence as a necessary part of the 

financial machinery of a modern state. 

Today the stock eXChange is one of the most important 

financial institutions in every modern ca:·italistic society.27 

Besides facilitating the buying and selling of securities it 

possesses two other important functions. 28 In the first place 
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it serves as a means of appraising the value of a given se

curity. Active trading in stocks (apart from price manipul

ation) places a certain market value on them, from which the 

approximate value mf allied issues may be deduced. Secondly, 

the stock exchange is an instrument for converting invested 

capital into cash. This giving to stocks the quality of liquid

ity brings into the capital market volumes of savings which 

would remain dormant without the added appeal of ready conver

sion into cash. Besides increasing the volume of securities 

absorbed by investment, marketability and ready conversion en

able capital to move at lower rates of interest. The mechan

ism for carrying on this service is extensive, requiring brokers, 

stock jobbers and a central staff, as well as fuily-equipped 

branch officers in all important industrial, commercial and 

finanCial centres. 

The listing of stocks on the exchange naturally enhances 

their collateral value as well as their marketability. This 

makes for wide distribution of stock ownership 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 cownercial bankers are en

abled to reimburse themselves for losses on unpaid loans by 

sale of collateral securities at the market price on the ex

change. 

The stock exchange has been important in facilitating 

the movement of capital from countries having large stores Of 

idle funds -to countries in need of capital. The volume of 

foreign securities dealt in on the exchange is considerable and 

of increasing importance. 30 
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In this same connection the stock exchange has been a 

valuable instrument in supplying the capital needed for ex

ploiting the natural resources of undeveloped regions. It 

has also served in the building of railways, in the financing 

of public utilities and in the developm~t of the industrial 

and commercial possibilities of various countries. Thus we 

can easily understand, the importance to modern finance of 

the stock exchange. However, it possesses speculative features 

and means for price manipulation, which detract from its worth. 

Our discussion will include a study of these less admirable 

features. 

PART II. The Need for Control 

In our study of the less desirable features of corporate 

organization we shall consider the subject under three separ-

aDe headings. These will include (1) Existing Corporate De

vices of an undesirable nature, found in corporations already 

formed and operating. (2) Abuses, dangers and wealmesses found 

in the expansion of corporations- Thp.se comprise 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

ies, especially in the issue of prospectuses and new securities, 

which lead the investor to subscribe without possessing complete 

or accurate knov/ledge of the true nature of securities .... he is 

purchasing. These practices are based on the superior bargain

ing position of those handling the sale of the securities. 

Having discussed these various factors we shall conclude 

our consideration of the need for controlling security issues 

by summing up the position of the investor and comparing his 

situation and bargaining pOSition to that of the investment 



banker and of the director or manager of the company. 

We turn now to a consideration of existing corporate 

devices. 

-
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CHAP. IV. Existing Corporate Devices 

1. Undue Complication of Types of Securities. 

1I'e are aware that the capital structure of a firm does not 

consist of but one type of security. Financial practice recog

nizes two main classifications - stocks and bonds, the first 

denoting ownership, the second, debt owing to the holder. Furthep 

more, these two fundamental types of security may be subdivided 

to some extent, according to the nature of ~he firm's business, 

the characteristics of the management and administration and 

the conditions surrounding the money market at anyone time. 

For example, it may be unwise to allow any dilution of the con

trolling interest of a competent administrative group, partic

ularly if it be known that other interests are seeking to gain 

a share in such control for their own purposes. Thus, as a 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 junior issue 

being the best, in order to protect existing bondholders. Again, 

if interest rates were unduly high, prohibiting bond issues, 

an issue of preferred stock, perhaps callable, might raise the 

necessary funds, without increasing fixed charges or endanger

ing administration, and, at the same time appealing to invest

ing public. 

We can thus point to three necessary types of security de

signed to appeal to various classes of investors. l In the 

first place the cautious investor will choose bonds as being 

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, willing to bear greater risk with the 

possibility of reaping a gain in the long run, will buy a 

common stock possessing reasonable prospects. These three 

types may be further divided without unduly complicating the 

situation, as Junior and senior bonds, first and second pre-

ferred stock. Such division is still simple enough to enable 

the average investor to realize his position as a shareholder 

or bondholder, in relation to other classes of investors in the 

fira\. 

However, there is a limit to the subdivision of securities 

into various types. Undue complication leads to uncertainty 

on the part of the shareholder as to his position. 2 Difficulties 

in determintng the claims, legal rights and responsibilities of 

various classes of security holders often arise. New classi-

fications are made, with certain fes.tures, intended to attract 

investors. The elements of risk and income are mingled in 

varying proportions, according to the present capital structure 
. 

and the existing feeling among prospective investors. A feeling 

of caution would mean that prospects of income wou-ld have to 

be raised in proportion to risk. 

Usually these subsidiary types are offered to attract 

capitel and at the same time avoid any impairing of the control 

exercised through oVlDership of common stock. While large 

amounts of capital are often obts.ined at the time, complexity 

of momenclature does much to confuse the investor. It also 

acts as a deterrent to the cautious buyer. The purchaser of 

such securities is 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 reorganization and consolid-

ation of obsolete or unstable companies, when new issues replace 

existing ones. 3 In such cases certain rights, benefits or 

options are often attached to the new issues as a means of 

cloaking weaknesses and shortcomings. The formation of hold-

ing companies is often accompanied by great complexity of fin

ancial machinery in the tying-in of the various subsidiary 

plants with the central firm. This complication of issues 

constitutes a not inconsiderable hazard to the welfare of the 

would-be investor. 

To illustrate complicated capital structures, we refer 

to two companies - The Dominion Steel and Coal Corporation, 

Limited, and the International Paper and Power Company. 

In April,l930 the Dominion Steel and Coal Corporation 

purchased the British Empire Steel Corporation, Limited and 

its constituent companies. These inciuded -

Dominion Coal Company Limited. 

Dominion Iron and Steel Company Limited, 

Dominion Steel Corporation, Limited. 

Nova Scotia Steel and Coal Company, Limited 

Eastern Car company Limited 

Acadia Coal Company, Limited. 

The capital structure of the Dominion Steel and Coal 

Corporation consists of Common Stock, First Preference Shares, 

Series B, (Series A, authQrized,but_unlssued~),l}nd Second 

Preference Shares, to a net amount in the hands of the public, 

of $79,296,075.00. 

Prior claims against the various properties, in the 

form of bonds, debentures, mortgages and so forth amount to 

some $30,000,000.00. 
(From Annual Financial Review~ JulY,1930, 

l'P·47B-98 
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The International Paper and Power Company is a consol

idation of some 18-20 pulp and paper mills and power compan-

ies in Eastern Canada and New England, with total assets amount

ing in December 1929 to $767,198,302.83. 

The capital struct*re of the holding company consist of 

no par value, Common Stock, Classes A,B & C, First Preferred 

Shares and Second Preferred Shares, with a book value in Dec

ember 1929 of $92,680,900.00. 

The subsidiary companies have a total funded debt of 

$315,651,980.43. 
From Annual Financial Review, July 1930-pp'ltf~ 

Securities issued to the public by these corporation are 

based on the value of the various properties of the constituent 

companies. The complexity of the situation centres around the 

question of the position held by these securities, considering 

the prior claims mentioned above. In case of dissolution these 

debts would have to be redeemed before the securities of the 

central company could share in the proceeds. Some difficulty 

would be eXperienced by the prospective investor in determining 

the equity remaining in the property as a basis for calculating 

the true value of any securities of the parent company he might 

purchase. 



2. Non-Voting Stock. 

While this feature was condoned, in the foregoing para

graphs, as a defensive measure against the inroads of in

vesting groups concerned with control alone, yet its practice 

is not s.lways so worthy. In the issue of common stock it is 

often carried to excess4. The public is offered an issue of 

common stock, called, often Class A, for better effect. Appar

ently it has all the desirable features of ownership, yet the 

purchaser finds he is 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 notice of the 

non-vbting feature, being content to trust those in control. 

Yet this very unwariness weakens the pOSition of the public 

minded investor who sees in the non-voting clause a handicap 

for the buyer. Non voting stock has its place, of course, 

and many controlling groups do act in the interests of the 

stockholding body as a whole. Yet the issuing of non-voting 

stock gives unscrupulous directorates and controlling groups 

a very potent weapon, especially when directed toward the 

question of declaration of dividends5. 

The issuing of non-voting· stock is particularly promin

ent in the field of corpora~mergers and consolidat~ons. The 

voting rights in the controlling company are limited to a 

small issue of common stock, of which a majority is easily 

controllable by the interested group. Stock made available 

to the public frequently does not carry this privilege with 

it. 

It may be argued that the individual buyer loses nothing 

since his few votes would have no influence in the annual 



meeting of a large firm. Individually, the voting right 

would have little effect, it is true, but collectively, it 

would be a force for protecting the interests of the small 

shareholders as a class. Those who absent themselves from 
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the meetings, or who send in their proxies as a matter of 

course, are aware of their helplessness. But if the voting 

right were more widespread a greater class of non-privileged 

holders, would by Joint action, stem the advance of those in 

control. Only in this way could the investor find protection 

from the group in control. His position is not hopeless, it 

is merely confined. 

An example of the effects of non-voting stock is 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 carrying voting 

privileges is $108,500 of which a majority of shares, amount

ing to some $55,000, would give the holders control of the en-

tire corporation. 
From- Report of the Royal Commission on Price Spreads, 

1935-p.20. 

An especially vivid example of non-voting stock is seen in 

the formation of Burns and Company, Limited. In a capital 

structure amounting in total to some $14,000,000 complete voting 

rights and control of the corporation rest in 3 management pre

ferred shares of no-par-value. The common shares (99.997) have 

no voting privileges attached. 
From-Evidence before the Special 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 Canadian 

houses. Of these only some 16% carried unrestricted voting rights. 
From-Report of the Royal Commission on Price Spreads, 

1935-p.20. 
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3. No Par Securities-

the question of no-par stock is by no means a clear-cut 

issue. Much can be said on both sides. As an inscrument pro

viding a degree of flexibility in the capital scructure, it 

has power t"or good. A.J.so it permits of more def~ni te statement 

of the real nature of a share of s~ock - a certain frac~ion of 

the nee worth of the concern, not a certificate having a so

called absolute value, say~ $100.00. Tnus far tnere is lictle 

cause for complaint. But there are also evil aspects6 • The 

very flexibii~cy of the no-par secur~ty ~nvolves tne placing 

on it of an arbitrary value. Some price must be put on a se

curity, coming on the market for the first time. Thus the 

assets of a newly-formed firm may be overvalued by a too zealous 

management and the initial purchaser give value greater than he 

receives. 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 firm come under closer 

scrutiny and the price of the security advances accordingly. 

Thus, in one sense, the characteristic of flexibility becomes 

a blessing for some and a bane for others. It may allow in

equalities between the positions of various groups of sharehold-

ers. 

The investor and creditor may suffer alike from the effects 

of no-par stock on the condition of the firm. Since the stock 

is without par, it needs only nominal security. Thus controll

ing groups are given the privilege of transferring large amounts 

of capital to Surplus 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 left 

unprotected. Those particularly endangered are the bondholders 

and the holders of preferred stock. Having no voting power, 
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their position depends on the actions of thos controlling a 

majority of the voting stock. 

Thus we can see that no-par securities involve a number 

of issues. Should we sacrifice flexibility and clarity of 

terms in order to avoid false valuations of assets and in

security for the investor and creditor? Probably each oase 

should be considered in the light of local factors. No doubt 

an i~provement in standards of accounting and appraising, which 

we shall consider presently, would be a step in the right di

rection. 

4. Activities of Directors -

The director in a firm should possess three qualities -

sound business Judgment, a sense of responsibility toward the 

stockholders as owners of the firm, and a reasonable amount of 

watchfulness and care in the carrying out of his duties. 9 As 

a director, he Qoes not require special technical or administ

rative skill, as does the manager or superintendent, but he is 

expected to exercise a degree of bUSiness sagacity in meeting 

problems. The directors are the ones who map out the general 

course of business proce,dure, leaving matters of detail to 

various officials. ThUS a director's position calls for a oare

ful analysis and understanding of all faotors influencing the 

firm's position as well as the ability to use them as guiding 

principles in the carrying on of the company's work. Of course 

he is not expected to notice every single relevant factor, only 

to exercise reasonable care in watching out for the interests 

of the firm. 

Not all directors take these duties seriously. In fact 

we see a growing spirit of irresponsibility among them. IO Many 

directors place their own interests ahead of those of the 
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company, seeming to disregard the nature of their stewardship 

as shareholders' representatives. This spirit among directors 
p-ri"Al-e ' __ st,..y 1k ... -. P"'~"c kt;t1.t;.~ 

has .... subjected ~ ,7 's j 23 

I to a lesser extent. Let 

us consider a number of forms which these directors' actions 

take. 

In the first place a number of men consider the position 

of director in a firm merely as an honorary 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 this class we might include directors whose promin

ence in the business world is a means of advancing their influ-

ence. Their names on a board of directors seem to lend dis

tinction which satisfies the other directors, and nothing more 

is required of them. This situation may be a means of creating 

false impressions in the minds of stockholders, actual or pros-

pective, who are content to leave the matter of direction, as 

they think, in the hands of such capable and well-t.bought-of 

business men. 
• We come now to the question of diversity of interests. Es-

peCially in large corporations the directors will have other 

business interests. 11 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, pessibly 

competitors. Thus the actions of directors will be affected 

accordingly. Sometimes directors allow adverse interests to 

influence them too much and they act to the firm's detriment, 

either opposing constructive proposals or encouraging actions 

favorable to these outside interests but not for the best good 

of the company. 
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We might say a word here concerning dummy direction. This 

condition exists when a small group of directors, possibly a 

minority of the board, are sufficiently powerful to control the 

actions of the remaining directors so that their plans may be 

carried out. These inactive members of the board are Just so 

much IIdead wood" in the administration of the firms business. 

Sometimes they are employed as a means of giving apparent maJ

ority of consent to particular plans fostered by active direct

ors. Here there is the danger of a form of dictatorship on the 

part of a few active members of the b?ard of directors, with 

possible ill-effects on the welfare of the stockholders. 12 

This is one possible result of the division of ownership and 

direction - a case where stockholders have little chance of 

scrutinizing the acts of directors. 

While it is true that many cases of lack of responsibility 

on the part of directors have been brought to the courts, this 

procedure has not been effective in reducing the evil. The 

reason for this is that the courts have not developed a body 

of decisive principles to serve as a standard in determining 

the guilt or innocence of directors.13 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 consider 

they have a good chance in the courts so long as their acts 

do not lead them into clearly fraudulent commitments. We can 

see that this lack of strict 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 directors 

is the interpretation of majority rule. By many this term has 



been construed too loosely. They have considered a bare 

majority of the votes of the shareholders - embodying con

siderable numbers of proxy votes, to be synonymous with the 

will of the stockholding body as a whole. Wishes of minority 

groups have often been disregarded, 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

icies not of necessity in accordance with the general wishes, 

of the whole body of stockholders. At the same time, arbitrary 

and often dictatorial, actions on the part of officials, pro

tected by so-called majority rule, have been a means of arousing 

a spirit of independence and detachment among directors. With 

this in mind they have sought to carry out certain policies on 

their own responsibility, without considering the possible 

effects of such actions on the stockholders. 

Thus, while many cases of faulty stewaral~ip may be placed 

on the directors themselves, we can see that the whole respon

sibility should not rest with them. As we have seen, they are 

open to the influences of (1) inefficient legal action; (2) 

the conditions resulting from division of ownership and admin

istration, and (3) the acts of other corpora~officis under 

protection of majority rule. In order to solve the problem of 

breach of duty by directors it is clear that we must look to 

these other factors before our plans Of reform will become 

effective. It is apparent that directors encounter both per

sonal and corporate pitfalls which lead to a sense of irrespon

sibility and independence. 

Let us examine one or two well-known Canadian cases involv

ing faulty directorship. In these cases there was no question 
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of dishonesty, but rather one of well-meaning directors being 

convinced of the integrity and good intentions of those in charge 

of the board meetings, with the result that the men charged were 

victims of misleading information. 

The Case of Rex vs. Clarence F. Smith. -

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

1. Making a wilfully false or deceptive statement, 
2. Unlawfully using a false or deceptive statement, 
3. Negligently signing, approving, or concurring in an account 

containing false or deceptive statements, 

in connection with the preparation of the directors' yearly 

statement of the financial condition of the Bank, and its filing 

with the Minister of Finance. 

Smith was acquitted on the first 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 did not possess it. Furthermore, Smith 

was not made responsible for what took place at meetings of the 

Board which he did not attend. 

The evidence established the absence of any dishonesty on 

the part of the defen~nt in his dealings with the Bank; he had 

no knowledge that would enable him to detect any error, and had 

confidence in the officers of the Bank who represented to him 

and others present at the annual meeting of shareholders the 

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

the conviction on the third count was 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 tried and convicted on six charges in connection with the 

preparation of statements for December,1922 and for the year 

1922, involving:-



1. False and deceptive returns, both the monthly one 
and the annual one. 
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2. Unlawful use of each of them with intent to deceive 
or mislead the Minister. 

3. Negligent preparation, signing, approving, or con
curring in each of them. 

On appeEtl it was found that there was nothing in the evi

dence to justify any charge against Gough of dishonorable or 

improper conduct. He seemed to have believed in the integrity 

and capacity of the President and General Manager, and to have 

relied on the information (later proved to be untrue) given to 

him by them, as to the Bank's position, and was thus misled. 

He had no reason to doubt the truthfulness of the President 

anct the General Manager, and therefore although misled by them, 

he was guilty of no negligence. Gough's appeal was allowed. 
(From-Ontario Law Reports, Vol.57,19~-pp.426-7,445) 
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5. Loss of Pre-emptive RightS. 

A traditional right of the stockholder is that of having 

the first opportunity to buy new securities before they are 

offered to the public. All the benefits of prosperous concerns 

and the purchasing of new issues at advantageous prices should 

accrue to him. The object of this pre-emptive right is the 

pBovision of new capital without disturbing the existing ratios 

of investment interest and control. 15. It is intended that this 

new capital shall be provided at advantageous prices by the 

primary investors. This is regarded as one way of protecting 

the stockholder against incoming groups of investors and also 

against adverse price movements of the securities when once 

placed on the open market- a means of improving the stockholder1 s 

position. 

Since the War the practice has grown up of disposing of 

new stock in whole or in part without any previous offer to the 

existing stockholders. The aifument for this procedure is a 

purely practical one, put forward by promoting/banking and man

agement interests, backed by legal opinion. 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. As a rule shareholding bodies move slowly 

and are not always pOSitIvely dependable, even in the long run. 

Their feelIngs are affected by the general business outlook, 

by subscription prices and rates of return of new issues, and 

by relative attractiveness of other issues. .8 a result work 

is often held up while the Stockholders make up their minds, 

and usually a portion, large or small, of the issue has to be 

assumed by the underwriters. Tbis 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. In cases of complex construction proJects eash 

must be forthcoming as direct transfer of shares in payment 

cannot well be arranged. 

Sometimes the shareholders take up the new issue at once. 

Often the process is slow, cumbersome and expensive. As a re

sult pre-emptive rights are granted only for a limited time, 

after which general sale to the public takes place. Admitting 

the impossibility of distributing new issues of the larger con-

cerns among a large group of widely separated shareholders, yet 

there is not adequate consideration given the shareholders for 

this removal of one of their traditional rights. The position 

of the shareholder, is weakened by the evolution of the large, 

complex 

lations 

corporation. Complicated financial structures and re

Jetween corporations often lead to the entrance of stock-

holding groups whose interests may clash violently with the prim-

ary group. NeW issues are often marketed for reasons apart 

from financial necessity - as a means toward favorable legis-

lation or as a consideration for trading concessions or increas-

ed Clientele. Why should the interests of the stockholders be 

overlooked to this end? It may be argued that the primary stock

holder benefits from the improved trading position of the firm, 

but it is idle to believe this is a primary consideration in 

such activity. 

The stockholders whose interest is jeopardized in the above 

manner may suffer in two ways. In the first place their voting 

power is liable to dilution, and secondly their equity in earn

ings is adversely affected. The vote of the primary stock

holder is not so important or forceful as formerly and partiCi

pation in earnings nets him a reduced sum. It might be suggested 



that he maintain his position by entering the open market 

and purchasing enough shares to secure himself. But the price 

may be excessive and his consideration therefore inadequate. 

While it is not eo dangerous to the welf~re of the existing 

shareholder to issue new shares of a type similar to his present 

holdings, in many cases new issues are given special priorities. 

rights or examptions. all of which tend to weaken the share

holder's position in relation to the incoming group. Actions 

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

cumscribed. 
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~. 

Abuses·in Connection with the Expansion of Corporations. 

1. Refinancing & Reorganization.-

This type of financial procedure Is~ one of the important 

methods of developing and enlarging corporations. l7 Refinan-

cing and reorganization schemes are found in every branch of 

industry and commerce, and the results of such operations are 

important enough to warrant consideration in our study. While 

in many cases such expansion has been clearly Justified, a 

number of firms have been guilty of overexpansion - mostly due 

to a too high estimation of prospects. Seeing prospects ahead 

for increased profits, an eager management will seek to develop 

its business in order to take advantage of the new situation. 

Often the realization of profits, or increased sales, is 

not so great as expected, and waste of mechanical and technical, 

as well as of financial, resources takes place. 

In order to raise the necessary capital for an expansion 

proJect, a financial plan is established, outlining the methods 

to be adopted for this purpose. New issues of bonds, preferred 

stock or common~ock (accor~ng to the nature of the refinan

cing. plan) are advertised through the press and the mail, and 

through the agency of brokers and salesmen. Their sale to the 

public is usually carried out by means of an underwriting syn

dicate. Sometimes this sale necessitates exchange or conver

sion of present holdings for new securities with special priv

ileges, rights or options attached. 1B This is the case when 

the refinancing is a means of obtaining capital at lower rates 

or of exchanging common or preferred stock for certificates of 

indebtedness. This process usually requires the attaching of 

special privileges as a further inducement for holders of bonds 

or debentures to co-operate. Sale of new securities as a means 
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of obtaining additional supplies of capital are offered to 

the public without regard for their present holdings. Here we 

have another case of the minority security-holder. He has no 

part in the refinancing scheme and is obliged to exchange his 

holdings for new ones (often inferior in quality) or stand by 

and see his share in the ownership or his evidence of claim on 

the assets of the firm involved in a complexity of new inter-

ests and claims. Besides he may see his security undermined 

by too large an expansion, and be faced with reduced income 

and equity.19 

Sometimes refinancing and reorganization comes at a time 

when the capital market does not favor an issue of stock. If 

need for capital is urgent bonds will have to be sold. This 
~ increase in the propo~tion of bonds and debentures to stock 

will mean heavier fixed charges. ThiS contingency is a drain 

on the firm's income and will form a source of weakness if the 

firm is faced in the future with difficulties. falling off of 

demand, severe competiton or substitution of product. 

If an issue of stock can be floated, a weakening of the 

majority in control may result, unless the amount of voting 

stock is well guarded. Otherwise the new project may be cur

tailed, if competitor interests are involved, or other changes 

inaugurated, to the firm's detriment - capital waste, or re

duced efficiency. While the majority now in control may not 

be working entirely in the interests of the stockholders as 

a whole, it is doubtful if incoming groups would help matters 

any.20 More likely their efforts would be more injurious to 

the best interests of the firm. 

While existing shareholders may have their interests en

dangered by increases in fixed charges, or by changes in control 
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or dilution of ownership interest. their position is exposed 

in another direction. Refinancing may include the purchase of 

assets (land. buildings. materials, etc.) whose value has been 

written up by the owners in anticipation 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 inferior quality, location, 

or serviceability. ThiS loss in the efficiency of exploitation 

means a decrease in earnings in proportion to investment. As 

a result the stockholder stands to suffer in two ways. First, 

the return on his investment is reduced, due to reduced earnings 

and second, his equity in the business is reduced due to the 

overvaluation of the assets purchased. An expanding firm is 

apt to overlook shortcomings in appraisals and estimates, which 

a steady-running company would investigate closely. The pur-

chase of overvalued assets represents an ever-present source 

of danger for the stock-holder in a firm which is being refin-

anced or reorganized. Besides, excess prices and unfair credit 

terms may be enforced by powerful creditor firms assured of the 

company's trade, at a time when it is particularly vulnerable 

to pressure f(~ strong creditors and competitors. 22• 

Thus refinanCing presents a number of possible dangers 

for the stockholder - increased fixed charges, reduced earnings, 

dilution and reduction of control and oV"nership interest, waste 

of capital and technical resources,. inferior bargaining power. 
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To illustrate the writing-up of the value of assets 

in a refinancing scheme let us look at the formation of Burns 

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

and Company. 

A comparison of the capital structures is enlightening -

First Mort- Preferred Total 
gage Bonds Siook 

Old Company - $3,078,000 $3,943,000 $7,021,000 

New Company - 7,000,000 6,900,000 13,900,000 

Percentage Increase 127% 74% Nearly 100% 

From-Debates,House of Commons, May 29434,p.3457 

Similarly this increase in capitalization is reflected in 

higher fixed charges. 

Old Company 

New Company 

Increase 

Securi ties 

(First Mortgage 
• • 
(7% Cumulative 

6t% Bonds 
$3,078,500 

Preferred 
Shares 

$3.906,200 

$6,984,700 

(First Mortgage pt% Bonds 
$7,000,000 

( 6% Cumulative Preferred 
• • , . 

Shares $6.900,000 

$13,900,000 

$ 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 increased value placed on the fixed assets in 

the new company would involve an increase in the annual prov

ision for depreCiation, and consequently a further increase in 

fixed charges. However, the new company used lower rates of 

depreCiation, thus preventing the appearance of an increase in 
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fixed charges and placing a false valuation on earnings. 
From-Evidence before Special Committee on Price 

Spreads, p.2394. 

As a result of the reorganization, the original bondhold-

ers lest considerable in amount of income received and had to 

accept less desirable securities in part. They received a cer

tain amount of compensation by becoming the holders of new pre-

ferred shares with some priority as to dividends. Former pre-

ferred shareholders became the holders of common stock, losing 

their position as prior claimants. Holders of common stock 

had their shares reduced on the basis of 20 to 1. 

While the public, as security holders, bore the loss re

sulting from the writing up of asset values, the original owner 

sold out at a good price and the underwriters also made a good 

profit. 
From - F~port of t~e Royal Commission Price 

~preads,1935,p.360 
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2. Mergers and Combines. 

The above dangers are also often present when the firm 

is involved in some sort of a merger or combine. Usually this 

procedure is undernaken as a means of achieving internal econ

omies or of crushing trade competiton, with its effects on 

sales and profits. It is usually carried out in anticipation 

of a larger market and of considerable reduction in costs. 

The process of financing commercial or industrial 

mergers and combines is complex - with its centralizing of con

trol, conversion (or substitution) and guaranteeing of the cap

ital liabilities of subsidiary firms, reorganization of the 

technical and capital assets of the various units and other 

intricacies of large-scale financial procedure. 23 

Centralization of financial control constitutes the pro

cess of "pyramiding-, by which a small issue of voting common 

stock in the central company is the means of controlling many 

times its amount in the assets of the various subsidiary firms. 

Here is the chief source of danger for the shareholder in the 

small subsidiary. 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 received 

in exchange varies according to the strength of the subsidiary 

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 Canada Power ~ 



Aol.e ... ~ of '!Ii. % ~.,f"cost,· b,,,"s 5 '1"'''' l1Zw .I.-~ i' 1"",r/I5, 
and Paper Company." thereby sustaining a considerable loss 

income. 

so. 
in 

Holders of 7% preferred shares in the Anticosti Company 

were given It shares of new common~ock for each preferred 

share held. These shareholders, in addition to losing a large 

part of their income, were forced to accept junior securities, 

losing their position of priority. 
From Debates, House of Commons, Apr.21/32,P.2252 

Issues of bonds and debentures are avoided as far as possi-

ble, in order to keep down fixed charges, and preclude the dang-

er of foreclosure in case the merger is unsuccessful. 

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

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

may result in concerted action on the part of competitors, and 

the mergerykay fail to achieve its purpose. Or the size of the 

market may be oversstimated, as in the case of a reorganized 

firm (see above). Here again is danger of failure. Any firm 

can dispose of only what the market will bear, and a newly

formed merger, while able to suspend dividend payments, thus 

strengthening its reserves, cannot always hold up production 

of goods without endangering its financial position. 

The merger or combine, therefore, faces three dangers, 

all of them a reflection of overexpansion. These include the 

writing up of the assets of subsidiaries, united action by 

competitors, and an overestimation of the market prospects. 

Through quick action and influence among small firms a merger 

may be able to stifle competit~on,24 but in its early stages 

there is always the possibility of a quick and devastating 

union among strong competitors. Often this union includes 



creditors of the projected merger, and new difficulties are 

encountered in the way of poor credit terms and high prices 

for raw material. However, this danger is not so important 
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as over-capitalization and fallacious estimates of the market. 

Again the shareholder is the final resting-place of the 

ill-effects of these shortcomings and contingencies. He loses 

all vestige of control in the centralization of control. faces 

possible (often probable) reduction in income through non-pay

ment of dividends. and his share in ownership is endangered. 

This last may occur in one (or 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 a 

share of its stock may exchange for only a fraction of a share 

in the new company. Altho the stockholders of a certain firm 

may decide to remain outside the merger, their position is 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 shareholder1s pOHition is one of weakness 

in the face of strength. 

The case of the Robert Simpson Oompany illustrates the 

formation of two holding companies, one in 1925, the other in 

1929, accompanied by over-capitalization and the writing-up of 

assets to an amount not by any means justified by increases in 

earnings. The assets acquired were written up in order to 

cover the nominal value of the securities issued. 
From RePort of the Royal Oommission on Price 
Spreads, 1935, p.35l. 

In 1925 Simpson1s Limited purchased shares in the operat

ing company at $150 per share to an amount of $5,025,000. Capital 

was supplied out of the proceeds of a bond issue 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 acquired the common shares of the operat

ing company held by the old holding company, and redeemed the 

bonds and preferred shares of the old holding company out of 

proceeds from a new and larger issue of bonds. 

The net increase in capitalization 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) commissions 

and expenses written off and (2) the difference.the value of 

the shares of the operating company in the banks of Simpson's 

Ltd. (1925) and the net tangible value of assets before apprec-

iation. (From Evidence before SpeCial Committee on Price S~reads, 
p.2768) 

The formation of these two holding companies 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 in 

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 

dividend since 1931, the net rental in the year 1933~ amounted 

to $1,133,779. 

As a result the holters of bonQs and preferred stock in 

the operating company have had their security lessened through 

this prior claim on earnings. 
(From Report of the 

Price Spreads 
ROJal CommiSSion on 
1935,pp.36-7 
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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 princiP~s. 
This responsi bili ty is not always placed in cape,ble hands. 

While a company official may possess a certain amount of tech

nical SY~ll, his shrewdness and foresight in dealing with per

sons or firms, may not be of a high quality25. ThiS may lead 

the firm to purchase goods and services at disadvantageous prices 

or to enter contracts in which the firms position is unfavorable 

Shortcomings on the part of officers may not be checked in time 

to prevent a considerable amount of damage being done the com

pany. Too often men in responsible positions fail to see the 

long-run effects of their acts - they in:volve their firm in 

contracts with only immediate prospects in mind, failing to tis

uali~e more distant consequences. 26 For example a contract may 

be made to purchase goods at a price which, on the face of 

things, appears to be reasonable. At the same time 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 enters a long-term con

tract at present prices. This short-run view is a source of 

danger in the realm of efficiency, particularly when the acts 

of particular persons involve the firm in important financial 

commitments. 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 capital structure of a firm determines 

its progress. Often incompetence in the primary financial set

up will cripple a company's earning power. One of these fail

ings is distortion - too great a propot~tion of bonds or 
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debentures to stock, leading to heavy fixed charges27 . This is 

often the result of too great optimism, a belief that the com

pany's prospects are so good that it will be able to take care 

of a large amount of fixed indebtedness and its accompanying 

charges. Also the desire to limit the number of ownership 

shares, in the hope that the value of these shares will rise 

shortly after commencement of operations, places emphaSis on 

fixed liabilities as the most important part of the capital 

structure. 

Rigidity in the capital structure is also a source of 

weakness. Incomplete 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 - its efficiency is greatly impaired. 

Again rigidity may be of ill effect in the accumUlation of cap

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

or of capital in excess, not at once useful in carrying on the 

company's business. These effects take place through untimeli

ness of action and too liber~l estimates of the capital needs 

of the company. In these ways rigidity of capital structure 

tend to intenSify the effects of inefficient promotion and fin

ancing. At the same time distortions in the capital structure 

result in a weakening of the firm's position. This is most 

noticeable where keen competiton is in force, and the added 

burden of heavy fixed charges do much to Jeopardize a firma 

chances of success. 

The publication 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 in the case of companies 

having a Dominion charter, is still to be considered. 28 A fin

ancial statement does not, of itself, give sufficient inform

ation to the stockholder. It says nothing about the nature or 

the effectiveness of business procedure during the past period, 

giving only the position of the company at a given time. One 

purpose to be served by general publication of an income and ex

penditure statement would be that of giving the shareholders the 

means better to judge the action of directors in withholding 

or declaring dividends. Together, the financial statement and 

the statement of income and expenditure give a compete picture 

of the firm's activities and present position, as well as a 

means of predicting future prospects. As owners, the stock

holders are entitled to receive all information available con-

cerning the positions and prospects of the company. 

Existing accounting and auditing systems are out of reach 

of the stockholders. Those administering the company's affairs 

direct the activities of accountants and auditors. In such 

cases, where companies employ auditors of their own, an inde

pamdent audit is impossible. Opportunities for mis-statements 

and deceptions are frequent, and often a minimum of information 

is allowed to enter the Balance Sheet. 

One of the most widespread shortcomings of accounting 

methods is the transfer of funds from Capital Account to Sur

plus Account, making available for distribution funds which are 

not earnings at all, and giving an enhanced value to the capital 

stock. 29 In this way capital is being used improperly, and a 

false sense of security imposed on the stockholders. In this 

connection a second dubious accounting practice is that of 
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?lacing enhanced valuations on various classes of assets. This 

is a means Gt keeping the minds of stockholders at ease, in 

order that progrants inval_ing expenditure may be carried out 

without arousing opposition from the stockholders, since they 

believe the firm to be in a strong position. 3D When the firm 

is confronted with difficulties-lowered earnings, increasing 

costs, etc - it may find itself 'in distress. Weaknesses in 

accounting methods are not apparent on the surface, and audits 

carried out by the company itself are usually not intended to 

bring them into prominence, if it is in the interests of the 

administration to keep such things from the notice of the etock-

holders. 

It is clear from this that the stockholder or investor 

is at a disadvantage in not having complete information. He 1e 

apt to be influenced too much by an apparently favorable Balance 

Sheet and a highly-colored commentary prepared by the manage-

mente Stock ownership or purchase in such a case involves in-

equality in bargaining power and often inadequacy of consider

ation. In acting under conditions of incomplete information 

the position of the stock-holder or investor is to that extent 

injured. His right to all available inforaation, as one of the 

owners of the company, is being overlooked. In addition ad

vantage is taken of his inability to act, or of his natural 

indifference in the face of strong forces in control. All forms 

of incompetence, whether administrative, 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 ths parties at fault, yet bears the cumUlative 

effects in the long run. 
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An i11ustnation of incompetent financing, accounting and 

directorship is the promotion and reorganization of the firm 

of Canadian Canners Limited. 

Investigation has shown that in various transactions in 

the formation of the present company assets were transferred 

at enhanced values. The amount of appreciation is 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 in 1923. 

Furthermore none of this canita1 stock was issued for 

cash, consideration being paid in the form of assets and ser

vices, both probably overvalued. This made for ease of control 

by interested financial groups, and resulted in gross over

capitalization. This is shown by the fact that during the past 

11 years, in spite of decreasing annual provisions for deprec

iation, operating profits averaged less than 3%, exceeding 5% 

in only 1 year. 

In connection with the company's accounting practices, it 

has been found that a substantial amount has been invested in 

the company's own shares, these being carried on the firm's 

books as an asset - an improper practice in itself. Further 

it has come to light that there were certain shortcomings in 

the preparation of the company's Balance Sheet for 1932; also, 

the statement of income included unrealized profits on the 

company's own shares, and the profits were distributed as divi-

dends. 

All of these facts pOint to faulty financing, doubtful 

accounting practices, and a lack of responsibility on the part 

of directors, who ODmprised a minority management group. 

(From Report of the Royal Commission on Price Spreads 
1935, pp.37 361. 



CHAP- VI. Methods of Underwriting and Selling. 

1. The Prospectus 
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The prospectus is used as a means of encouraging invest

ment in a given enterprise. It consists of an outline of the 

company's position, resources and prospects. As an instrument 

for arousing the investor's interest, the prospectus is used to 

advantage by the professlonal promoter, who emphasises the 

favoura.ble aspects of his company's position, in an effort to 

elicit stock subscriptions. In this way the prospectus serves 

a useful purpose in bringing before the public all the facts 

in connection with the floating of a new company. 

Unfortunately in the offering of a new issue of securities 

the prospectus too often serves the evil purposes of fraudulent 

promoters. Many instances have occurred in which investors 

have suffered heavy losses through being influenced to invest 

their capital in weak concerns. This influence has in many 

cases been exercised by means of the prospectus. 31 This docu

ment is often written in highly-colored and high-sounding terms, 

sent through the mail and followed up by clever and influential 

newspaper advertising and salesmanship. 

In drawing up the prospectus promoters often make good 

use of the opinions of technical and financial experts, so 

called, as vlell as a list of investors who have already grasped 

the opportunity. This psychological appeal to the investor 

has always proved effective. New issues placed on the market 

at a time when capital is being invested freely, will be readily 

accepted, especially when accompanied by a cleverly-worded 

prospectus and a series of influential advertisements in the 

newspapers and financial periodicals. 

While a good deal has been done to avert evil pri".ctices 
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in connection with the prospectus, by forbidding use of the 

mails for fraudulent purposes, and by means of various stock 

exchange enactments, trere is still room for improvement. Even 

though a prospectus may not be issued with the intention of 

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

Promoters are prone to transmit their optimism to the pros-

pectus and thus give the prospective investor too favorable an 

impression. At the same time the prospectus has the weakness 

of giving to such opinions and predictions an air of authority 

and finali ty. 

Thus we find the prospectus to be subject to the above 

weaknesses, which it transfers directly to the investor. He 

depends on the prospectus, and on opinions based on it, for 

his information concerning a given company. So, in the inter

ests of the investor the prospectus is one of the most import

ant features in the issuing of stocks and bonds, and should be 

one of the pOints 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

ized by the limited amount of information they convey.33 

We present an illustration of a misleading prospectua

The Case of ReX vs. Kylsant (Lord)-

According to Section 84 of the English Larceny Act of 1861 

a director of a body corporate or puulic company is guilty of 

a misdemeanor if he makes, circulates or publishes any written 

statement or account which he Shall kriow to be false in any 

material particular with intent to induce 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 Criminal Court on the charge that he 

had made, circulated, or published, or had concurred in making, 

circulating, or publishing a prospectus relating to an issue 

of £2,000,000, 5% debenture stock which he knew to be falSe in 

a material particular, with intent to induce persons to int\r-

~t or advance property to the Royal Mail 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 was admitted that every statement in the prospectus was 

true, in itself, but the prosecution alleged that the document 

as a whole was misleading and false within the meaning of Sect

ion 84, in that the statement that, between 1911 and 1927 the 

company had paid dividends varying from 5% to 8% (except in 

1914 when no dividend was paid, and in 1926 when one of 4% was 

paid) 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 shippingllboom" , in the years 1921 to 1927 

inclusive, it made substantial trading losses, and was only 

able to pay the dividends specified and to produce the "balances 

available" in those years (averaging £585,673 for the 10 years, 

1918 to 1927) by the introduction of items of a non-recurring 

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 is, in the sense of what the documents implied. 

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

guilty of the offence with which he was charged. As a result 

the appeal W~B 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 investment banker is to maintain a ready 

flow of new securities in order that his customers may find 

immea~ate employment for their funds and will not be forced 

to remain out of the market until the banker finds a suitable 

type of security for them. As a result the investment banker 

must keep available many different types of securities to suit 

the needs of his various clients. 

To do this the investment banker sometimes is a means of 

overtaxing the capacity of productive enterprise as an outlet 

for supplies of capital, or as a source of prof1t through 

quick and easy sales. Thus the banker and promoter often com-

bine their efforts toward the floating of new companies, at 

times lea-ding to overexpansion. At the same t1me the banker 

often obtains large blocks of securities as payment for his 

services in underwriting issues. Here we have one of the 

causes 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 gives. 

In connect1on with underwr1ting by investment bankers 

we come to the question of banker control of companies.'9Jnile 

control of 13_ firm by the investment banker is 11mi ted by the 

lack of technical knowledge on the part of the bankers they 

leave technical matters in the hands of managers and are able 

to control financial policies often to their own prof1t. 35 

As a result of interest in particular concerns the banker's 

opinions and advice concerning a particular issue will be b1ased 

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

fluenced by his bankerts opinion, will be directed along similar 

lines. In this way the investment banker is able to direct 
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ivity may not always be in the best interests of industry as a 

whole, but may result in a certain amount of distortion in the 

industrial field in which the banker is interested. 36• 

From this we can see that the investment banker forms an 

important link in the transfer of capital from investor to 

producer. HiS activities often have far-reaching effects, and 

his position gives him a 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 special issues and its effects on his 

advice to prospective investors. 
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3. The Stock Jobber and Speculator. 

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 a profit.37• This dealing 

1n 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 it increases the market~bility 

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 judging future values. 

On the contrary, skill, experience and special or,~~nside', 

l,nowledge often disclose prospective vaJ.ues and may be used as 

a means of abstracting wealth from those less well informed. 38 

In this instance the value of the speculator's services in the 

form of increased marke~bility is less than the cost to soc

iety. paid as a profit to the speculator. Thus the question 

of a net advantage to society is settled by determining whether 

or not the speculator has superior bargaining power in his 

dealings with the public. 

Let us first consider the stock jobber, who is in essence, 

a speculator39 • He acts as the intermediary between buyers and 

sellers for every transaction passing through the exchange, Thus 

the service of increased marke~bility is most obvious in his 

case. HiS profit is the difference between his quotation as 

a buyer and his quotation as a seller. The risk involved in 

holding a supply of securities between transactions may be off

set by anticipating price movements-widely fluctuating prices 

and great uncertainty will mean a wider spread between the 

Jobbers quotations, while general optimism among those dealing 

in stocks reduces the interval between transactione and enables 

the stock jobber to give better quotations. 



It might be argued, that, since the jobber is, as it were, 

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

for the exercise of superior barge.ining knowledge, based on 

information not readily available to the public. While he does 

occupy a central position in the market, he is always faced 

with keen competition from others in his own class, equally well

informed. In addition, the b~okers from whom he receives his 

orders to buy or sell also serve as a protection to society be

cause of the information they are able to give their clients. 

Thus, in an organized market the jobber has little or no oppor

tunity of using superior knowledge to obtain a profit of greater 

value than his services. 40 He only increases the spread be

tween his quotations as his risk increases 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 

can thus see that the Jobber does not present any considerable 

difficulty as a menace to the public interest. 

When we come to expert speculators we find a very different 

situation. 41 The speculator with experior knowledge is often 

able to profit from a given situation in two ways. In the first 

place he may create a buying interest in a certain stock and 

take h1~ profit 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 price up to 

an unhealthy and temporarily hi~l level. Here the expert spec

ulator may go on the short side of the market, and then buy in 

on the reaction. We may note in paSSing, that this secondary 

action, that of depressing prices from a high level, serves to 

discourage amateur speculation 
as an indirect benefit to the 

to some extent, and thus serves 

public. 
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However, this effect is only incidental, and speculation 

forcing prices away from true investment value, increaseS 

the risks of buying and holding securities42 , Widely varying 

prices discourage investment of a long-term nature and thereby 

increase the number of transactions involving speculation, both 

professional and inexperienced, Constant or repeated "bull~ 

operations, forcing prices above investment value, are a means 

of encouraging the floating of new issues, often leading to in

dustrial overexpansion and waste of capital and technical re-

serves. 

We may sum up the effects of skilled and unskilled spec

ulation under four headings, as follows:_43 

1. Speculative operations, in an investment market, based 

on changes in investment values, tend to establish a truer 

course of prices and to increase market efficiency. 

2. Skilled speculation in markets for securities of variable 

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. Unskilled speculation in an investment market has no part 

in improving the course of prices - rather, it is likely to 

lower the efficiency of the market. 

4. Unskilled speculation i~ speculative market has consistently 

bad effects on prices, leading to heavy social waste. 

In connection with speculative operations we might take 

note of the effects on the speculator himself. 44 The cautious 

speculator or the seasoned jobber seems to suffer little phy

sical or moral damage from the nature of his activities. On the 

other hand the uncertainties of speouiation reduce the will 

and often the capacity, ~f intermittent or professional 



speculators to take part in industrious activities requiring 

application of time and talents. Also, the nature of speculat

ion tends to promote irrational conduct and to dull the faculty 

for reasoning and planning on the part of those taking part in 

this activity. 

From the foregoing paragraphs we may draw the following 

conclusions:-45 

The stock jobber makes a net contribution to the economic 

welfare of society. 

The skilled speculator makes a net contribution to the 

public welfare at times, bUt may act contrary to the interests 

of society. 

The unskilled speculator probably has harmful effects in 

the investment market and is certainly harmful to the public 

good in markets for highly speculative securities. 
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4. Position of Investor. 

After discussing these various shortcomings in the cor

porate organization we can now sum up the general position of 

the investor. Wishing to enter the market he is presented with 

numerous types and classes of securities, a variety of opinions 

on the part of brokers and salesmen, and the necessity of making 

a choice from among all these propositions. He is confused by 

the complexity of types of securities and by the multiplicity 

of influential factors affecting the value and income-rate of 

anyone issue. 

Having finally purchased a block of securities, the in

vestor Bees the fate of his investment in the hands of others 

more interested in their own interests than in the welfare of 

this new stockholder and many others like him. 

Barred from participation in control through purChase 

of non-voting stock or by the handing over of his proxy to the 

management, the investor is left to watch the struggles of var

ious gpoups for control, the incoming of new groups and the lack 

of interest of directors. At least he su~ises all this from 

the meagre information he is able to obtain from his broker or 

through the press. 

If the fi~n 1s involved in reorganization or included in a 

merger the investor visualizes the possibility of lowered in

come, dilution of interest and further conflict of interests. 

In addition his investment may be jeopardi;ed by the actions of 

incompetent administrators, financial advisors, or accountants. 

He is not given full information as to the position of the comp

any and can only Judge for himself by the movement of his stock 

on the exchange. Even there, the value of his investment is 

subject to the actio~s of speculators, who may cause stock 



values to fluctuate widely. 

Outside the corporation and the stock market the investor1s 

position is influenced indirectly by the actions of promoters 

and investment bankers. To find outlets for capital they may 

encourage new industry to such an extent that production may be 

curtailed and our investor1s income be reduced. 

From this short resume we can see that the investor is in 

an inferior bargaining position with other groups in the corpor

ate organization. HiS sources of information are few an~is 
knowledge of "big business" incomplete. Me can do nothing to 

influence the value of his investment and must trust to others 

to act in his best interests. We 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 investor1s position. 
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CI'IAP. vII .. 

The Means for Control 

Special Prohibitive & Coercive Measures. 

The Ontario Securities Commission -

70. 

According to the Security Frauds Prevention Act of 1931 

the Lieutenant-Governor of Ontario has the power to -

Appoint a Board to administer the Act. 

Provide for the appointment of members, officers and employees: 

of the Board. 

Prescribe the powers and duties for anyone connected with the 

Board. 

Approve the salaries of such members, officers 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 Onto 1931 pp.163-4) 

Powers 

To examine a person or company to ascertain whether an 

offence against the Act, has been, is being, or is about to 

be committed. 

To summon witnesses as a means of gaining evidence from 

testimony or from the presentation of documents or records. 

This power is similar to that vested in the Supreme Court or 

a Junge thereof. 

To appoint an accountant or other expert to examine docu

ments, records, property and other matters and to report there-

on. 

Failure, without reasonable excuse, to give any infor

mation or evidence demanded under the powers conferred by the 
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Act shall constitute an offence and become prima facie evi

dence upon which the Board may base an affirmative finding 

concerning any fraudulent act to which such failure may be 

deemed relevant. 
(Statutes of Onto 1930, pp.188-9) 

If any fraudulent act or offence against the Act has been 

is being, or is about to be commjLted, the Board has the 

power -

Where a registered ~broker, company or salesman is 

concerned, to order such registered party and any other regis

tered party connected with the same organization to be suspend

ed from registration for a period up to 10 daysl duration, or 

Where a 10-day suspension is considered to be inadequate 

or where an unregistered person or company is concerned in a 

fraudulent act or offence against the Act, to enjoin the guilty 

parties from trading in securities, or 

To give public notice of the fraud, by advertisement, 

letter, or otherwise, whenever deemed advisable. 

Further, the Board - during, before or after examination 

or during, before or after applic'ation, or receipt of injunc

tion papers, or where criminal proceedings are about to be or 

are instituted against any person - may direct any person 

having in Ontario any funds or securities of the guilty persons, 

to hold such in their possession, 

May direct the guilty parties to refrain from withdraw

ing any funds or securities held by any other person or com-

pany, and 

May direct persons concerned to hold the funds or se-

curities of clients in trust for any receiver to be appOinted. 
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Until revocation of such direction or consent to release 

any particular fund or security from such direction. 

Failure to comply with the above rules constitutes an 

offence, except in the case of funds or securities in a stock 

exchange cle~ing house or in process of trp~sfer, to which 

direction does not apply, or where transactions take place in 

bank, loan or trust comuany offices not named in the direction. 
tStatutes of Onto 1930, pp.190-1) 

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

states that all persona acting as brokers, broker's salesmen, 

or sil-Iesmen employed by partnerships, or companies to trade 

in secul-'ities, must have their names entered in a Register 

open to public inspection. Also all partnerships or companies 

trading in securities or employing persons to act on their be-

half, either officially or as salesmen, in connection with 

trade in securities, must be registered. 

Applications for registration must be made in writing 

upon forms provided, stpting name and business address, and 

accompanied by the pres~~ed fee and a required bond (~500.00) 

which is forfeited upon conviction of fraud. All applications 

must be approved by the Attorney General, thus giving dealers 

in securities official standing, and bringing them directly 

under the Regulations of the Attorney General's Department. 
(From-Statutes of Ontario,1930-pp.182, 
183,185.) 

The Commission thus has fairly wide povlers, but of course, 

its jurisdiction is limited to companies having an Ontario 

_ charter. In addition its action is positive rather than pre

ventive. While taking action in cases of fraud already committed 

and brought to its attention, the Commission has no power to 

attack the inherent weaknesses of the corporation as now constitute. 
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Let us see what has been done in a preventive direction by the 

federal government at Ottawa. 

In looking to the federal government for remedial action 

in connection with corporate promotion and administration, we 

must consider the limited power to act on the part of the Dom

inion Parliament. l In Canada there are ten legal jurisdictions· 

one federal and nine provincial governments. All of these have 

rights in the matter of the incorporation and the .surveillance 

of Cenadian comDanies. Any action in the direction of restrict

ion on the part of the federal government will mean a transfer 

of incorporation business from the dominion office to one of the 

provincial offices. This multiplicity of jurisdictions compli

cates the situation for those primarily interested in the corpor

ation - the investor, the shareholder and the creditor, and has 

proven to be a force restraining cOl!llllercial and industrial devel-

opment. 

While federal action tends to be limited on this account, 

yet it seems fair to urge that the Dominion Government should lead 

the way in the matter of reform. 2 The prestige of federal in

corporation, particularly in providing advertising value in the 

sale of securities, and the added social gain from a stringent 

Dominion Act would more than offset the temporary loss of revenue 

entailed in transfer of incorporation business to one or another 

of the provincial offices. 

Three solutions have been offered for settling the problem 

of multiple jurisdictions, as follows: 3 

1. Exclusive federal Jurisdiction, the provinces to surrender 

their rights so as to make federal control effective. This is an 

idealistic scheme, and many practical difficulties stand in the 
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way, involving the question of constitutional amendments, a 

lengthy process in itself. 

2. Uniformity of co~~any law under divided jurisdiction, as 

at present. While inferior to the first proposal, this change would 

be a practical step in the right direction. Discussions on this 

point in the two Dominion - Provincial conferences have not yielded 

very satisfactory results, but difficulties in the way do not apnear 

to be insurmountable. 

3. Dominion incorporation and Provincial surveillance under 

unified legislation. This scheme, somewhat similar to the second 

one, does not seem to be in a hopeful position. On the whole, the 

sche~e for uniform legislation under divided jurisdiction seems to 

be the most practical one. Also, while difficulties are considerabl~ 

they are not so grellt as for other proposals, and some hope may be 

entertained for sucn an eventualitY,in the not too distant future. 

Let us examine the latest piece 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 

existent evils of corporat promotion and administration. 

In the matter of the iEsue of no-par shares the Act pro

vides that not more than 25% of the issue price shall be transferred 

to Surplus Account. Further, Any transfers subsequent to the time 

of issue shall only be permitted if the Secretary of State is assured 

that the firms'creditors are sufficiently well protected. 4 

Companies are given the power to provide funds for stock 

Durchase by trustees in the interests of employeBs - an encouragement 

to employee ownership of stock.5 

Rules a~e laid down for the redemption of preferred shares.6 

'rhere must be no cumUlative shares in arrears, and a redemption fund 
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'flust be supplied out of the proceeds of a new issue of stock or out 

of ascertained net profits appropriated for the purpose in the form 

of liquid assets. It must be shown in an audited Balance Sheet that 

this procedure does not impair the capital reserves of the company. 

Provision is made that creditors are given a period of 

one year following dissolution in which to present c1aims. 7 This 

protects creditors by making the company liable during this period. 

As to publication of accounting statements, a company 

'IIi th a Dominion charter has to pre sent yearly the following state

ments - a Balance Sheet containing all assets and 1iHbilities, classi

fied more systematically and clearly thM before, a statement of 

3urp1us, and a statement of Income and Expenditure. 8 Specifications 

9,re to be made of the following - total remunerHtion paid to direct

ors for services in that capacity, net operating profit, before de

Ilucting reserves for depreciation and for income tax, amount v~itten 

off for depreciation, reserve for income taxes, income from invest

nents, all non-recurring special profits or losses, amount written 

off for goodwill. The statement of SurplUS is to distinguish be

tween distributable and non-distributable SurplUS. There must also 

·Je a statement of all adjustments affecting pregious financial per

lods, and of all credits, charges and appro'pria.tions for the current 

::Jeriod. Copies of these statements are to be sent to shareholders 

tf and when demanded. 

In connection with the holding company, a consolidated 

3totement is not necessary. However, in the case of a subsidiary 

lihose accounts are not consolidated, an audited statement is to be 

attached to the Balance Sheet of the parent company explaining how 

the profits or losses of the subsidiary firm are treated in the 
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accounts of the holding company.9 

Prospectus requirements apply only in the case of direct 

sale of securities to the pub1ic. 10 Sale of securities through in-

vestment houses is not placed under this r~le, there being no special 

governmental requirements. 

The Act allows limitless diversification, 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 

sold. 

Directors are not allowed to vote at board meetings on con-

tracts in which they have private interest. They are made liable for 

unpeid wages for a period not exceeding six months, and are respon

sible for the amount not repaid on an illegal dividend, and for the 

amount of a loan sanctioned in violation of the Act. 

We can thus see tlw.t the Act has some merits, particularly 

in regard to the publication of accounting statements. ReqUirements 

in this section of the Act are more stringent than in any other 

British country.1l There is also some advance in limiting tr8nsfers 

to Surplus account in connection with the sale of no par securities. 

The Requirements for pub1ic8.tion of statements by holding companies 
12, 

are also more strict than formerly. 

However, the Act has not done a gre8.t deal to improve 

the security of the investor, shareholder, and creditor - really 

its 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 

appraising considerations, other than money ones, received for 

allotment of blocks of securities. Also directors' liabilities 

h"lve only received superficial treatment. The main issue, their 



position as representatives of the stockholding body, has 
• 

been passed over, as well as the social significance of the 

corporation. 

Thus, while the Act has done something toward remedying 

corporate evils, there is much still to be done. The follow

ing suggested remedies will include, with others, the neg

lected points referred to above. 
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cHAP. VIII. Publicity. 

While it has been provided in the Dominion Act that 

certain annual statements must be presented, presentation is 

only required l'I,t the Annual Heeting and made available to 

shareholders only on reouest. It seems desirable that such 

statements should be published in a daily paper having a wide 

circulation in the city or town where the company's head 

office is located, also in cities where the company has est

ablished transfer offices. This would provide local share

holders with the necessary information without the need of 

requesting it from the company. It would also do something 

to stimulate a greater interest on the part of the share

holders in the affairs of the company, and they would be able 

to obtain a clearer impreSSion of the company's position and 

prospects, and have a more intelligent and concise understand

ing of tile manner in which the management is operll,ting the 

company. At present annual meetings give little opportunity 

for questioning the administrative officers regarding policies 

and the lack of necessary information prevents the average 

shareholder from raiSing intelligent and well-timed Questions. 

For those shareholders living at a distance from the head office 

of the company, all information available should be published 

in some official paper, such as the "Canada Gazette" and filed 

with a public official, such records being open to public in

spection. 14 

These official publications would be more useful to the 

shareholders, especially for purposes of comparison, than state

ments mailed to each shareholder periodically~ 

Besides creating a more wide-awake and active spirit among 
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the shareholders, leading to a more efficient and careful 

supervision on the part of the company's officers, widesDread 

publication would be a means of prohibiting the superior bar

gaining position of directors, acting on information known only 

to them. In this way directors would be placed on an equal 

footing with the shareholders generally. Publication of infor

mation a few days before~ the annual meeting would thus give all 

parties concerned, directors, officers, and shareholders alike, 

a common fund of information. ~llis would mean that discussions 

in the annual meeting would be more active and intelligent, and 

therefore more valuable, in that criticisms and suggestions would 

be forthcoming and administration made more efficient and prog

ressive. 

At this point a few suggestions, toward broadening present 

requirements as to publicity, might be in order. In the first 

place it would be better to have a more detailed statement of 

the fixed and intangible assets of the firm, for the purpose 

of a better knowledge of their value and of forming a more com

plete basiS on which to pass Judgment on the amount such values 

have been v~itten up, if any, since the previous appraisal.15 

A second suggestion would be the publishing of the nature and 

present market value of all investments and securities held in 

the firm's name. This would enable the shareholders to learn 

of any important changes in the value of such forms of quick 

assets, and would allow interested persons, with special know

ledge concerning particular holdings, to advise against the 

accretion of large amounts of that security, in case of impend

ing financial losses from that direction. 

Receivables and inventmries might be treated similarly in 
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order to show the extent to which these assets are kept liquid, 

and contrarily, to indicate trends in the amount of valueless 

or slow-moving goods and of bad or doubtful debts on hand. 

Thirdly, nublication of executive salaries and bonuses, con

sisting of the number of executives and the total amount naid, 

would enable the shareholders to take note of what the services 

of the chief officers in the company are costing them. At 

present the Dominion Companies' Act (amended 1935) requires only 

the total amount paid as salaries, bonuses, fees, and so forth 

to legal advisers of the company and to the executive officers. 
(Statutes of Cpnad9-,1935,p.338.) 

In this way a check could be kept on the efficiency of these men 

in proportion to their income, and necessary changes made. 

In order that the above provisions be carried out according 

to requirements, responsibility should be placed on the Board 

of Director's. At the end of each fiscal period reports should 

be filed with a public authority, appointed for the purpose, 

showing that such obligations have been carried out. In case 

of non-compliance with such requirements, suitable penalties would 

be imposed.16 

While the question of publicity is under discussion, some 

suggestions in connection with accounting methods, which affect 

the published statements, will be introduced at this voint. 

First, the provision in the Dominion Act, restricting transfer 

of funds frOM Cppital account to Surplus account to 25% of the 

issue price, should be more stringent. 17 In reality the full 

consideration received for no-par shares should be regarded as 

capital 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 be able to recover their primary investmentA Transfers 

to distributable Surplus account would impair the Capital account 

and would be to the detriment of shareholders by reducing their 

equity in the assets of the company. 

An alternative method would be to limit transfers to Surplus 

account to a fraction of the issue price in proportion to the 

fraction which the present Surplus bears to the Capital and 

Surplus of the company. 18 This would :nrevent newly-formed 

companies (having no present Surplus) from transferring funds 

for immediate distribution of dividends as a further incentive 

to purchase. A Surplus account would have to be built up out 

of earnings, thus establishing a sounder capital structure and 

a saner dividend policy. This plan is not so restrictive as the 

first since it allows for transfer of a certain amount (accord-

ing to the size of the existing Surplus account) from the pro-

ceeds of future issues. This seconQ plan mi~lt be further 

strengthened by having all subsequent transfers mll.de to a non-

distributable Surplus account. 

Similarly, transfers made by reason of a writing-up of fixed 

and intangible assets should be made to a non-distributable 

Surplus account, to prevent distribution, in dividends, of un-

earned Surplus. As mentioned above, such writing-up may not 

be justified, anci in any ca.se, the surplus created should be 

treated as a ca:cital surplus. On the other hand a stock divi-

Qend in respect of appreciation in the values of assets would 

not be harmful, provided present holders would not be affected 

by incoming groups. Such stock dividends should be apportioned 

according to the present'holdings of the shareholders. 
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Turning to the question of publicity for acts of directors, 

we find the Dominion Act rather lFtcking in this rIO s:oect. There 

• is no diecussion of the directors status or of his responsib-

llities, merely the pointing out of financial resnonsibility 

in certain cases of inefficient or illegal financial procedure. 

In the first place it might be suggested that all dealings 

by directors in shares of their own company should be published, 

as a means of prohibiting active speculation on their part. 

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

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

by the shareholders and thereupon authorized by the federal 

government by the issue of supplementary ~etters Patent. This 

federal surveillance would prevent shareholders from becoming, 

through the acts of directors, involuntary participators in a 

business not contemplated at the time the shs.res were purchased}9 

A second means of bringing the acts of directors before 

the minds of the shareholders would be the explanation of cer-

tain policies followed by them in reply to questions raised in 

the annual meeting. In this way, informed shareholders would 

be enabled.to re-elect only the active directors while dis

charging those whose activities were half-hearted or harmful. 

The question of adverse interests is a difficult one to 

solve. It is natural that directors in large firms have busi

ness interests, of a personal or corporate nnture, outsiEie of 

the firm. In order to prevent this situation from leading to 

results harmful to the. welflJ.re of the company and its share

holders, it would be necessary to arouse in the directors' 

minds a sense of their position as trustees, acting for the 

stockholders. This process is not an easy one. It might be 

carried out through the methods outlined above for providing 



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 with goods to the value of, say ~lOO,OOO 

or more in a year be published with a.iew to learning the 

extent of directors' interest in such transactions. By thus 

encouraging the active participation of shareholders in the 

annual meeting, and by creating in their minds the necessity 

of a report on the stewardship of the directors, a good deal 

might be accomplished in this direction. 

The position of directors as trustees, and not as actual 

owners, would be greatly clarified by the laying down of a 

body of general lege.l principles for the carrying out of the 

duties of this office. 20 If the courts, once for all, estab

lished a concise code of rules for directors, it would soon 

be seen that the office w,q.s one of trust and responsibility. 

With this co-operation on the part of the courts, the problem 

of creating in the minds of directors a true understanding 

of the nature of their office would be greatly simplified. 

Thus, while something can be done to bring about efficient 

and constructive directorship by reforms in other branches of 

the corporat structure, it is necessary, by either 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, 

a beginning has been made. Only by co-operation among all 

interested groups, directors, public, and state - and a growing 

sense of the social nature of the corporation, will the office 
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of director assume its normal function, that of duty carried 

out in the interests of the shareholders. 
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c f/ 4 P. IX. Aids for the Investor. 

We have seen that the Dominion Companies' Act requires 

prospectus statements only in the case of direct sale of se

curities to the public. In practice the usual means of placing 

securities on the market is through the agency of an investment 

banker. This procedure is not under government supervision, 

and the investor is open to the effects of the practices of 

promoters and investment bankers that we noted in our discussion 

of promotion and selling of securities. Prospectus provisions 

should be extended to apply to the selling of securities 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 Companies' Act, 1929, "promoters are 

to compensate all persons who subscribe for any shares or de

bentures on the faith of the prospectus for any loss or dpmage 

sustained by reason of an untrue statement therein". By the 

Federal Securities Act of 1933, omission or misstatement of a 

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

The bankers Should be regarded as the agents of the company.21 

In this way the company would be responsible for all material 

used by the bankers in advertiSing the securities or otherwise 

influencing investors to subscribe. 

In addition, the prospectus should contain the amount of 

commissions, fees, and other remunerations paid to promoters, 

underwriters or middlemen so that it will be clear to the in-

vestor what is the net consideration received by the company. 



86. 

All such information should be made available to the investor 

at the time of application. Also it should be placed on file 

in a public office for purposes of record, and published at the 

time the securities are placed on the market in a daily paper 

in the city where the head office of the company is located, 

and in the Canada Gazette. 2la 

We have seen that the issuing 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 keeping 

over-cautious investors out of the market, and more often, of 

leading a great many security-buyers into purchasing securities 

without knowledge of their real status in the capital structure 

of the company. Unfortunately the Dominion Act has done nothing 

to remedy this situation, and the investor still has to face 

the problem of selecting a security from among so many types. 

Limitation of classification would lead to a simplification of 

the capital structure, a good move in itself, as well as mini

~izing c0nfusion in the mind of the investor. This would 

mean that investors would approach the mRrket with greater con-

fidence and would be in less danger of making unfortunate choices 

in selecting their investment. 

Regar-ding speculation on the exchanges, we have noted the 

effects of such activity - widely fluctuating prices, leading 

to great uncerta.inty for the bona-fide investor. It is quite 

possible that stiffening of the rules regarding purchases of 

securities on margin would tend to limit the number of inex-

perienced speculators coming into the market. While purchase 

on margin may enable well~meaning investors to accumulate blocks 

of interest-bearing securities by gradual stages, with a small 
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amount of initial capital, it also encourages careless or in

experienced per"sons to endanger their own interests, as well as 

those of others. The requiring of a somewhat larger"proportion 

of the market value of securities, as a deposit, and more string

ent rules in connection with bank loans for purposes of stock 

purchasing, would doubtless be beneficial in eliminating the 

most dangerous groups of speculators. The effects in limiting 

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 WA.S interested. 

Coming to the problem of stock-watering- the issuing of 

securities against overvalued assets - Vie find another source of 

danger for the investor. Even complete concise statements 

!l.nd sche<iules, Fivin€ full information regarding the company's 

position, will be falsified by an illusory capital structure. 

So regulations necessitating the publishing of all sorts of 

fin~.ncial and technical statements are made ineffective if 

appraisals ?~d estimates regarding the value of assets, are not 

in accordance with the facts. At present there is no legal 

authority to pass judgment on the truth or falsity of such cal

culRtiol1s. The courts are not required to investigate cases 

in which a consideration other than cash has been received in 

payment for securities. 22 By way of reform it is suggested 

that it be declared illegal to issue fully paid-up securities 

unless the company has received adequate consideration in cash, 

property, or services. The duty of determining the adequacy 

of such conSideration, as well as the ascertaining of the 
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true value of property and services tendered as full or part 

payment, should rest on the courts. For this purpose a body 

of legal principles should be enacted, and officers appointed 

to superglse all investigations. Further, it should be pro

vided that liability for the difference between given and true 

valuations should rest on the directors, provided it be shown23 

either -

1. That they had knowledge of the overvaluation, or 

2. That they failed 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 practica of stock

watering with its accompanying effects. The position of the 

investor would be correspondingly strengthened and his equity 

in the company's assets freed from danger of serious dimin-

ution. 

NOTE: Followins the recommendations of the Price Spreads 
<, 

Commission, the Dominion Companies Act (amended 1935) States 

in section ~ (B) that shares are only fully paid-up if consider4 

ation, in property and~or services, be equivalent to nominal 

amount of the shares to be issued. This 'fact is to be deter-

mined and affirmed by express resolutions of the directors who 

may appeal to a judge for a declaratory order corraborating 

their statements, making use of oral and documentary proofs if 

necessary. Liability is fixed as recommended-directors to be 

jointly and severally liable to shareholders for any deficiency. 
(Statutes of Canada,1935-pp.334-5) 

These changes in the regulations governing sale of securities 

and valuation of assets would serve to strengthen the investor's 

bargaining position. He would be enabled to select his invest
ment 

more readily and with greater confidence. His 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 be in a much better position to 

guard against fraudulent or one-sided dealings, based on the 

possession of special or superior knowledge on the part of 

brokers or investment bankers. As a result investment would 

be made easier, safer and with greater understanding and skill 

On the part of the investor. 
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x. Market Planning. 

One of the characteristics of the present financial system 

is the lack of a definite group of persons who oversee and 

investigate, if necessary, all new issues of securities. New 

issues of securities come on the market, accompanied by per

suasive advertising Hnd salesmanship, and the investor has 

nothing to depend on for information regarding the issue, except 

the opinions of promoters and bankers. We have seen that these 

groups are often the means of placing inferior grades of se

curities in. the hands of investors, having regard only for the 

sale of the issue at a profitable fi~ure. So it is clear that 

there must be some reliable group of officers whose duty it is 

to investigate the affairs of firms wishing to plHce securities 

on the market. Among its duties, such a commission, or board, 

would see to the carrying out of the suggestions outlined in our 

last two chapters. 

To this end it is urged that a Securities Board be set up, 

with heHdquarters in Ottawa, and branch office'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 civil servicet free from political or other 

group influence, in order to insure a continuous and definite 

policy. 

Further, it snoul<i be provided that the Chairman of the 

Board should be enabled to present to the Cabinet suggestions 

in the matter of further legislation affecting his department. 

These suggestions would be based on difficulties or shortcomings 

encountered in the process of carrytng out the existing plan. 
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Doubtless a number of points would be overlooked when first 

organizing the Board and this would be a convenient method of 

bringing these pOints to the attention of the Cabinet. 

The first duty of the Securities Board would be to investi

gate all new firms whose securities were coming on the mnrket 

for the first time. 25 This would include a general supervision 

over the activities of engineers and other technical experts in 

estimating construction or develo~mental costs. This survei

llance would tend to encourage greater care in estimating the 

amount of canital required, and would thereby more effectively 

ensure the accumUlation of funds which would be adequate for 

the work involved. In addition the Board would scrutinize 

closely the general make-up of the nroposed capital structure 

of the firm. Here efforts would be made to ensure a proper de-

gree of flexibility, also to avoid distortion as far as possible. 

Of course the proportion of bonds to stock would depend on the 

industry in which the firm proposed to be engaged, as well as on 

the general economic outlook for new firms. A profitable in

dustry, or bright prospects for the future, would permit the 

issuing of a larger proportion of bonds, since fixed charge. 

could be met more readily, and conversely for unfavorable 

condi tions. 

In the case of firms already in business, wishing to float 

a new issue of securities, the Board would have power to appoint 

auditors to investigate their financial history and their current 

transactions and commitments, if statements audited by bona fide 

auditing firms were not available. 2'" In this way it would be 

learned whether or not the issue of further securities was Justi-
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fied or expedient. In addition all advertising and other public

ity in connection with the issue should be inspected. 27 In this 

way all facts used in the prospectus or other publicity statement, 

which did not give a true picture of the existing state of 

affairs, would be discarded, and the investor correspondingly 

protected. Firms whose financial position did not warrant the 

assumption of further commitments, or whose methods of issue 

aimed at creating a false sense of security in the mind of the 

investor, would be forbidden the right of issue until such time 

as these matters were cleared up to the satisfaction of the 

Board. 

In attacking the problem of overcauitalization the Board could 

act in two ways.28 In the first place it could restrict the 

proportion between fixed liabilities and the corresponding 

assets. For example, a holding company, controlling certain 

assets. (already mortgaged) throu,,'1 the ownership of shares in 

a subsidiary, would not be allowed to issue further fixed indebted
...... leSs t4" t.t .. l 

nessAremained 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 companyl-s assets would 

be maintained, and the holders of bonds would be protected by 

the limiting of the total amount of their claims to a certain 

percentage of such values. This percentage would vary from one 

case to anothev-being hi5her when the assets in question were 

especially productive and useful to the company, or readily 

salea~le, and lower when such Rssets were of comparatively small 

usefulness, or in a poor condition or location which would re-

sult in a much lower realization from their sale. This method 



93. 

of meeting the problem of II s tock-watering li would apply also 

in cases of financial combination involving fewer firms than 

the formation of a holding company - that is, in all cases in

volving the issuing of mortgages or bonds against assets already 

so encumbered. 

A second method would be applied to firms issuing securities 

as part of an expansion of activities or of a refinancing scheme. - . 
In this case the company's auditors would be made responsible 

for the giving of a true valuation in connection with the 

appraisal of the firm's assets. The Board would pass Judgment 

on their reliability and exercise restr",int over their activities. 

The firm's auditors would be held liable for any damage suffered 

through purchase which was clearly influenced by the appraisal 

itself. Such liability would hold only if it could be shown 

that the appraisal was untrue in any material respect, and was 

issued either without an honest belief in its accuracy, on with

out reasonable steps being taken by the company to verify the 

accuracy of the aUdito!s'report. 29 

Further duties of the Board would includ~the enforcing of 

the rule that debentures issued without special security shoUld 

have such facts stated on their face, and also the power to 

provide that all bond issues be assented to by shareholders 

only to the amount actually required at the time. 30 These two 

rules aid in protecting the investor, in that they provide· 

the purchaser of an unsecured debenture with a better idea of 

the real nature of his purchase, and guarantee the bondholder 

that all capital supplied by him will be used for the purpose 

intended. 

In addition the investigating activities of the Board 
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should extend to private companies desiring to place an issue 

of securities on the m8.rket for the first time. 31 The affairs 

of these private companies should be looked into before they 

are allowed to invite public subscription in order that it may 

be learned wl1ether their financiaib conditions and proEpects 

are a good investment field for the prospective purchasers. 

Regardin,cs the powers of the Board in overseeing the promotion 

of new companies, it should be pointed out that all types of 

firms are not to be treated along exactly simile.r lines.32!. 

While the initifl.1 costs of financial, mercantile and cOlllJ!1ercial 

undertakinlSs can be estimated with a relfl.tively high degree of 

ease and accuracy, all new firms are not so fortunate. Those 

firms whose costs of establishment and development are partic

ularly difficult to predict with anything approaching accuracy 

are the companies entering the mining or power industry. In 

these industries a nUDber of factors enter the situation which 

prevent the making of accurate appraisals and costs. Mining 

is perhaps the most hazardous industry in this respect, since 

the work to be done in building a power-house or constructing 

roadways or doing excavation work can be estimated with some

what less difficulty. Companies entering the field of lIk'tnu

facturing would occupy a position between those entering 

mining and those setting up as trading or financial concerns. 

Clearly all of these many types of firm cannot all conform 

to one set of rules, in connection with their promotion and 

development. 

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

Board to see that techniCA.l 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 engineers and construction 

experts estimating the primary costs of mining projects. Other 

industries would conform to rules whose strictness would be in 

proportion to the ease of calculating costs. 

In the caEe of mining enterprises, the natural speculative 

element in this industry would modify rules as to prospectus 

provisions. The developing of a pror)erty in the hope of finding 

a supply of profitable ore does not permit the entering in the 

pr'ospectus of a long list of mgterial facts. Opinion and con

jecture enter the case to some extent. Thus the investor should 

understand that he should not ~Bly too much on the prospectus 

of a mining enterprise as a means of supplying clear-cut in-

disputable facts regarding the firm's prospects of success. 

NI".turally the Securities Board would be less strict regarding 

the prospectus provisions in connection with mining projects, 

modifying rules to suit the case. 

The value of such a Board would apply both to investor.and to 

"'''0 entrepreneur
A 

would benefit by having a definite line of proced-

ure laid down, and the assurance of a more ready sale for the 

securities of his firm. While the Board would not allow its 

name to be mentioned in the advertising of such securities, and 

its approval of the issue of certain securities would merely 

consist of non-rejection, yet it is fair to assume that the 

investor would purchase securities with greater confidence, and 

the financing of new, as well as established, firms be carried 

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

True, the Board would not be responsible for losses by the 
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public in purchasing certain unprohibited issues, but it is 

not the function of such. a body to sponsor particular issues -

the prime purpose would be to aid the investor by laying down 

rules for sound and proper financing, and by raising his bar

gaining position in the market. 
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c/olAP. XI. Conclusion 

It is clear that the activities of financial experts have 

been largely directed toward improving methods of production, 

with a corresponding lack of interest in the welfare of the 

investor. Means of raising capital have been established 

with the purpose of enabling productive enterprise to acquire 

funds with the least possible inconvenience and loss of time. 

Investment bankers and promot,ers have looked more to profits 

from security sales than to the effects upon the purchasers 

of these securities, As a result the investing public, through 

lack of organized eff'ort, has been the victim of the activities 

of well-organized groups of bankers and promoters. To this 

has been added the weakening influence of inconsistent and 

faulty financing methods, and the actions of directors and 

other company officials, working in their own interests, have 

tended still further to weaken the investor l s position. 

Only lately has there been anything resembling an organized 

movement in the interest of the investor. This has resulted 

in the passing of certain legislation by both the federal and 

provincial governments. While such efforts have been only 

partly effective in improving the situation, at least,g. beginning 

has been made in the right direction. We must look to the 

legislators as the prime means of accomplishing further results. 

This can only be achieved by the arousing of public opinion and 

the laying down of strict legal principles by the courts for 

the conduct of financial affairs. We cannot expect the entire 

emancipation of the investor to take place within a short period. 

There must be a widespread public belief in the true and just 

position of stockholder and administrator - the stockholder as 
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the ultimate recipient of the benefits of competent financial 

action, and the director and officer as the trustees, a~minis

tering the investor's canital with a view to his best interests, 

not their own profit. Only then will the investor's position 

be as strong as that of other financial groups. All socially 

minded education, legislation, and legal procedure should be 

directed to this end. 

• 
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