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Preface to Second Revised Edition

LTHOUGH it is the intention of the authors in this
text to deal with elementary and fundamental prin-
ciples, changes in business practices resulting from recent
legislation and the business depression have made necessary
some revision of practices so long in vogue as to be termed
fundamental. This has led to extensive revisions of the
chapters on “Financing Expansion and Selling Securities”
and “Business and the Banks” as well as of many other sec-
tions too numerous to mention. Chapter XX on “Business
Failures and Reorganizations” has been enlarged to include
a summary of the Chandler Act, which is among the most
important laws of the century affecting corporations.
The chapter arrangement has been changed: “Financing of
Real Estate” and “Insuring Against Business Risks” have
been placed at the end of the text for better continuity of
subject matter. New problems have been added and
changes made in the old ones which have been retained.
The bibliography has been thoroughly revised and brought
up-to-date and a comprehensive index prepared to aid the
student and general reader.

The authors wish to express their appreciation to Mr.
Edward H. Bishara, of the Department of Banking and
Finance, New York University, for his assistance with this
and the previous revision.

J. H. B.
L. E. D.
NEw York UNIVERSITY






Preface to First Edition

HIS book is intended for use in colleges and universities,

in a course on basic business finance, which is to be fol-
lowed by specific advanced courses in finance, banking, real
estate, insurance, investments, and so on; to that end it
contains chapters on these subjects preparatory to the re-
spective advanced courses.

It is suitable for use, also, in classes where students are
not contemplating taking specific advanced courses in the
financial field but desire only a general knowledge of the
subjeets in the one basic course.

The work is based largely upon an earlier text by one of
the authors (Elements of Business Finance, by Professor
Bonneville), and considerable of the material of that text,
which has been used successfully in hundreds of classrooms,
has been incorporated. All material so adopted, however,
has been reédited and brought down to date. There have
been added a number of completely new chapters embracing
such subjects as: Surplus, Dividend, and Reserve Policies,
Insuring Against Business Risks, Financing of Real Estate,
Financing Expansion and Selling Securities, and so on;
these inclusions thus considerably widen the scope of the
course,

The text matter is intended to be elementary in character
in order to avoid involvements and technicalities which nat-
urally must enter advanced courses in finance. Simple bal-
ance sheets and financial statements are occasionally shown,
but these do not necessitate a knowledge of accounting as a
prerequisite for the course.

In instances where legalities and legal provisions have to
be considered, the corporation laws of the State of New
York have been taken for the illustrations, because the laws
of New York on corporations are very representative and
it is impossible in a bhook of this type and size to give the

vii



viii Preface to First Edition

varying legal provisions of the many states. Text references
cited as “G. C. L.” and “S. C. L.” mean General Corporation
Law and Stock Corporation Law of the State of New York.
Instructors in other states can very readily substitute cor-
responding provisions from their respective statutes.

The Review Questions at the end of each chapter are for
the convenience of the student in summarizing the high
points covered. The Problems are intended to bring out in
case form some of these salient features of each chapter,
and around their explanation can be woven most of the
instructor’s lecture. They also supply suggestions for out-
side work to be assigned to the student if desired.

The authors have prepared a Suggestion Booklet which
will be supplied gratis through the publishers, upon request,
to all teachers using this text, and to teachers only. This
booklet will be found of special help in coérdinating the
work of the various classes in cases where the course is being
given by several teachers in the same institution, and also
in supplying standardized solutions to all of the problems.

In order to facilitate the pupil’s study, and especially to
aild him in review, the experiment of italicizing each finan-
cial term and phrase the first time it appears is being tried.
It is believed that this method of emphasis will make all
new and unfamiliar terms stand out in welcome relief from
the body of the text.

The authors wish to express their sincere gratitude for
the valuable advice and assistance rendered by Professors
Albert F. Chapin, Thatcher C. Jones, Louis P. Stark-
weather, Currie E. Smith, Saul B. Ackerman, and Nelson L.
North, colleagues on the faculty of New York University.

J. H. B.
L. E. D.
New York UNIVERSITY
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CHAPTER 1

Visualizing the Field

General view of the subject.—The organizing and finane-
ing of business embraces broad and complicated activities,
necessitating wide general knowledge as well as much spe-
cialization. A considerable portion of both the general and
the special information required may be obtained by care-
ful study, but it cannot be denied that a great deal of
actual business ability must come from experience and
practice. The course of which this book forms the base at-
tempts to present in a comparatively brief manner those
un%erlying principles which may be acquired by reading and
study.

To get at the very bottom of the subject of organizing
and financing business, one must have a clear conception,
first, of what the term business actually embraces and, then,
of the details of organizing and financing as applied to it.
To that end we begin with a general description of business.

Business.—Business is a commonplace enough term, but
in taking up its definite study it is well to have a realization
of its vast significance. To many it connotes merely the
keeping of a shop, large or small; but it must be understood
to embrace every human activity whereby man’s many
wants are supplied. Lumbering, mining, fishing, farming,
manufacturing, trading, transporting, shipping, building,
merchandising, and many other activities are businesses
which help to supply material wants; while law, dentistry,
medicine, teaching, accounting, nursing, and entertaining
represent a few of the types of business activities which sup-
ply desired services.

Business is often divided into two main groups: industrial
business and commercial business. Industrial businesses are
those which actually produce commodities either by manu-
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2 Visualizing the Field

facture or by some definite treatment of materials, or which
produce and supply the raw materials which may be used
in their original form or from which marketable commodities
can be manufactured or prepared. Commercial businesses
are those which have to do, not with the actual making of
commodities or the procuring of them from nature’s stores,
but with the distribution of them through various channels
from the producer to the final consumer. It must be noted,
however, that all commercial businesses do not deal in com-
modities. Railroad and steamship companies, bankers, bro-
kers, accountants, doctors, lawyers, teachers, and others pro-
vide their services instead of tangible commodities, but they
are nevertheless rated as in the commercial field. There are,
of course, many businesses which partake of the nature of
both industrial and commercial enterprises and which must
be classified as combinations of the two kinds.

Industrial businesses.—Businesses considered in the in-
dustrial field are divided into two subclasses: manufactur-
ing businesses and extractive businesses.

The manufacturing businesses constitute that branch of
the industrials which actually produces articles or substances
by manufacture or treatment. They represent a very large
part of our national business, both large and small, and may
range all the way from the smallest individual enterprise
up to the tremendous automobile factories and steel mills—
corporations with investments of millions of dollars and with
tens of thousands of employees.

The extractive businesses are those which produce the raw
materials with which the manufacturer wevks or those which
are used in their raw state. Examples of the extractives are
the various mining industries, the oil-producing industry,
lumbering, fishing, and farming.

Commercial businesses.—Businesses of the commercial
type are divided into four general types: mercantile, finan-
cial, transportation, and personal service.

The mercantile group, sometimes called the trading or
marketing group, acts as the distributor of our commodities.
It embraces the merchants of every kind—wholesalers, job-
bers, retailers—and the middlemen of every kind. These
buy wares from the manufacturers or producers, or from



Visualizing the Field 3
the distributors next above themselves in the line of supply,
and then resell the goods to the next below them till the re-
tailer is reached, who in turn sells to the consumers. Some
of the members of this mercantile group do not buy out-
right the goods in which they deal, but handle them on a
commission basis.

Financial businesses serve the financial needs of other
businesses in many ways and consist principally of such
institutions as banks, trust companies, investment bankers,
brokers, bonding companies, underwriters, insurance com-
panies, stock exchanges, and so on.

Transportation businesses are those engaged in the carry-
ing of commodities, passengers, and mail. They consist
principally of railway companies, communication com-
panies, motor bus and motor van companies, steamship and
steamhoat companies, and airplane transportation com-
panies. The inland canal and the horse-drawn vehicle are
still used in some communities, but they are fast disappear-
ing as transportation factors.

Personal service businesses are those in which personal
service only is rendered, such as those of the doctor, the law-
yer, the dentist, the accountant, the writer, or any type of
professional adviser. Such businesses are practically con-
fined to the professions.

Classes of business diagrammed.—The above-described
classification of businesses admits of diagramming which
may help the student to fix in mind the classes and their rela-
tionships (See page 4).

Purpose and aim of business.—It must be borne in mind
that business is not merely a happening; fundamentally it
has a purpose, which is the manufacturing, producing, and
marketing of every possible article and service that will help
supply human wants, and the production and distribution of
these in the most convenient and reasonable manner. With
out properly organized business, the world today would be
without thousands of the everyday commodities which are
looked upon as the most common necessities.

The direct aim of the business man is to make a profit out
of which to support himself and his dependents and, further-
more, to lay aside savings in as large an amount as possible
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to constitute a competence for ‘his retirement or an estate
for his family upon his death. Hbé'may not, fully realize the
importance of the economic function of businiss, but he does
understand that the better he sekves the publie, the better
are his chances of success and profit. This perfectly legiti-
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mate desire to make money is the urge that impels the busi-
ness man to drive his business and to make it serve its pur-
pose in the most effective manner.

Incidental to supplying human wants with its products,
merchandise, and services, and the owner with a profit, the
successful business also furnishes a living to various groups
of employees working on either a salary, commission, or
profit-sharing basis.

Functions of business.—As may be clearly gathered from
what has gone before, business has two great functions which
it must perform; namely, production and mafFketing. These
problems are codrdinate with, and mutually dependent
upon, one another. Production without marketing is use-
less, and marketing without production is obviously impos-
sible. The proper combination of these two functions
however, gives us our magnificent business system.

One might say that this is all very obvious and that busi~
ness is, after all, a very simple thing. One should go further,
however, and consider that the performance of each of these
functions is dependent upon the intelligent operation of
scores of lesser, or assisting, functions, which, though sub-
ordinate in scope, are indispensable to the proper develop-
ment of the two essential functions. Among these assisting
functions are such things as accounting, advertising, or-
ganizing, financing, purchasing, office management, sales
management, personnel management, factory and store
management, transportation management, and many other
activities. Each of these is a complete study itself, and it is
upon the knowledge, ability, and skill of the executives and
operatives in charge of these and similar departments that
the success of a business is largely dependent.

This book is limited in its scope to the treatment of the
elements involved in the organizing and financing of busi-
ness in its numerous forms.

Organizing the business.—Organization of a business in
this text must be taken to mean the formation or original
creation of a business enterprise in any one of its several
legal forms, and not the internal or depa.rtmenta.l organiza-
tion for purposes of operation, which is sometimes referred
to by this phrase.
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Faced with the problem of starting or organizing a new
business in any particular line, the organizer must first select
the form of business organization which he will use. In this
matter there is a wide choice; the principal forms will be
discussed in detail in Chapter ITI. '

Financing the business.—Financing consists in the rais-
ing, providing, and managing of all the money, capital, or
funds of any kind to be used in connection with the business.
It is necessary throughout the activities of promotion, or-
ganization, regular operation, reorganization, and readjust-
ment of business. It must take care of all the financial
needs of the business and involves a knowledge and use of
money, credit, securities, funds of all kinds, financial legisla-
tion, financial usages, and financial management. It em-
braces a systematic control and regulation of all capital
revenue and expenditures.

There are two quite distinct fields of finance—so distinet
as to form entirely separate studies—namely, public finance
and private finance. Public finance is concerned with the
procurement of money for the use of government—local,
state, or national—and with the administration of public
funds; while private finance is concerned with the monetary
affairs of privately owned enterprises only. Political enti-
ties have the power to raise money by levying taxes and en-
forcing their payment; but private enterprises, of course,
have no such power and can raise funds only by selling own-
ership in the business or by borrowing. Public finance is
left to other texts, this work being restricted 4o private
finance exclusively.

Interrelated subjects.—The study of Finance is most in-
timately related to that of Economics, Accounting, Business
Law, and Business Management. These five subjects over-
lap and interlace so persistently that it is impossible to go
into any one of them without penetrating to a considerable
extent into the other four. We shall not in our present study
of the organizing and financing of business slight any prin-
ciple of economics, fact of law, feature of accounting, or rule
of management which may be necessary for an understand-
ing of our subject, but we shall touch on them as lightly as
possible and in a purely non-technical manner, leaving the
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exposition of these subjects to their proper courses and text-
books.

Preliminary definitions.—As we go on in the study of
Finance, we shall come to hundreds of names and terms
more or less peculiar to the subject and shall learn the sig-
nificance of each in turn. There are a few basic definitions,
however, which we must have at the very start in order to
lay a working foundation. These are the terms: funds,
credit, and capital; and each will be described briefly.

Funds.—Funds constitute the prime requirement in start-
ing and operating any business enterprise, and by far the
largest part of all financial activities consists of the raising
and management of funds.

The word is commonly defined as:

(a) “Cash or its equivalent; that is, checks, drafts, money orders, and
so forth. The term may be used to include securities which have a ready
market and which can be quickly liquidated. It is common to hear the
expressions ‘liquid funds,’ meaning cash, and ‘tied up’ funds, meaning
money invested in income-bearing assets.” 1

(b) “A fund is a collection, or store, or amount of something by means
of which purchases and payments may be made. The word funds signi-
fies any and all things which may be currently used in a community in
exchange for goods or property of others.” 2

(¢) “Funds include all the instruments and instrumentalities whereby
the exchange of goods is facilitated, and include money, credit money,
and credit.”3

A useful diagram showing the divisions and subdivisions
of funds along this line is to be found on page 8.

Credit.—Credit, which is one of the subdivisions of funds,
is the ability to buy with a promise to pay; that is, to receive
goods or services and obtain title to them at the present
time, although the actual payment is deferred until a future
date. Concisely expressed, “Credit is the power to obtain
goods or services by giving a promise to pay money on de-
mand or at some specified date in the future.” ¢

* Munn, G. A., Encyclopedia of Banking and Finance.

2 Cleveland, Frederick A., Funds and Their Uses.

® Gerstenberg, Charles W., Financial Organization and Management of
Business.

¢ Johnson, Joseph French, Money and Credit.
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Gold
Money [ Bank Notes
Credit Money | | Greenbacks )
v | Gold and Silver { Mox_ley n
[ Of Unlimited Certificates Ordinary Use
Acceptability J| o er Dollars
f Promissory Notes
Bills of Exchange
Personal
Funds | M 4l Evidenced
Of Limited ereantie Unevidenced
. imi
Credit 1 Acceptability Deposits
Banking Loans
Discounts
Public Stocks
Investment Bonds
]

Long

Jermsof | Intermediate
Short

Modern business is conducted very largely on a credit
bagis. In a complete transaction, such as the production
and marketing of a given article, there are many processes
which consume considerable time, and it is only the con-
tinuous and successive passing and acceptance of credit all
along the line that enables the various business houses in-
volved to carry out their respective parts. A diagram of the
kinds and types of credit is shown above, but a few words
of explanation are probably in order.

Personal credit, as the name implies, is the credit used by
an individual but not in a business capacity. The credit on
which one carries a monthly account with the' grocer or
butcher is usually based solely on one’s personality. Like-
wise, a person’s ability to borrow small amounts at the bank
on an ordinary note is due to his personal credit. As we shall
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see later, the credit of a partnership is often based largely
upon the personal credit of the members of the firm rather
than upon the business strength of the firm itself.

Mercantile credit is that employed in general by business
firms of all types in carrying on their activities. It aids in
all production, manufacturing, and mercantile transactions
from the time raw materials are gathered till the time the
finished product is received by the retailer. This mercantile
credit may be evidenced or unevidenced.

Evidenced credit means credit in which the creditor holds
some kind of document or paper from the debtor acknowl-
edging the debt or promising to pay. Holders of such credit
instruments may frequently negotiate or discount them
before maturity, thus making available to themselves the
cash represented by the credit item, less interest to ma-
turity.

Unevidenced credit is credit in which the creditor has no
credit instrument but rather carries the claim as an open
account. He expects to collect it at the end of the credit
term, or he may assign or sell the aceount before that time.

Banking credit consists of the deposits, loans, and dis-
counts of a banking house.

Public credit is that enjoyed by any political entity.

Investment credit is represented by bonds. Bonds are
promises (of either corporate or public borrowers) to repay
specified sums of money at some future time.

Giving and accepting credit.—A very widespread misuse
of terms in speaking of credit necessitates a caution to many
to remember that credit always passes from the debtor to the
creditor, from the buyer to the seller, and never in the oppo-
site direction. Simple as this may seem, we hear constantly
such expressions as “Mr. Goodpay did not wish to be both-
ered with paying cash for daily purchases so the grocer gave
him credit,” or “Mr. Citizen asked for credit at his clothier’s,
and the clothier was glad to give it to him.” Constant usage
should not be allowed to justify such incorrect expressions as
these. As a matter of fact, Mr. Goodpay and Mr. Citizen
possess credit (that is, the ability to buy on a promise to pay
later rather than to buy for cash), and they part with a por-
tion of their credit to the merchants when they buy from
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them on credit. The purchaser offers credit, and the seller
accepts (or declines to accept) credit. This holds, of course,
in all transactions, large and small. The debtor redeems his
credit, or that part of it with which he has parted, when he
pays his bill.

Albert F. Chapin in his work, Credit and Collection Prin-
ciples and Practices®, expresses this idea authoritatively as
follows:

“It is . . . in accord with the more general view to regard credit as
a power possessed by certain individuals which is not limited by the
extent to which it is used. Indeed, we may go a step farther and say
that credit is a power possessed by everyone, a power which varies among
different individuals (and corporations) from indefinitely great to
nothing. Credit, therefore, is not a quality bestowed on one by another;
it is not given; it is not granted except in the sense that by “granted”
we understand that it is conceded to be. It is a quality which we recog-
nize and appraise just as we recognize and appraise, but do not bestow,
the quality of beauty. . . . The borrower does not really ask for credit;
he offers credit, and it is accepted or rejected by the lender according
to whether or not the credit is appraised as sufficiently high.”

Capital.—The term capital has been used by economists,
accountants, and financiers in so many cases and with so
many shades of meaning that it is practically impossible
today to apply to it any fixed definition which will apply in
all cases. From the general point of view, however, capital
means all the property of every kind employed by the busi-
ness, though most business men would express it as the total
ownership in the business, consisting of the amount invested,
the surplus, and the undivided profits. The former descrip-
tion leans more toward the economic idea and the latter more
toward the accounting idea, but each expresses in its own
way the financial meaning of the term.

The word capital must not be confused with capitalization
and capital stock, which indicate quite different things, as
will be shown later.

Capital property.—Capital property is a term generally
used to designate property of every type which constitutes a
part of the capital of any enterprise. It may be viewed as

*Page 5.
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comprising two kinds: capital goods and capital rights.
Capital goods consist of cash, buildings, real estate, inven-
tory, equipment, machinery, rolling stock, and other such
capital property. Capital rights embrace stocks, bonds,
notes, and securities in general which are not goods in the
true sense but which carry the rights assigned to them and
which are normally convertible into goods (usually cash)
either by redemption or sale.

Capital value.—The term capital value explains itself, but
attention must be called to its several types and subdivisions.

In any company which has been in operation to any ex-
tent, there is, or should be, a great difference between the
original capital value and the present capital value. The
former represents the capital value at the inception of the
business; the latter at the present time. It is well to note
also that there is a distinction made between the nominal
and actual original capital value. Nominally, the original
capital value is the authorized par value of all stocks and
bonds of the company; but the actual original capital value
is, of course, the amount actually paid in on these securities.
The present capital value consists of the stock and bonds
(original proprietorship) in addition to the existing surplus
(the increase in original capital being used for capital pur-
poses).

Fixed and liquid capital.—Fixed capital is capital repre-
sented by fixed assets; that is, assets to be used in the con-
duct of the business generally without change of form: non-
trading assets, such as land, buildings, equipment, machjn-
ery, furniture, fixtures, and so on. These assets are of a per-
manent nature and in the ordinary course of business will not
be converted into cash; their value would often be sacrificed
if the attempt were made to convert them into cash through
quick sale.

Liquid capital, known also as current, quick, or fluid cap-
ital, is capital represented by cash or other assets which in
the ordinary course of business will be converted into cash,
and which ordinarily can be converted into cash by a quick
sale without having their value greatly sacrificed. These
liquid assets, other than cash, consist of such things as raw
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materials, finished goods, accounts receivable, notes receiv-
able, and so on.

Tangible and intangible capital.—Capital may also be
clagsified as tangible and intangible. Tangible capital is, of
course, all that capital, whether fixed or liquid, which is rep-
resented by some tangible asset, such as real property, equip-
ment, cash, inventory, accounts receivable, and so on. In-
tangible capital is that represented by such things as patent
rights, copyrights, trade-marks, secret processes, and good-
will.

Capital diagrammed.—For convenience in study, business
capital may be diagrammed as follows:

[ Capital [ Capital goods, i.e., cash, machines, ete.
Property | Capital rights, i.e., stocks, bonds, ete.

Nominal—authorized par value of
Original stocks and bonds.
Capital Real—amount paid thereon.
Value  Capital stosk and bonds (orginal
Present | proprietorship) plus the surplus
(the increase in the original capital
| dedicated to capital purposes).

[ Assets to be used by the enterprise,
] generally without change of form,
. Fixed and whose value would be sacri-
Business | ficed if an attempt were made to
Capital | turn them into cash by quick sale.

Those assets which in the normal
course of business are turned into
. Liquid, | cash, and which can readily be
Kinds of | Current, | turned into cash without having
Capital | or Quick |- their value sacrificed at a forced

sale.

. Represented by tangible assets
Tangible {whetherﬁxedor Tiquid.

Represented by intangible assets
| Intangible such as trade-marks, patent rights,

trade names, copyrights, processes,
| goodwill, ete.
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Questions for Study and Review

1. What is meant by the term business in the broad sense?

2. Distinguish between industrial and commercial businesses,
and give the subdivisions of the two classes.

3. Distinguish carefully between the economic purpose of busi-
ness and the immediate aim of the business man.

4. What is meant by the term financing a business?

5. Distinguish between public finance and private finance.
6. Define and discuss the term funds.

7. Define the term credit, and discuss its classes and uses.
8. Who gives credit, and what induces its acceptance?

9. State what you believe to be a proper business concept of
the term capital.

10. Discuss capital property, capital value, and the kinds of
capital.



CHAPTER II

Starting a Business

Preliminary consideration.—The economic organization
of society today is such that no one person can produce or
supply all of his own needs. The resulting condition is a
wide division of labor and much specialization in industry,
and all persons are working for money, which is universally
exchangeable for any products which they may need. The
great majority of the people are employed on a salary or
wage system, but many, nevertheless, must organize and
operate businesses, in order that such employment may exist.
Of the great numbers of persons who go into business for
themselves, however, only a small number, estimated by
various economists at from ten to twenty per cent, meet with
sufficient success to enable them to remain in business, while
the remainder make failures of their attempts.

Practically all of these failures can be attributed to a lack
of business knowledge on the part of those concerned. If
they knew enough of business principles and methods, the
majority of them could see that the business on which they
propose to embark will not succeed because it will not serve
a public demand great enough to insure sufficient return to
pay all operating expenses, interest on all capital invested,
and beyond this a satisfactory profit to the owners of the
business. If, however, their venture should be into a field of |
sufficient demand, failure is usually caused by lack of mana-
gerial or financial knowledge and ability.

Making the decision.—The problem, then, which faces
everyone fired with the urge of starting a business is primar-
ily whether or not to enter business at all, and secondarily, if
he does enter, what type of business he will choose. The
question is, in many cases, solvable only by a trial. In the
great majority of instances, however, those trained in busi-

14
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ness fundamentals, such as production, marketing, and
finance, can, upon investigation, make a fairly accurate esti-
mate of the probability of success in an busmess propo-
gition. “ kR/\L M

First of all, it must be remembered that all busmess con-
sists in supplying human wants or needs, and the prospective
business man must determine whether the goods which he
proposes to manufacture or deal in are those which people
want or may be made to want; that is, whether there is an
existing demand or the possibility of creating a demand. If
it can be shown that there is a demand of substantial size, it
must then be determined how well that demand is already
being supplied; that is, what competition will be encoun-
tered. Suppose that in a certain town there is just sufficient
demand for shoes to support four existing shoe stores. The
opening of a fifth will indeed be a hazardous undertaking.
If the trade is divided into five parts instead of four, no one
of the shops will be making a profit, and the one with the
least reserve power, capital, or general ability must fail.
This usually means the failure of the new concern rather
than that of one of the four old, established ones. If, how-
-ever, the new store is greatly superior to the older ones, hav-
ing better goods, better service, more modern and attractive
equipment, a better location, more convincing advertising,
and so on, it may well attract from the other shops sufficient
of their trade so that it will succeed while one or more of the
older ones must fail.

But even in the event of ample demand with inconsider-
able competition, it is highly unwise to enter business in any
field without a fairly sound knowledge of business and busi-
ness principles. In the not far distant past it was generally
believed that this essential knowledge could be obtained only
by experience and hard kﬁxocks Today, hgzevg;;hm
ence is bolstered up by scholastic gtugx and it is the com-
Bmatlon of the twlc: which creates successful business men,.

e men and women who are today occupying positions in
the business and commercial world and who at the same time
are taking the well-designed business courses of the schools of
commerce of our universities and colleges are without ques-
tion destined to make our great business leaders. These
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schools are finding that their best students are those who
are working while taking courses or who have already had
experience, and the businesss world is realizing that the
university students and graduates are to a greater and
greater degree becoming the most able and dependable
executives.

When one has gained a fair amount of business knowledge,
the secondary part of the problem arises: What field of busi-.
ness shall be chosen? While a general knowledge of busi-
ness and its principles is helpful in any field, it is generally
pretty hard for anyone to succeed in a business when he is
unfamiliar with its particular processes and peculiarities,
Ordinarily one will do much better in a field in which he has
acquired detailed knowledge and experience. If one had
been working in the building contracting business for & num-
ber of years, not only would his naturai tendencies urge him
to enter that or some kindred field, but he would be much
better prepared to make a success of it than he would of a
banking house or a retail store. There are thousands of lit-
tle details of information, ‘tricks of the trade” so called,
which come only with experience ence and without which success
18 s doubly difficult. In the great majority of cases it is the
experlenced shoe clerk who opens the new shoe store, the
assistant pharmacist who starts the new drug store; the cus-
tomers’ men, economists, and experienced salesmen who or-
ganize the new brokerage firms; and so on. But for the
operation of this natural tendency which brings into busi-
ness men who are well experienced in the many fields, there
would undoubtedly be many more failures than there are
now.

Promoting a business.—Business does not spring, Athena-
like, fully formed from the brow of some comiercial Zeus,
but comes into being only after the painstaking performancew
of many preliminary activities. All of these numerous
things which have to be done in order to bring a business into
existence are known under the general name of promotion.
This term embraces such activities as the careful investiga~
tion of the proposition to determine the probability of its
being profitable, and the amount of funds that will be neces-
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sary to start it on a sound basis; the making of all necessary
contracts and obtaining of options necessary to begin opera-
tions; the acquiring of the property necessary for the busi-
ness; the determination of the methods by which the neces-
sary funds for the business shall be raised ; and, in most cases,
the actual raising or procuring of the funds themselves.

The person by whom this important work of promotion is
done is known as a promoter, whom we shall treat more in
detail later in this chapter. Very often the man who con-
ceives a business for himself acts as his own promoter; in
other cases he turns the promotion work over to some person
or firm highly skilled and practiced in this type of work;
while, in still other instances, men of ability conceive and
promote propositions with the sole idea of disposing of them
to others, taking as their recompense either a cash fee or a
part ownership in the business when formed.

The work of promotion may for purposes of study be di-
vided in many ways, but for our elementary study it will be
treated under three main divisions; namely, discovery, as-
sembling, and financing.

Discovery.—The word discovery as applied to the first
step of financial promotion in business means more than
simply finding what appears to be a good opportunity to
start an enterprise; it means mor morg_ne&:huhe uncovering of
the entire proposition through careful investigation, and the
determmmg whether or not the proposition should be under-
taken, To mdlcate the feasibility of the proposition, this
discovery must ascertain whether or not the business will be
profitable, how profitable it will be, and the amount of funds
necessary to inaugurate the business.

Let us suppose that we have conceived the idea of promot-
ing and organizing an electric light and power company in a
small city which is without electrical service. The first
thing to be done is to ascertain whether the city will grant
our company the franchise or permit to operate the business
within its limits and what the terms of such a franchise
would be. It is important that we obtain in so far as pos-
gible an exclugive franchise for a considerable period of time
in order to prevent undue competition which the community
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cannot support without very high rates. If the matter of
franchise rights can be satisfactorily arranged, we can pro-
ceed with the other steps of the discovery.

We must first ascertain all costs of construction and equip-
ment, including power houses, machinery, engineering work,
erection of poles, construction of underground conduits,
stringing of wires, connections with houses, setting of meters,
purchase of all materials, erection of substations, offices,
workshops, purchase of repair trucks, and so on. To this we
must add the cost of making the investigation, the cost of
real estate and rights of way to be procured, the contractors’
profits, the expense of the company organization, the inter-
est on the money involved, and the taxes and insurance dur-
ing the time of construction when no income can be expected.
Before the business can begin to yield, we must also have had
considerable working capital to carry it along for some time
and must also have spent considerable money in establishing
the business, or making it self-supporting, a phase which will
be taken up later. The cost of these and of innumerable
smaller details added together will give the amount of funds
necessary for the starting of the proposed business.

The promoter must then make a most intensive research
into the possible income from the service to be rendered by
the company. He shall ascertain how many households,
shops, factories, churches, theaters, and so on, will use the
lights, the total consumption of current by them, and the
income from this source. He will similarly determine the
income from current sold for power to factories, garages,
shops, household utilities, and so on. In all probability he
can count on considerable revenue from street and park
hghtmg and from electric signs. Possibly he can count on
income from similar service to neighboring communities.

This carefully estimated total income must be offset by the
total operating and upkeep expenses, together with the
necessary interest on capital involved, taxes, depreciation,
and so on, to show the estimated profits of the company. If
these profits are unquestionably sufficient in amount to con-
stitute fair earnings on the investment, the promoter may
proceed further with his organization; otherwise, it should
be dropped at this point.
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It can readily be seen how important this discovery is and
how much depends upon the skill, knowledge, experience,
ability, and honesty of the promoter who is doing it. A
comparatively slight miscalculation on any one of the ele-
ments involved may cause the entire findings to be wrong
and may induce large investments in a profitless enterprise
or the condemnation of one which is essentially sound.

Assembling.-This second step in promotion embraces
the various activities necessary to begin operation and
should not, of course, be carried out unless the result of the
first step, discovery, is favorable and shows that the pro-
posed business has a fair chance of success. In the case of
the proposed light and power company mentioned in the pre-
ceding paragraph, the assembling would in large part consist
of actually obtaining the franchise; making of the contracts
for all construction work, supplies, buildings, machinery, and
so on; and obtaining all necessary options on real estate and
right of way. VEvery preparation must be carefully made so
as to show the proposed future investor in the proposition
that immediately upon the raising of the capital, the con-
struction and operation along the previously arranged plans
can go along without a hitch. Suppose that at one particu-
lar place it is absolutely necessary for the transmission lines
to turn out from the highway and to cross private property,
and that the promoter has neglected in his assembly to ob-
“tain from the property owner an option on the right of way
through the property. This might have been overlooked by
everyone concerned until the construction of the lines was
well under way and had reached the property in question.
We may feel well assured that at this point the property
owner would intervene. The matter might be easily
adjusted, but the history of such affairs indicates that the
owner would more likely attempt to charge the company an
unduly large amount for the privilege desired, thus causing
either large and unexpected extra cost or long and expensive
delay during negotiations or probable condemnation pro-
ceedings. ¥ Oversights smaller than this in the matter of as-
sembly have caused the failure of many, many plans.:

Financing.—When the discovery and assembling have-
been accomplished, it devalves upon the promoter to arrange
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for the financing of the proposition—that is, to devise and
plan the method of raising funds necessary for starting and
carrying on the business—and, often, the actual raising of
the funds.

A promoter’s activities may be centered in developing an
entirely new proposition, or else in arranging for some kind
of combination of several existing companies or for the pur-
chase or lease of some company’s property. In either case
he must, of course, make careful discovery and complete as-
sembly along similar lines, but the financing of the two kinds
of propositions are along quite different lines. The financial
arrangements for the purpose of consolidation, merger, sale,
or lease will be discussed later, and the financing spoken of in
this chapter will relate to that of a new enterprise. If the
business under consideration is comparatively small and the
promoter is working it up as a private business for himself,
using his own funds to start it, no question of the method of
raising capital is involved: he simply puts into the business
the money he has saved for the purpose.

It often happens, however, that the discovery shows the
proposed business to be a bigger financial burden than the
promoter can carry, and in that case he may wish to acquire
one or more partners to invest with him. His sole financing
problem here is to find persons satisfactory to him who can
be induced to invest the desired amount in the partnership.

The term financing, as usually applied to the promoter’s
activities, however, really refers to his work in devising
methods of raising funds for the larger enterprise, which will
in all probability be organized as a corporation, or some
similarly financed firm, such as a joint-stock company or a
business trust.

Financing an enterprise of this sort contemplates raising
funds for three distinet purposes:

1. For financing during the orgamzation, or meeting the
cost of all intangible property from the very start until the
time when the business is in actual operatnon “This em-
braces expenses for such things as investigation of the proj-
ect; procuring parties who may be willing to participate;
'prehmmary engineering and legal advice on the project; a
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canvass of territory to ascertain whether sufficient business
can be obtained; an estimate of the cost of the plant, the in-
come, and the profit; the incorporation of the company; and
the securing of the franchise. The funds for this purpose
are usually advanced by the promoter himself, and unless he
is successful in his promotion project, this provision may
entail considerable loss for him.

2. Financing the construction, which means meeting the
cost of all the tangible property. This embraces the cost of
real estate; labor, materials, and contractors; engineering;
the expense of company organization during construction;
the interest during construction ; taxes and insurance during
construction; stores and supplies; working capital; legal ex-
penses; and the expenses of financing, including bankers’
commissions, discounts on bonds, and the promoter’s profits.

The proceeds from the sale of stocks and bonds of the com-
pany are properly used to defray this expense. )

3. Financing the business, which means the cost of acquir-
ing or establishing the business and includes such charges as
advertising; canvassing for business; interest on the cost of
the plant in excess of income until the business becomes self-
supporting; and taxes and insurance during that time.

The funds for this purpose may also come from the sale of
the company’s securities.

Methods of financing.—In making his plans for financing
a proposed business, the promoter is limited to a choice be-
tween only two means. He can sell part ownership in the
business, or he can have the business borrow money for its
capital. Generally he devises a plan consisting of a com-
bination of these two.

The person promoting and organizing a business entirely
for himself contributes his own savings, thus, in effect, sell-
ing the entire ownership of the business to himself. If he
takes in partners, he sells to them a part of the ownership.

Passing these simple affairs for the moment, let us con-
gsider the problem of the promoter of a company which is to
be a corporation, or one of its substitutes, a joint-stock com-
pany or a business trust. When he sells ownership, he sells
shares in the business and the buyers are given certificates of
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stock indicating their ownership. When he has the business
borrow some of its capital, the lenders are issued certain in-
struments acknowledging the loan and promising to repay it
at a certain time. These are bonds, and this process of bor-
rowing money for a company is known as selling its bonds.

J The promoter must decide the total amount of capital to
raise, how much to raise by the sale of stock, and how much
through the sale of bonds. He thus devises what is known
as the financial plan, and the financing of the promotion as
well as the future success of the business itself depends very
largely upon the judgment and ability he displays in forming
this plan. If financing is on the basis of a public offering, he
will undoubtedly receive assistance in working out his plan
from the bankers who will handle the security issues. The
methods of laying the financial plan are described in detail in
a later chapter.

The promoter.—The promoter occupies a most important
place in the financial and business world. His work of vis-
ualizing new organizations to serve business needs, and com-
binations of existing businesses to work in a more economical
and profitable manner; his investigation and assembling of
these propositions; and finally his work of actually bringing
them into being by obtaining the interests of bankers, finan-
ciers, and the investing public—all these are activities with-
out which the business world would soon stagnate.

The name promoter has been much abused and most peo-
ple inexperienced in financial matters associate the word
with a smooth individual trying to sell stock in some fraudu-,
lent plan or get-rich-quick scheme, Of course, there are
plenty of such people who call themselves promoters.
There have been cases where the public has been defrauded
out of millions of dollars through the sale of stock in non-
existing rubber plantations, gold mines devoid of gold, and
building developments under water at high tide. The
stories one hears of selling to visitors stock in Brooklyn
Bridge, Central Park, or the Woolworth, Building in New
York for varying amounts are not at all ffmy tales. These
things have actually been done a number of times, and the
men who do them are self-styled promoters. They are, of
course, merely confidence men and swindlers. The legiti-
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mate promoter is in no way to be confused with them. To
be successful a promoter must be capable, honest, and honor-
able. His entire stock in trade consists of his business abil-
ity and his reputation for successful and honorable promo-
tion in the past.

The great majority of all business propositions are pro-
moted by bankers, lawyers, engineering firms, and business
executives, who frequently are the originators of the ideas
and, also, the ones to whom clients and friends bring their
ideas to be materialized. These are known as occasional
promoters, as distinguished from professional promoters,
who devote their entire time and energy to promotional
work.

The prospectus.—In the promotion of a small business,
the preparation of a formal written statement detailing the
results of the dlscover,;y, advantages of the proposition, prob=
‘able proﬁts and so on, is not necessary, as such details are
presented orally to those whom the promoter desires to in-
terest. Such a statement when written out in detail is
termed a prospectus, and is usually designed to present the
proposition in the most favorable manner possible in order
to interest people in investing in the proposition. In a busi-
ness where it is planned to sell securities directly to the pub-
lic without the aid of an investment banking house, a pros-
pectus would in all probability be written in general terms
and resemble more a good sales letter than a technical dis-
cussion, leaving it to a follow-up by a salesman or corres-
pondence to cover any inquiry for further details. Where,
however, the sale of securities is handled by an investment
banker, a complete prospectus substantiated by whatever
supporting data are available will be expected, and in many
cases experts in the employ of the banker will check up on
the statements contained therein.

The Federal Securities Act and some state statutes pre-
scribe penalties and liabilities for careless and misleading
statements and omissions.

Promoters’ profits.—Successful promoters receive large
remuneration for their work. This remunesation is usually,
however, stock in the company which they are promoting;
go that if the business is not a success, their stock amounts
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to nothing unless they sell it at a good figure before it is
ascertained that the business will not pay. If, however,
their venture succeeds, they have a block of good, market-
able stock.

Many persons have complained that the large blocks of
stock usually given promoters are out of proportion to the
services rendered. In some cases this may be true; but
these promoters are paid not alone for their services but also
for the financial risks which they take. A promoter may
spend from his own pocket thousands of dollars in investigat-
ing a proposition, only to find eventually that it is unsound.
This expenditure, then, is a total loss to him. He cannot
insist upon cash for his services rather than stock, for that is
immediately construed as an evidence that he lacks confi-
dence in his proposition. Hence he accepts stock in full
payment for cash advanced and for services, and it may be
several years before he can dispose of the stock to advantage.

Status of the promoter.—The promoter occupies a rather
peculiar position in relation to his proposed company and
the prospective stockholders. He is not an agent of the
company, because it does not exist, yet most of his acts are
like those of an agent. He is legally considered to act in a
fiduciary capacity for the corporation he is about to form.
The acts and promises of the promoter prior to the com-
pany’s organization do not bind the corporation, although
the latter upon organization may adopt them. The pro-
moter’s relation of semi-trust with the company prohibits
him from making a secret profit. Profits are permissible if
they are made with the knowledge of the corporation. To
avoid an accusation of secret profits, the promoter must
make an actual, full and frank statement of the profits made
on any contract between himself and the corporation.
Actual means that mere intent not to conceal or refraining
from concealment is not sufficient disclosure of facts. Full
requires a specific statement of the amount of profits. A
statement, for example, that the promoter is making or ex-
pects to make a profit will not suffice. Frank requires that
the actual facts be given, not merely how or where they may
be obtained.

If a promoter is discovered to have violated his trust and
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to have made a secret profit at the expense of the company,
the latter may repudiate all dealings with him and rescind
the contract. It often happens, however, that the contract
is too valuable for the company to give up; in that case, the
company may affirm the contract and sue the promoter for
any damage resulting from the abuse of his fiduciary power.
Often the matter is compromised by the company’s affirming
the contract but taking over from the promoter his secret
profits.

After the company is properly organized and doing busi-
ness under the bona fide board of directors, the promoter is
no longer bound by his fiduciary relations with the company
and may deal with it just as may any outsider. Whatever
he does from this point on is usually called dealing with the
corporation at arm’s length.

Relations between promoters.—Several persons promot-
ing the same proposition are not ipso facto partners. They
may, of course, form a partnership for the purpose, but they
are not to be construed as partners simply because of the
fact that they are joint promoters of the same company.
This is very important in connection with liability for in-
debtedness or damages (See Chapter III on partnerships).

Promoters are not compelled to carry a proposition
through to completion but may give up the organization at
any time, provided they do not violate an agreement among
themselves. It is, in reality, the duty of every promoter to
give up immediately the promoting of any business that he
finds will be unprofitable. This abandonment, of course,

_will generally entail upon him considerable loss on account
of cash advanced to carry on preliminary stages of promo-
tion. Some unscrupulous promoters will therefore carry the
proposition along until they can unload it on someone at a
price which will enable them at least to break even.

Summary.—The prospective business man, then, if he
wishes to have a fair assurance of success, should have at
least some business education and experience and some spe-
cific knowledge of the field he expects to enter. Many who
do not have these qualifications attempt to compensate for
their lack of training by employing trained and experienced
managers, While it is sometimes possible to succeed by this
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method, hired brains rarely take the place of proper business
-knowledge on the part of the principal, and a business so
rconducted often fails before the owner has been able by as-
sociation and practice to develop sufficient ability to conduct
the business himself.

He must know the great importance of proper promotion,
especially the preliminary investigation. He must decide
whether he has the ability to do this promotion work or
whether he must trust it to another. In case he decides on
the latter course, he must know just what to expeet from the
relationship and must exercise the keenest judgment in se-
lecting his promoter.

He must know, also, which form of business organization,
as listed in Chapter III, is best suited to the needs of his
business, and he must select the most desirable one. The
next four chapters are devoted to a somewhat detailed de-
scription of these various forms of organization, showing
their several characteristics and their advantages and dis-
advantages.
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Questions for Study and Review

1. Would a more general knowledge of business principles and
methods tend to reduce the percentage of failures? How?

2. Explain the importance of choosing a business which will
fill an economic demand.

3. What is meant by the term promotion?
4. Name and explain the three steps in promotion.

5. Before advancing beyond the discovery step in promotion,
and especially before attempting to raise funds for a proposed
enterprise, of what should the promoter give unquestionable as-
surance?

6. Name and explain the three purposes for which initial funds
are raised by the promoter.

7. In how many ways can funds for an enterprise be raised?
What are they?

8. Discuss the importance of the promoter’s position.
9. Discuss methods of the remuneration of promoters.
10. Discuss in detail the topic “Secret Profits by Promoters.”

11. Are joint promoters of the same proposition partners?
Discuss.
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Problems

1. Mr. X, a young man twenty-six years of age, who has been
employed as a salesman in a retail furniture store for eight years,
ever since he was graduated from high school, has saved $3,000
and has just inherited $10,000. He does not like the furniture.
business and is anxious to open a retail book store. As an expert
business adviser, give him your opinion and advice, with reasons.

2. Mr. X (above) has started his retail book business as an in-
dividual proprietorship and has made a satisfactory profit for
three years. He convinces you that with increased capital to
enlarge his business he could do a great deal better. Advise him
in detail how he could raise funds, and give the reasons for and
against the methods suggested.

3. Mr. Crooks and Mr. Wright are promoters of a copper
mining proposition. Mr. Crooks sells a large block of the stock
to Mr. Marks, representing to him that the mine has a shaft sunk
to producing lode and is mining and shipping ore. This report
is not true in any respect. The company soon fails, and Mr.
Marks loses all the money he invested. Explain his rights and
chances of recovery.

4. Mr. Smart is promoting a land development company. He
sees an opportunity to buy at $10,000 a piece of property which he
knows his company wants. He buys it personally at this price
and resells it to the company at $12,000, making no statement as
to the cost price. The company later learns the facts of the trans-
action. What steps can it take to rectify the loss, and what do
you suggest as the most effective procedure in the matter?

5. Mr. Cash owned a large piece of land in the path of a sub-
urban development. He began the promotion and organization
of a development corporation to take over his property. At the
end of two years of promotional work, the corporation was com-
pletely organized and operating under its own board of directors.
Mr. Cash paid for his land $15,000; at the time he began the pro-
motion of the company it was worth $22,000, but when the com-
pany was fully organized it had increased in value to $25,000.
If Mr. Cash and his company had not agreed upon any price at
which the company could take over the property, what could Mr.
Cash legally charge the company for the property (a) if the
corporation took it over during the period of promotion; (b) if it
were not taken over till after the corporation was completely or-
ganized and doing business under its own board of directors?
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CHAPTER III

Choosing the Form of Business
Organization

Forms of business organization.—Probably the first busi-
ness was founded in some prehistoric time when one who had
fnore of something than he needed bartered it for some other

ticle he desired. Eventually certain articles desired by
everyone, and thus having general acceptability, were
adopted as a medium of exchange. Then those who had ac-
quired, or who had manufactured, articles in excess of their
own needs sold their products, taking some medium of ex-
change—usually gold, silver, or some baser metal—in return.
The step next taken was the acquisition of goods by those
possessed of funds, to be resold at a profit, and we have the
foundations of business as it exists today. The first type of
business organization was the individual proprietorship,
where one person owned his stock of trade or conducted his
crude manufacturing entirely for his own profit. The indi-
vidual proprietorship as a form of business organization is
the most common of all today; its simplicity recommends it
for the small business.

But as soon as men began to combine their abilities and
capital in various undertakings, other forms of business or-
ganization developed. Originally, some of the forms may
not have borne much resemblance to what they are today,
for the process was one of evolution with adaptations to our
ever-changing economic environment.

In this and succeedmg chapters, we shall study those
forms which are in use today. They are:

1. Individual proprietorship.
2. General partnership.
3. Limited partnership.
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4. Joint venture.

5. Joint-stock company.

6. Limited partnership association.
7. Massachusetts Trust.

8. Corporation.

The student may well wonder why it is necessary to have
so many forms of organization, but es we undertake the
study of each it will be seen that they represent merely a
desire on the part of business men to find a means of obtain-
ing for each participant the desired proportion of income,
risk, and control of the enterprise.

Factors in choosing a form of organization.—No form of
business organization yet devised is equally satisfactory for
all businesses. All have certain advantages and disadvan-
tages, though even this classification of their characteristics
is one that cannot be strictly accurate. A characteristic
that is a disadvantage from the standpoint of one business
may be a distinct advantage from the point of view of an-
other. When facing the problem of deciding what form is
best for a certain business, the size of the business is often
the determining factor, because that one point may narrow
the choice to two or three of the forms. However, in study-
ing the various types of business organization, a considera-
tion of the following questions with regard to the character-
istics of each will help in the decision as to whether it meets
the needs of the particular business:

1. Is the formation easy or difficult?

2. What is the feasibility of aggregating sufficient sums of
money for the purpose of the business?

3. How is the risk shared, and what is the liability of the’
owners?

4. In whom shall rest the authority and responsibility of
management?

5. What stability does this form offer?

6. Does it offer flexibility as to expansion, management,
and movement?

7. What is the legal status of this form as applied to my
business?

8. To what extent is it free from government control?
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Facility of formation.—Some forms of business organiza-
tion require no special effort to start, while others may in-
volve difficult and expensive legal proceedings occupying
considerable time. Some have to be most carefully con-
trived to be permitted to organize under the laws of the re-
spective states. The small business organizer will do well,
if possible, to avoid complicated forms and organize in as
simple and easy a manner as his type of business will per-
mit. Of course, the more difficult forms often possess fea-
tures or advantages necessary to the welfare of his business,
in which case the extra trouble and expense of organization
are justified.

Feasibility of aggregating capital.—Many thousands of
promising businesses have been wrecked because their or-
ganizers were unable to raise a few extra dollars of capital.
An organizer must make a liberally adequate estimate of
the amount of capital needed to make a success of his busi-
ness enterprise, and he must choose a form of organization
which will unquestionably make possible the raising of this
amount. If he himself has sufficient personal wealth, he
may start individually and independently; otherwise, he
may associate with himself other individuals who are able
and willing to put together sufficient funds for the purpose.
If, however, he anticipates a big business, needing very large
capital and probably increasing from time to time, he must
almost invariably choose a form of organization in which
ownership can be sold. in small units to large numbers of
investors.,

Sharing of risk.—The risk of loss which one may assume
through liability for the company’s debts in case of failure is
one of the most important considerations in entering into or
investing in a business. It is lar, ely upon the risk involv:

at an investor will base_ his s opinion as to the amoun% of re-
turn he will demand on his investment. 1In some forms of
business organization, the personal property of the owners
may be claimed by the company’s creditors, and, when this
is possible, the expected return must be high to warrant the
investment. Creditors are a.lways the potential owners of a
business; so the investor in any business must look beyond

or prosperity to possible insolvency and determine
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who, in that event, must share the loss and to what extent
the creditors can come back upon him or upon his individual
resources. ,

Before investing in a business in which he assumes consid-
erable risk, the investor will do well to see that the form of
organization is such as to give him considerable control.
The greater the risk involved, the greater is the control de-
sirable.

Authority in management.—In the various types of or-
ganization, authority is vested in different ways. In some
lines of business the personal element of the owner is highly
necessary; in others it is not. Where such owner person-
ality is needed in the conduct of the business, it can be ob-
tained by choosing a form like the individual proprietorship
or partnership; those forms in which managerial authority
%smtit}}ggg,tg“d,as in the corporation, absolutely eliminate this
eature.

Stability of organization.—It is highly important to the
investors and to all other persons with whom the business
has to deal that the business have stability and also a certain
degree of permanency; if its life is limited, it should be to
some definitely known period. Some forms of organization,
as we shall see later in this chapter, are subject to sudden
and unexpected dissolution for many reasons beyond the
control of the owners, while others have continuous and un-
interrupted existence.

The flexibility of expansion, management, and move-
ment.—It is desirable at the outset to provide a form of or-
ganization that will permit expected expansion of the busi-
ness without complete reorganization at some future date.
As the business grows, the problems of management will also
- increase, and there must be adequate provision for the neces-
sary delegation of authority. In the case of some businesses,
it is very important that the business be able to establish
branches or agencies for doing business in several places in
different states. For some forms this is easy; for others it is
beset with restrictions, legal provisions, and expenses. Itis,
well to make a study of this particular feature of each form
of organization before selecting one.

Legal status—Every form of business organization is
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governed by laws of some kind and there are many restric-
tions as to what certain forms may do. Those which are
formed under definite statutes must live up to the very letter
of the law. The laws relating to partnership are pretty well
crystallized in the uniform partnership law, but the laws of
corporations differ widely in practically every state. Re-
gardless of what one may know of business methods and
operation, he will do well to employ the services of a good
lawyer in establishing the legal status of his organization in
the jurisdiction in which he expects to organize.

Governmental control.—Beyond legislating as to what
shall constitute certain forms of organization, the various
states, as well as the national government, exercise consider-
able control and regulative power over the conduct of busi-
ness in general. Private enterprises enjoy far more freedom
with regard to this governmental regulation than do those
engaged in public service, but even certain forms of private
businesses are subject to close governmental regulation and
visitation. The corporation is more closely supervised than
any other form, while the individual proprietorship and
partnership are almost unmolested, This government,
regulation is intended to promote the economic welfare of
all, but frequently it becomes irksome to the company itself.
Very often if the organizers see beforehand that it will be too
much of a burden, they will seek to find, if possible, some
other form of organization upon which government supervi-
sion does not bear so heavily.

The individual proprietorship.—The simplest and oldest
form of business organization is the individual or, as it is
sometimes called, sole proprietorship. It is in a sense a
one-man organization, for the owner and proprietor is solely
responsible for all the activities and liabilities of the busi~
ness. In small businesses where the capital investment is
small, this form of organization is most practical. No for-
mality need accompany its formation. Every man has a
right to engage in any lawful business without special sanc-
tion or permission from the state. There are, to be true,
special police regulations—such as the obtaining of licenses,
building permits, and the like—which must be complied
with in certain businesseyxd in some localities; but these
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regulations, which usually have in mind the protection of the
public health and safety, are restrictions upon the business
itself and not upon the right of an individual to engage in
that business.

The individual proprietorship is popular today in spite of
the concentration of so much of our economic activity in
large business units. It is entirely flexible as to manage-

‘ment: the owner may discontinue one form of activity and
take on another at will, and he may engage in a dozen side
lines totally unconnected with his main business, should he
so desire. It is flexible as to movement: the Federal Consti-
tution (Art. IV, Sec. 2) guarantees the right of an individual
to carry on his business in any state with all the freedom of a
citizen of that state. The fact that all profits are to go into
the proprietor’s own pocket is an mcentlve to industry and
close application to the business.

The personal nature of the individual propnetorshxp has
other advantages. The reputation of the owner for honesty
and integrity is the reputation of the business itself. In
some businesses, people like to deal directly with the proprie-
tor. This is splendidly illustrated by the ability of some
independent stores to withstand the competition of the large
chain stores, even though the chain offers lower prices.

In some businesses it is important that trade secrets be
maintained. The close contact of the sole proprietor with
his employees and his close supervision of his business affairs
help in keeping the affairs of the business secret from com-
petitors. There are no stockholders to whom statements of
income profit and loss must be submitted, and no submission
of reports to governmental bureaus, where they become mat-
ters of public record, is necessary. There are no special
taxes upon the individual proprietorship as an organization.
There are no organization taxes to be paid, no matter how
much capital is put into the organization at the beginning.
The owner is, of course, as an individual, responsible for
property and income taxes, but there are no Federal taxes
upon the business as an organization.!

’New York has an Unincorporated Business Tax which is in the nature
of an income tax and applies to individual proprietorships, general and

limited partnerships.
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The individual proprietorship is, however, strictly limited
in the amount of outgide capital which can be brought into
the business. While real estate and chattels owned may be®
mortgaged, the general credit of the business is limited to the
personal resources of the proprietor and funds cannot be bor-
rowed for long periods of time. This is due to the obvious
lack of stability or continuity of the business as an organiza-
tion. The business, as such, ends with the death, insanity,
or bankruptey of the owner. Even though the activities be
carried on by a successor, it is now a different business and
the personal credit of the new owner is the credit of the new
organization. This inability to obtain large amounts of cap-
ital usually prevents the growth of the business to a large
size. Expansion is largely dependent upon the reinvest-
ment of earnings by the proprietor.

A further limitation upon the expansion of the business is
the inability of one man to supervise the detailed operations
of a large business. True, the owner may delegate his au-
thority to employees, but it must be remembered that he
alone is responsible for any debts of, or claims arising against,
his business. Hence, for his own protection, he is compelled
to maintain a careful watch over all its activities. As the
business grows in size, it is necessary to delegate more and
more authority to others and, as a result, it is difficult for him
to keep close control.

Chief advantages of the individual proprietorship are:

1. Ease of formation.

2. Simplicity and flexibility of control and movement.

3. Presence of the personal element; a strong incentive to
industry.

4. Secrecy.

5. Freedom from organization and franchise taxes.

6. Freedom from governmental control.

Its disadvantages are:

1. Difficulty in raising very large sums of capital for ex-
pansion.

2. Unlimited liability of the proprietor for all debts of the
business.
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3. Lack of stability or permanence.
4. Limitations upon the extent to which its powers can be
delegated, preventing great expansion.

The general partnership.—A partnership is an association

of two or more persons to carry on as co6wners a business for
profit (Uniform Partnership Act, Part II, Sec. 6). It is
reasonable to assume that the development of the simple
general partnership followed quite close upon the beginnings
of business enterprise. The need for the help of another,
‘either in skill or capital, led to the formation of a general
partnership where the ownership and participation in the
business are enjoyed not only by one but by more than one
person.

Simple as this form of organization may seem, the rela-
tionship between members of a partnership and the dealings
of such firms with one another have been subject to much
litigation. The laws affecting the general partnership have
developed through such litigation, and the practices fol-
lowed by organizations of this type have grown through
more than three centuries and have recently been codified in
the Uniform Partnership Law, which was adopted in New
York State October 1, 1919 (See N. Y. Laws 1919, Chap.
408). At the present writing, the Uniform Partnership Law
has been adopted in whole or in part by eighteen states.

Contractual nature of the general partnership.—The
partnership does not require a special charter or franchise
from the state but is formed by a simple contract between
two or more persons. Such contracts may be oral, if they
can be performed within a year, or in writing. While the
Uniform Partnership Law states that “persons who are not
partners as to each other are not partners as to third per-
sons,” the absence of any written contract or evidence of an
oral one does not necessarily mean that a partnership does
not legally exist. The existence of the partnership relation
may be implied in law from the acts of the persons involved.
The law states that the “receipt by a person of a share of the
profits of a business is prima facie evidence that he is a part-
ner” unless such profits are received as installments on a
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debt, wages, rent, interest on a loan, or as a consideration for
the sale of the goodwill of a business,

As s general rule, something more than mere sharing of
profits is required as evidence of intent to form a partner-
ship. The existence of a partnership will be implied in law
where there is (1) a joint interest in a business (as distin-
guished from any other activity, for example, a philan-
thropy); (2) a common investment; (3) a sharing of the
profits as such; (4) a control of the business on the part of
each.

There is also a situation where, even though no actual
partnership exists, a person may be held liable as a partner
by third parties. In the words of the Uniform Partnership
Act (Sec. 16), “when a person by words spoken or written or
by conduct, represents himself, or consents to another repre-
senting him to anyone, as a partner in an existing partner-
ship or with one or more persons not actual partners, he is
liable to any such person to whom such representation has
been made, who has, on the faith of such representation, ex-
tended credit to the actual or apparent partnership, and if he
has made such representation or consented to its being made
in a public manner he is liable to such person, whether the
representation has or has not been made or communicated to
such person as giving credit by or with the knowledge of the
apparent partner making the representation or consenting to
its being made.” This is called partnership by estoppel in
legal terminology; it means that having led third parties to
believe that he is a partner to their injury, the person making
the representation may not later deny liability on the ground
that he is not a partner.

Legal status of the partnership.—It has been noted that
the formation of a partnership does not rest upon any special
grant of authority from the state, but upon the common-law
right of one individual to contract with another. The part-
nership firm is not an entity: partners may not sue the firm,
but of course may sue one another as a remedy for breach of
the partnership contract. .

Real estate owned by the partnership may be held in the
firm name, in the names of all the partners, or in the name of
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one partner, who in such case holds it in trust for the firm.
The equitable interest in real estate held in the firm name
may be conveyed by a deed s1gned by one of the partners in
his own name, if such an act is done in carrying on the busi-
ness of the partnershlp (See Uniform Partnership Act, Sec.
10; or N. Y. Laws 1919, Chap. 408, Sec. 21, for full details
with regard to the conveyance of partnership realty).

A suit brought against a partnership must be brought in
the names of all of the partners and not in the firm name.

Taxation of general partnership.—The partnership does
not have to pay an organization or franchise tax. It is liable
for property taxes upon property held in the firm name,
Partnerships as such do not pay federal income tax, but the
partners are individually liable for the taxes on the distribu-
tive shares of the profits for the taxable year or upon the
profits during the accounting period ending within the tax-
able year. Nevertheless, the partnership is required to file &
return showing its gross income and allowable deductions,
the names and addresses of the partners entitled to a distrib-
utive share of the net income, and the amount of each share.?

Authority of each partner.—Each partner is an agent for
the partnership for the purpose of its business and may bind
the partnership firm by any act which is apparently for the
carrying on in the usual way of the business of the partner-
ship. This does not prevent agreement among the partners
themselves which may limit the authority of any one of the
partners. Such limitations, however, are not binding upon
outside parties in dealings with a partner unless the party
has knowledge of such a limitation. Should the act be one
not apparently within the scope of the partnership business,
the firm is not bound by the partner’s acts; and, unless the
business has been abandoned by the other partners, no part-
ner without the consent of the other partners has the au-
thority to:

1. Assign partnership property in trust for creditors.
2. Dispose of the goodwill of the business.
3. Sell at one time all the partnership property.

18ee footnote No. 1 page
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4. Do any act which would prevent the carrying on of the
usual business of the partnership.

5. Confess a judgment.

6. Submit a partnership claim to arbitration.

The filing of general partnership agreements in some office
of public records is not sufficient notice to outsiders of the
terms of the agreement. There is no statutory requirement
that such agreements be filed; hence, there is no obligation
on the part of anyone to look for them. Common prudence
ought to dictate that when a partner attempts to do some-
thing in the firm name which is unusual, the person dealing
with him should question his authority.

As between the partners, any breach of the partnership
agreement limiting the powers of a partner may be treated
by the other partners as an act of bad faith which might
justify proceeding in a court of equity for an accounting and
dissolution or as a breach of contract, giving rise to damages
which could be sued for at law.

Liabilities of the partners.—The liability of the members
of the partnership is joint, but in effect the partners are
jointly and severally liable for the debts of the firm. This
means that the liability of each partner is unlimited. A
creditor of the firm, having obtained a judgment against it
which cannot be satisfied because of the lack of partnership
assets, may execute the judgment against the personal assets
of all the partners or against the personal assets of any one of
them. In a bankruptey or dissolution proceeding, the assets
of the partnership firm are first used to pay creditors; then,
if there is still an amount owing, it is settled out of the part-
ners’ personal estates. As long as each partner has suffi-
cient personal assets to take care of his own share, effect will
be given by the court to any partnership agreement as to the
method of sharing losses; but should the personal assets of
one fail to be sufficient for his rightful share, the other part-
ner’s personal assets may be called upon to make up the
deficiency. However, in a bankruptey or dissolution pro-
ceeding, personal creditors of the partners will be paid out of
the personal assets before the firm creditors may exercise
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their clailp against such assets. The rule may be simply
stated thu a bankruptcy proceeding, firm creditors have
the %ﬁt cl against firm assets, and personal creditors
havethe first d.a.;m against the individual partner’s personal

a,,‘assets e

In any case where a partner is called upon to pay more
than his share of s, he will be given a right of contribu-
tion against the other partners, and he can compel them to
contrjbute their just share.

It should be emphasized that in the absence of agreement
and without regard to the capital contribution of the various
partners, profits and losses are shared equally. A partner
who makes no capital contribution at all, perhaps giving
only his name or services, will receive, unless otherwise
agreed, a share of the profits, or he must bear a share of the
losses, in as great a proportion as a partner who has con-
tributed the larger part of the capital.

Dissolution of a partnership.—A general partnership may
be dissolved in any one of the following ways:

1. Contract.
a. Lapse of agreed period.
b. By mutual agreement to dissolve.
2. Bankruptey of a partner.
3. Bankruptcy of the partnership.
4. Withdrawal of a partner where no fixed term has been
agreed upon.
5. Death of a partner.
6. War between nations of which partners are citizens.
7. Court decree in cases of :
a. Misconduct which prejudicially affects the carrying
on of the business.
b. Insanity.
c. Breach of the partnership agreement.
d. Partners’ inability to carry on the business except at
a loss.
e. Court’s finding dissolution necessary and equitable.

The withdrawal of a partner and the conveyance of his
interest in the partnership does not of itself dissolve the
partnership where the partnership is for a definite term. All
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that the purchaser obtains is @iight to the ehare of the
profits distributable according to the partnership agree-
ment.®

In the dissolution of a partnership, the order of the pay-
ment of claims against the partnership a,ssgts is as follows:

1. Those owing to creditors other than partners.

2. Those owing to partners other than for capital and
profits.

3. Those owing to partners in respect of capital.

4. Those owing to partners in respect of profit.

Delectus personarum.—The contract of partnership is a
personal one, and the right to participate in the control and
management of it cannot be assigned by one partner without
the consent of all. Upon the conveyance by one partner of
his partnership interest, the only right received by the pur-
chaser or assignee is the right to profits discussed in the pre-
ceding paragraph. He may not interfere in the administra-
tion of the partnership business affairs during the continu-
ance of the partnership, nor may he inspect the partnership
books. Should he believe himself unfairly treated, he must
have recourse to a court of equity where he may ask that a
receiver be appointed and an accounting made. It is, of
course, up to the court in the light of all the facts, to decide
whether such a course would be equitable. Even should a
partner die and the remaining partners decide to continue
the business, the heir of the deceased partner may not of
right demand admittance to the partnership.

General characteristics of the partnership.—The partner-
ship form of organization offers better opportunity for ag-
gregating capital than does the individual proprietorship, for
additional capital can be obtained through the contributions
of members of the firm. Then, too, there is the additional
credit gained through the combined personal credit of the

% Where dissolution is caused in contravention of the partnershxp agree-
ment, the other partners are entitled to damages and may continue the
business in the same name by putting up a bond to secure payment of the
withdrawing partner’s interest, or may pay him the value of his interest
less damages and goodwill. Theretmngpn.rtnermustbemdemmﬁed
mmst future partnership liabilities. [See Uniform Partnership Act, Sec
tion 38, par. (2)1
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several partners. From the point of view of the creditor,
the unlimited liability of the partners lends an element of
strength to this form of organization. However, this same
feature deters many from investing as partners in the enter-
prise.

Against the possibility of aggregating greater sums of cap-
ital through the admission of new partners, there is the un-
wieldiness of an organization consisting of many members.
The constant likelihood of dissension and disagreement

;y among a great number of persons where each has the same

\ authority in the management of the concern is a decided det~
riment to the obtaining of large sums of money in this
manner.

The lack of stability due to the ease of dissolution of a
partnership prevents borrowing for long terms on the gen-
eral credit of the business.

In businesses where it is desired to be free from statutory
limitations and government control, the partnership has a
decided advantage. This has led to the adoption of the
partnership organization in preference to that of the cor-
poration in the case of the New York Stock Exchange and
other exchanges throughout the country. The partnership
is free to engage in any business it wishes to, and there is no
obligation to make reports to thé state or disclose the part-
nership affairs to anyone. Since the partnership, as such, is
not distinct from the individuals who compose it, there are
no restrictions upon its conducting its business freely in any
state of the Union without the express permission of that
state.

The partnership agreement.—There are so many ques-
tions that may arise after the formation of a partnership that
an agreement should be drawn in writing at the outset.
‘While no two agreements will be alike in all particulars, the
following points ought to be covered!:

1. Nature of business—The scope of the business and
the relation of each partner to the business should be clearly

* Montgomery, R. H., Financial Handbook, 1027 edition, pp. 716-718
(Ronald Press Co., New York, 1927).
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stated; also, whether a partner is permitted to engage in out-
side transactions, and whether or not each partner is required
to devote all of his time to the business.

2. Capital.—Specify the amount to be contributed by
each partner, and how it is to be paid. If partners agree to
contribute equally, the agreement should state whether cash
or its equivalent is to be paid in and the penalty, if any, for
the failure of one partner to contribute as much as another.

3. Changes in capital.—If undrawn profits automatically
increase and losses decrease the capital accounts of the part-
ners, the agreement should cover the point fully, since the
interests of the partners in capital and profits may not be the
same.

4, Interest on capital.—Unless provided for in the agree-
ment, capital contributions do not bear interest. If interest
is to be allowed, the rate should be fixed.

5. Withdrawals—Since this is frequently a matter of dis-
pute, explicit provision should be made to cover the manner
and extent of withdrawals and the penalty for overdrafts.

6. Undrawn profits—If profits are allowed to accumu-
late, the agreement should state whether such amounts are
to be treated as loans or additional capital. This provision
is important, since the agreement may provide (See below)
that profits are to be apportioned on the basis of capital
contributed.

7. Interest on loans or withdrawals.—If it is desired that
interest should be allowed on loans, or charged on withdraw-
als, the agreement should be so stated and the rate specified.

8. Distribution of profits or losses—The method of ap-
portioning profits or losses should be stated and each part-
ner’s percentage specified, also any contingency which may
affect the share of any one should be included.

9. Approval of accounts.—There should be some agree-
ment as to the approval of the individual partner’s accounts
in respect to withdrawals as well as in respect to the income
and capital accounts.

10. Salaries of partners—If any partner is to receive a
stated salary, the amount, also, should be specified, when it
is to be credited, whether or not interest is to be allowed
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thereon if undrawn, and whether the amount is to be charged
as an expense of the business before the profit or loss is
ascertained.

11. Dissolution.—The procedure should be stated in re-
gard to the death or withdrawal of a partner: whether the
books shall be balanced at once or allowed to run on to the
end of the month or other period; whether, in case of disso-
lution, the partners are to share losses in the same proportion
as each one’s capital bears to the entire capital.

12. Special causes for dissolution.—If the partnership can
be dissolved for any reason other than death, such as disabil-
ity or intemperance, complete details should be stated.

13. Settlement after dissolution.—It is important not only
to arrange the method of determining each partner’s share
upon dissolution, but it is equally important to fix the details
of payment. The most equitable way is to provide for full
payment within a fixed period, or to pay a certain proportion
annually or semi-annually. The rate of interest on balance
should be stated.

14. System of accounts—To obviate subsequent differ-
ences of opinion as to the system of accounts, the agreement
should specify the type of accounts to be kept, that they be
balanced regularly and that they be audited annually or
oftener by a professional accountant. It is desirable that
the method of selecting the auditor be stated.

15. Disputes about accounts—An arbitration clause
should be inserted to the effect that if any dispute arises in-
volving the accounts, it is to be submitted for settlement to
a certified public accountant to be mutually agreed upon.
Since disputes occur with respect to other matters as well as
to the accounts, in such cases the reference should be made to
a certified public accountant and a lawyer, with power lodged
in them to select a third party in case of disagreement.

16. Firm insurance—If life insurance for the benefit of
the firm is to be carried on the life of one or more partners,
there should be stated how the premiums are to be paid and
the disposition of the proceeds if collected. Also, it is well to
state the dxsposmon in case the pu'tnershxp is dissolved
while the policy is in force.

17. Goodunll.—If withdrawing partners or representa.twes



Choosing the Form of Business Organization 45

of deceased partners are entitled to goodwill, based on profits
or otherwise, the method of calculation should be stated in
detail. For instance, if salaries of partners are treated as
business expenses in determining annual distributions, it
must be stated whether or not such salaries are to be likewise
treated if goodwill is based on average net profits. Salaries
of partners and interest on partners’ capital are in reality di-
visions of profit—not expenses—and it requires a clear and
affirmative agreement to deal with them as expenses.
Where no agreement exists as to how the profits are to be
divided, the law gives each partner an equal share in the
profits and assumes that the losses will be borne equally by
each partner.

The advantages of a partnership are as follows:

1. It is easy and inexpensive to organize.

2. The unlimited liability of partners makes it reliable.

3. The direct gain to its members is an incentive to close
attention to business.

4. The personal element in the characters of the partners
is retained.

5. It is generally free from governmental control.

6. It is free from organization taxes.

The disadvantages of a partnership are:

1. It has the danger and lack of stability that come from
liability of dissolution.

2. 1t has divided authority.

3. It has instability, due to the need for constantly har-
monious action.

4. Personal liability for firm debts deters many from in-
vesting capital in it.

5. Its borrowing power is usually limited.
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Questions for Study and Review
1. State eight factors which should be considered in choosing
a suitable form of business organization.
2. What are the advantages and disadvantages of the individ-
ual proprietorship as a form of business organization?

3. What conditions must be present if a general partnership
is to be implied in law?
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4, What is the authority of a general partner in the conduct
of the firm’s business?

5. State six limitations upon the authority of general partners
to act for the firm.

6. To what extent are partners liable for the firm’s debts?

7. State seven ways in which a general partnership may be
dissolved.

8. What is meant by delectus personarum in connection
with a partnership contract?

9. State at least ten points that ought to be covered in a
partnership form of agreement.

10. Summarize the advantages and disadvantages of a part-
nership form of organization.

Problems

1. A partnership with ten partners finds it desirable to attempt
to curtail the general agency powers of the various partners, to
assign certain duties and powers to each one, and to limit the
power and authority of each one to the duties assigned him. How
and to what extent can this be done?

2. Mr. Adams and Mr. Bryan were partners in a retail busi-
ness. Mr. Bryan sold out his interest in the partnership to Mr.
Williams. Explain in detail the situation which this brings about,
showing the rights of all parties.

3. Mr. Baldwin and Mr. Hendricks organized a partnership
with a written agreement that they were to remain in business
as partners for ten years. Mr. Baldwin withdrew at the end of
five years. What situation does this bring about, and what, if
anything, can Mr. Hendricks do?

4. Anderson, Bagley & Caldwell is the firm name of a part-
nership having three partners with the names mentioned. At
the start Mr. Anderson invested in the business $60,000 in cash;
Mr. Bagley, $30,000 in cash and property worth $10,000; Mr.
Caldwell invested property worth $20,000. There is nothing in
the contract of partnership as to the method of dividing profits.
The business started out very well, and during the seventh
month Mr. Anderson needed some cash and drew from the com-
pany $10,000 as an advance against expected profit; in the
eighth month Mr. Bagley similarly took out $6,000; and in the
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tenth month Mr. Caldwell in like manner took out $5,000. Now,
at the end of the first year, the firm has, after allowing for cash
already drawn by the partners, the sum of $9,000 as profits to
be divided. What will each partner be entitled to out of this
sum?

5. Suppose that the partnership agreement in the above prob-
lem provided that the three partners should participate in the
profits in proportion to their respective investments in the busi-
ness. What would then be the amount due to each partner at
the end of the year?

6. Messrs. Archer, Barclay, and Carpenter engage in busi-
ness as the Acme Shoe Company, a partnership. The company
starts out with a capital of $360,000, the partners investing,
respectively, $180,000, $110,000, and $70,000. During the third
month it is found that the business needs additional funds to
meet unforeseen expenses, and Mr. Barclay lends the firm
$60,000. Before the end of the year, the partners see that they
cannot make a success of the business and the firm is dissolved.
At dissolution, it owes outside creditors $190,000, and the pro-
ceeds from the sale of all of its assets amount to $400,000. How
shall these proceeds be divided among all interested parties?

7. The partnership of Anderson, Buckman & Cole was started
with a capital of $200,000, which was contributed in equal shares
by the three partners. The business has not been prosperous,
and the partners believe it would be better to dissolve and take
their present losses than to try to continue the business and
thereby probably increase their losses. You are called in as an
impartial business adviser, In their statement to you, they say
that their business will bring at forced sale the full value of
capital invested; namely, $200,000, but that they owe the firm’s
creditors the sum of $290,000. Outside of the business, the three
men own in cash and salable property, free of all exemptions,
respectively, $80,000, $60,000, and $40,000; but Mr. Anderson
has personal debts of $30,000, Mr. Buckman, of $20,000, and Mr.
Cole, of $12,000. Give them your estimate as to just how their
finances will stand if they dissolve at once and have a receiver
appointed.



CHAPTER IV

Choosing the Form of Business
Organization (Continued)

Limited Partnership, Joint Venture, Joint-Stock
Company, Massachusetts Trust

The limited partnership.—The limited partnership is a
form of business organization having any number of general
partners who manage the business and have all of the rights
and liabilities set forth in the preceding chapter, and having
also one or more limited or special partners with rights and
liabilities quite different from those of the general partners.
A limited partnership cannot be formed by an ordinary
agreement but only by one drawn in accordance with strict
statutory requirements.

The chief characteristics of limited or special partners
which differentiate them from the general partners are as
follows:

1. Their liability for the firm debts is limited to the
amount invested or agreed upon by them to be invested in
the business.

2. Their withdrawal from the organization is prohibited.

8. They have absolutely no voice in the management or
control of the business.

4. They must be bona fide part owners of the business and
not merely lenders of money; as such they are entitled to
share in the profits of the business but not to receive interest.

If the names of the limited partners are used or displayed
in any manner in connection with the business, it must be
made plain and clear, beyond reasonable possibility of mis-
‘oonception, that these members are connected with the firm

49
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in a limited capacity ; otherwise, they will be liable as general
partners for the satisfaction of the debts of the firm. The
business may be adjudged a general partnership and all the
members general partners if the limited partners overstep
their legal restrictions in any manner, or if the stipulations of
the state statutes are departed from in the slightest degree.

Although the limited partner who interferes in the man-
agement of the partnership in any way may be held liable as
a general partner, it must not be inferred that he may not be
employed by the partnership or transact partnership busi-
ness. However, any participation which he may take in the
partnership must be clearly subject to the direction and con-
trol of a general partner. Further, a limited partner may
lend money to the partnership and may lend his name as
security for the partnership on the partnership’s negotiable
paper as long as the statutes as to non-interference in the
management of the concern are complied with.

A limited partnership formed in one state has no legal
standing as such in any other state; it has simply that of a
general partnership. The only way to give limited partners
full protection is to organize the business as a limited part-
nership within, and under the laws of, each separate state in
which the firm is to do business.

This form often enables owners to obtain capital invest-
ment from men of wealth who would not consider entering a
general partnership with the unlimited personal liabilities
for firm debts which are attached to it.

In case of suit the firm sues and is sued in the names of the
general partners.

The joint venture.—A temporary association of individu-
als or firms for the purpose of carrying through some particu-
lar business transaction or deal (this association ceases upon
the successful termination of, or upon the failure of, its pur-
pose) is known as a joint venture, or sometimes as a joint
adventure. It is formed by a simple contract agreement as
is the general partnership; and, as in the partnership, each
participant assumes unlimited liability for the debts of the
concern. This form lacks stability because of the danger of
dissolution, but not to such a great extent as does the general
partnership. With the following exceptions a joint venture
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may be dissolved through the same contingencies as the
partnership:

1. A member cannot withdraw without the consent of all
the other members; but if he does withdraw with such con-
sent, his withdrawal does not dissolve the organization.

2. The bankruptey of a member does not necessarily dis-
solve the organization, though it may do so. Such action
depends upon the nature of the venture and the duties and
importance of the bankrupt member.

3. Its continuance is not affected by the death of a mem-
ber; his personal representative may take his place.

4. War between nations represented in the nationalities of
the members would not dissolve the concern if it could be
shown that intercourse with an alien enemy was not essential
to the enterprise.

The title to the property of the organization is usually
vested in one member known as the manager. Unlike his
power in the partnership, a member in the joint venture can-
not bind the other members of the association by his acts,
although the manager is, by the contract agreement, usually
given practically unlimited powers to act for the other
members.

One of the principal differences between the joint venture
and the partnership is that in the former one member may
sue the other members at law for his share of the profits.
This is not permitted in the partnership. Suits are brought
and sustained in the names of the members; but if one mem-
ber has conducted the business in his own name, he may sue
and be sued in his name.

More details of this form of organization will be studied
when the subject of security underwriting syndicates is taken
up, as such syndicates constitute a special form of the joint
venture.

The joint-stock company.—This form of business organi-
zation may be defined as a voluntary association of indi-
viduals, without a charter from the state, but having capital
divided into transferable shares, the ownership of one or
more of which is a condition of membership.

Joint-stock companies are much more numerous in Eng-
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land than in the United States; their place here is largely
occupied by the corporation. They originated in England
about 1660, at the time when large companies engaged as
trading associations, such as the East India Company, the
South Sea Company, and others, were operating under a
very loose type of organization. They were made up of
many agents, each of whom was entitled to a share of the
profits in varying proportions. It was very difficult to de-
termine just what share of the profits each agent was to re-
ceive, and there was always difficulty in making a satisfac-
tory accounting upon the death or withdrawal of one of the
agents. Difficulty was also encountered in formulating a
general policy for the conduct and management of the asso-
ciation, owing to the fact that there was no governing body
which could act with complete authority for the whole or-
ganization. A plan was eventually worked out whereby the
assets of the association could be appraised and transferable
shares of ownership, represented by certificates, issued to
each member in proportion to his investment. These cer-
tificates were evidence that the holder owned a certain part
of the assets of the company and was, therefore, entitled to
his proportionate part of the profits. In order to make for a
practical centralized control, each shareholder was given a
vote in choosing a board of managers or directors who had
authority to act for all of the members.

Formation of the joint-stock company.—A contract or
certificate of agreement among the parties to the organiza-
tion, setting forth the necessary relations between them and
the company, is all that is necessary to organize a joint-stock
company. The formation is as free from statutory limita-
tions and requirements as is that of the general partnership,
and in most states no filing or recording of the contract or
certificate is required. New York State, however, does re-
quire that there be filed with the Secretary of State and with
the clerk of the county in which the organization is formed, a
certificate setting forth its name, place of business, date of
organization, number of original shareholders, and names
and addresses of the officers. Persons who later purchase
shares of the company thereby become parties to the con-
tract of organization and members of the company.
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\/ﬁasibility of raising large capital.—Inasmuch as the
ownership of the joint stock is divisible into a large number
of shares, it can be offered for sale in a wide market, with the
consequent possibility of finding many investors whose ag-
gregate contributions will build up a large capital. This
form also has (as will be shown later) considerable stability
through its continuous life, and is, therefore, able to borrow
funds for long terms; this privilege greatly adds to its ca-
pacity for raising large capital.

. Liability of members.—In so far as liability is concerned
the joint-stock company can practically be rated as a type
of partnership. Since there are no statutes relieving any
members from liability, as there are in the case of the lim-
ited partnership, every member or shareholder has un-
limited joint and several liability for all the debts of the firm
contracted during the time he is or was a shareholder.

Many stock companies seek to exempt their members
from this liability and to limit their risk to the amount of
their investment, as is the case generally in the corporation
(See Chapter V), by placing in the articles of agreement
a clause providing that the board of managers shall not be
empowered to bind shareholders personally and that in
every contract of the company the board of managers shall
make reference to this agreement, thus warning the other
party to the contract that neither managers nor share-
holders shall be liable for any debt incurred through the
contract, but that the creditor can look only to the funds
and property of the company for his payment.! Such a claim
of immunity, however, does not affect an outside party in
any way and adds no protection whatever to the members
unless the provision is brought to the actual notice of the
outside party in question. If it can be shown that the out-
side party did have the proper knowledge of the agreement,
he will, in most jurisdictions, be considered as having be-
come & party to it through his contract with the association,
thus giving the shareholders the protection desired. In some
jurisdictions, however, notably the State of New York, there
are conflicting rulings, and the exact amount of protection

*8ee articles of Pierce Fordyce Qil Association in C. W. Gerstenberg's
Materials of Corporation Finance, p. 6.
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afforded by such a clause in the joint-stock company agree-
ment is uncertain, often depending upon many contingent
circumstances involved in the special case in question.

uthority in stock company management.—The owner-
ship in a joint-stock company is usually divided among a
very large number of shareholders, making it impracticable
for all to take a direct hand in the management. The arti-
cles of agreement, therefore, customarily provide for the
election, by the votes of the shareholders, of a board of man-
agers or directors. This board of managers has entire charge
of the management of the business and appoints the neces-
sary officers, such as president, vice-president, secretary,
treasurer, and others, to conduct the operation. The dis-
tribution of profits in the form of dividends on the shares is
within the province of the board of managers. By-laws
adopted by the shareholders provide for the management of
internal details and routine of the company.

he joint-stock company has stability.—The joint-stock
company enjoys greater stability than any of the other forms
of organization thus far discussed. Its duration is unaf-
fected by the transfer of shares of ownership, by the bank-
ruptey of a member, by the death of a member, or by war.
There is no delectus personae, and a person buying shares
from a retiring member, or inheriting them from a deceased
member, assumes immediately the full rights and privileges
of his predecessor. Thus, while the personnel of the mem-
bership may be constantly changing, the organization, as
such, has continuous life. It must be noted, however, that
continuous does not mean perpetual.

These organizations may be ended by:

1. Lapse of the agreed period under the articles of asso-
ciation.

2. Insolvency proceedings (the organization may be ad-
judged bankrupt and so may be discharged).

3. Decree of court, if a good reason may be shown.

4. Ownership of all the shares by the same person.

When these few logical and reasonable causes of dissolu-
tion are compared with the many unavoidable and unfore-
seeable ones affecting the partnership, it is easy to make a
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choice between the two forms if stability is the principal
feature desired.

Flexibility.—The joint-stock company, having a board
Bf/ma.nagers authorized to conduct the business and to ap-
point or employ a full staff of officers and operators, is sus-
ceptible of great flexibility in both expansion and manage-
ment.

As to movement, going into various states to do business,

the joint-stock company is generally given the status of the
general partnership, resting upon the constitutional rights
of its individual members (U. S. Constitution, Art. IV, Sec.
2), and may do business in any state, except under such
restrictions as may be imposed by the state upon its own
joint-stock companies, without going through any legal
process. (In New York, e.g., an outside stock company
must file the same certificate of information as is required
of a stock company formed within the state.)
~Legal status.—Legally, the members of the joint-stock
company are not agents for the firm. As in the case of
partners, they cannot sue the company but must go into
equity for an accounting. Under the statutes of most states
the joint-stock company sues or is sued under the firm
name, just as though it were a single entity (like a corpora-
tion); in the gbsence of statutory provision, however, the
names of the members must be used, as they are in the part-
nership. The law of New York provides that if the stock
company contains more than six members it can be sued in
the name of the president or treasurer.
\{Gﬁvernment control.—The joint-stock company is gen-
efally free from government control. The Federal Govern-
ment taxes it very much as it does a corporation, and the
State of New York requires an annual franchise tax. These
governmental requirements are, however, so small in com-
parison with those applied to corporations as to be rela-
tively negligible.

.~Advantages and disadvantages.—The advantages of the
joint-stock company form of organization are many and in
point of number, at least, overbalance the disadvantages.
If an absolute limitation of liability of the members could
be brought about, this form would be preferred to that of
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the corporation by a great number of concerns now using
the latter form. The most important points of comparison
may be tabulated as follows:

Advantages of the joint-stock company:

1. It is easy and inexpensive to organize.

2. It makes possible the raising of a fairly large amount
of capital by the sale of stock and by borrowing on long-
term credit.

3. The unlimited liability of members (when it is not
avoided) adds financial strength to the company.

4. The centralization of control in a board of managers
avoids danger of lack of harmony among the agents.

5. The organization possesses considerable stability; it
has continuous life.

6. It has flexibility as to expansion, management, and
movement.

7. It is not legally complicated.

8. It is practically free from government control.

Disadvantages of the joint-stock company:

1. The unlimited liability of the members cannot uni-
versally be avoided; hence, the uncertainty deters some
prospective investors.

2. The valuable personal element of the individual pro-
vpnetorshlp, present also to some extent in the partnership,
is lacking.

Limited partnership association.——This peculiar hybrid
between the partnership and the corporation is provided for
by the statutes of only four states, Pennsylvania, Michigan,
New Jersey, and Ohio. As it is of practically no use outside
of its state of origin, it will not be encountered often in gen-
eral business. It is created, like a corporation, by filing a
certificate of association with the state, and by paying an or-
ganization tax and is usually responsible for other state taxes
on the same basis as a corporation. Its ownership is divided
into shares, represented by stock, and the stockholders elect
directors to manage the business. It differs from the joint-
stock company and the corporation in this way: Upon the
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transfer of any of its shares by an owner, the purchaser must
be elected to membership in the association before he has
any rights. He may demand election to membership, and if
this is not granted, he may compel the association to pay him
the value of his shares as agreed upon or as determined by
appraisers appointed by the court. The transfer of shares
does not, however, affect the life of the association. The
laws of both Pennsylvania and Michigan governing these
associations provide that every contract involving more than
$500 must be signed by two of the directors; and unless it is
so signed, the association is exempt from liability on it.

In the state of its organization the members of a limited
partnership association are not personally liable for the
association’s debts. The members will, however, be held
liable unless the organization strictly complies with all the
terms of the statute authorizing the organization. Outside
the state of their organization, courts are inclined to treat
these associations as general partnerships. This form of
organization, therefore, is suited only to a business conducted
entirely within the state of its organization. Except for the
smaller initial expense of organizing, it has little, if any,
advantage over the corporation.

The Massachusetts Trust.—Massachusetts Trust is the
name given to the comparatively recently devised form of
business organization which operates by placing the title to
its property and the obligation to operate and manage the
same in the hands of a board of trustees, thus creating what
is legally known as a trust. It does not necessarily have any
relation to the State of Massachusetts, but has been given
this name because Massachusetts is the state where the
idea of adapting the trust to active business purposes was
first widely developed and used. Until the year 1912, Massa-
chusetts had a law which forbade the organization of cor-
porations to own and deal in real estate. This did not leave
available a desirable form of business organization for rais-
ing and handling the large amount of capital necessary for
large real estate and building transactions. The use of the
trust was suggested and tried; and since it was found praec-
ticable and successful, its use spread very rapidly. It turned
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out to be even more desirable in some respects than the
corporation, and was soon used for many types of business
enterprises other than those in the real estate field.

Besides the most commonly used name Massachusetts
Trust, the same form of organization is known in different
places by the names: Business Trust, Common Law Trust,
Business Association Formed Under a Deed of Trust, and
others.

Since the Massachusetts Trust is based entirely upon the
legal principles of the trust, it will be well to look into these
principles briefly before studying its application to business
ownership and operation.

Trusts.—First of all, it must be clearly understood that
in speaking of trusts in connection with business, we do not
mean the monopolies or combinations of big business
brought about by woting trusts, which were so prevalent
some years ago and which were given the name trusts—a
word which has developed an undesirable significance.

By the term trust, in its financial and business sense, we
mean the holding and care of the property of one party by
a second party, for the benefit of a third party, although the
first and third parties may be the same, as in the case of a
person who places his property in the hands of a trustee
for his own benefit at a later period.

The principal parties to the formation of a trust are (1)
the trustor (also known as the grantor or donor), who is the
party placing his property in trust and thus actually creat-
ing the trust; (2) the trustee (either a person or a cor-
poration), who receives, takes legal title to, and is charged
with the management and preservation of the property
which constitutes the trust estate; and (3) the beneficiary,
for whose benefit the fund is established and who holds
equitable title to the property.

When a person by means of a deed of trust places prop-
erty, including the legal title thereto, in the hands of a
trustee to be held by him for a specified time, and then to
be delivered by the trustee to some certain beneficiary, who
may be the trustor himself, he creates a living trust. If the
party, however, provides in a will that upon his death cer-
tain of his property shall be held in trust by a trustee for
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a beneficiary during a stated period, he creates a testa-
mentary trust. It is often arranged that the income from
the trust fund shall go to a certain person during the life
of the trust, and at the expiration of the trust period the
principal shall go to a different person. In this case, the
person receiving the income during the duration of the trust
is known as the life tenant and the person taking the prin-
cipal at the expiration of the trust is known as the re-
mainderman.

Living trusts are ordinarily irrevocable, unless the trustor
expressly reserves the right to modify or revoke, and testa-
mentary trusts cannot be changed after the death of the
testator.

Trusts cannot be made perpetual, and the time limit
varies somewhat in different jurisdictions. In most states,
however, the limit is “two lives in being plus twenty-one
years and nine months,” which means that the trust can
exist for twenty-one years and nine months after the death
of the two persons named in the trust at the time of its
creation.

The trust applied to business.—In organizing a business
as a Massachusetts Trust, or a business trust, therefore, the
organizers draw up a deed or declaration of trust which
names a board of trustees; places in its hands the absolute
legal title to all the property of the proposed business; speci-
fies the terms and conditions under which the trust is to be
managed and the business conducted; and makes them-
selves, together with others who may later become share-
holders, the beneficiaries, who are to receive both the income
during the trust and the trust property at the expiration.

The essential provisions in the organization of a business
trust are:

1. The deed or declaration of trust drawn up to define
the rights and powers of the trustees and holders of trust
certificates.

2. Two or more trustees who are to hold in trust and
manage the capital or property supplied by the shareholders.

3. Shareholders or certificate holders, who are the bene-
ficiaries as well as the donors of the trust, and who will
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receive transferable certificates representing their respective
interests in the profits and in the property on dissolution.

4. Provisions for the division of profits, the appointment
of trustees to fill vacancies, meetings of shareholders, and
dissolution at the termination of the trust.

5. Provisions that no liability is to attach to either trus-
tees or shareholders, but only to the trust estate, and
directions that such a statement be included in all contracts
made by the trustees.

The board of trustees then proceeds to select officers for
the company and otherwise to conduct the business just
about as a board of directors would do in a corporation.

The ownership of the business is divided into shares, and
the participants receive certificates (similar to certificates
of stock of a corporation), called by some certificates of
stock and by others certificates of beneficial interest.
Among these shares, the board of trustees distributes the
profits of the business as dividends.

Now, when a board of trustees is appointed at the begin-
ning of a trust, that board is permanent during the life of
the trust and cannot be changed either by the trustor or
the beneficiary. If a trustee dies, resigns, or is removed
for mismanagement or other good cause, a new trustee may
be elected by the remaining trustees or by the stockholders,
depending upon the provisions of the deed of trust. Beyond
this, however, the personnel of the board is in no way under
the control of the membership, and there are no periodical
elections as in the joint-stock company and the corporation.

In business trusts organized in this manner, the stock-
holders are not personally liable for the debts of the organ-
ization, and creditors can look only to the trustees or, more
usually, only to the property of the business for satisfaction.

Trust control by stockholders.—The characteristic of a
trust which places the members of the board of directors
permanently in their respective positions, so that they can-
not be ousted or changed periodically at the whim of the
stockholders, is a very good feature in cases where it.is
desirable to have the management remain constantly in the
game hands; but many investors have been found to be
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unwilling to place their money in the stock of a business
in which they have no control whatsoever and no voice in
saying who shall run the business as long as it exists after
the board of trustees is once chosen. This unwillingness has
led to the organization of some Massachusetts Trusts, or
business trusts, which are true to form in other respects,
but in which the deed of trust provides that the stockholders
may by their vote elect trustees each year or at other stated
periods, just as is done in the joint-stock company or in the
corporation. Although such an organization is still gener-
ally called a trust, nevertheless this departure from one of
the principal characteristics of the trust (the continuance
of the same trustees) renders it absolutely not a true trust.
The most important result is that the members or stock-
holders are no longer free from liability for the firm’s debts,
but are treated in this respect as partners having full
personal liability.

Limitation of stockholder’s liability.—This gaining of
control through the right to elect trustees at the cost of
giving up freedom from liability and assuming full liability
for the firm’s debts is, however, quite distasteful to the in-
vestor; and means must be found, if possible, to limit this
liability and at the same time to retain the right to elect
trustees periodically. Such limitations and rights are gener-
ally effected by inserting in the deeds of trust of organiza-
tions of this type, which have control over the election of
their trustees, a special clause setting forth the fact that
the stockholders shall not have such personal liability.
Specimens of these clauses in actual use are as follows:

FROM THE DECLARATION OF TRUST OF THE MASSACHU-
SETTS ELECTRIC COMPANIES

The Trustees shall have no power to bind the shareholder personally,
and the subscribers and their assigns and all persons or corporations
extending credit to, contracting with, or having any claim against the
Trustees shall look only to the funds and property of the Trust for pay-
ment under such contract or claim, or for the payment of any debt,
damage judgment, or decree, or for any money that may otherwise

become due or payable to them from the Trustees, so that neither
the Trustees nor the shareholders, present or future, shall be personally
liable therefor.
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In every written order, contract, or obligation which the Trustee shall
give or enter into, it shall be the duty of the Trustees to stipulate that
neither the Trustees nor the stockholders shall be held to any personal
liability under or by reason of such order, contract, or obligation.

FROM THE DECLARATION OF TRUST OF THE BOSTON
PERSONAL PROPERTY TRUST

Neither the trustees nor the cestuis que trustent (shareholders) shall
ever be personally liable hereunder as partners or otherwise, but that for
all debts the trustees shall be liable as such to the extent of the trust
fund only. In all contracts or instruments creating liability, it shall be
expressly stipulated by the trustees that the cestuis que trustent shall
not be liable.

As long as these provisions are strictly observed, they
serve their purpose and protect the shareholders from lia-
bility to all creditors who have been duly notified of the pro-
visions and who have entered into contract or granted credit
upon these terms; if, however, the trustees have failed to
insert the provision in the contract or to call the attention
of the other party to its existence, then the liability of the
shareholders still exists. Thus we have a condition similar
to that of the members of the joint-stock company described
earlier in this chapter.

Other features of the business trust.—The business trust
adapts itself to the raising of large amounts of capital in
that it has its ownership divided into shares which can be
widely marketed, just as corporation stock is sold. The
stock of the trust is often divided into several classes similar
to those of the corporation, whose divisions and classes will
be discussed in Chapter VII. On account of the lack of
understanding on the part of the general public as to just
what the business trust is and just what liability is involved,
it is often a little harder to sell the securities of these organi-
zations than to sell those of the corporation, but this is rather
an unimportant consideration. From the standpoint of
stability the trust is ideal, for, in its true form, not only
does it have continuous existence during its entire period but
it continues under the same management throughout. Even
where the shareholders elect the trustees, it is as stable as
the corporation, although its term of life is usually not
so long.
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This form of organization gives excellent flexibility in
connection with expansion, management, and movement.
By the issuance of securities it can expand its activities and
capital to as great an extent as the prospects of the business
will warrant. The trustees can provide, through the choice
and election of officers, for as efficient a management plan as
is desired. In regard to freedom of movement, the business
trust of one state can do business in any other state on the
same terms and under the same conditions as those govern-
ing trusts organized within that state.

Trusts are practically free from government control of
any kind; this fact forms one of their most attractive fea-
tures. They are generally free from organization taxes,
though in New York they pay an annual franchise tax (just
as do the corporations), and in Massachusetts they have to
file their deeds of trust in each town and city in which they
do business and in addition pay a small filing fee. Many
corporations have changed to the trust form of organization
to avoid heavy taxation, and for the same reason many new
businesses that would otherwise have organized as corpora-
tions have been started as trusts. This practical immunity
from taxes, which existed during the first several years of
the trust organizations owing to lack of statutes concerning
them, is fast disappearing, and state after state has been
adopting laws placing business trusts on its tax lists in vari-
ous manners. This is causing the trusts to lose a large
portion of their early popularity.

Advantages and disadvantages of the trust form.—The
advantages and disadvantages of the trust form of business
organization may be set forth briefly as follows:

Advantages:

1. Its formation is simple and inexpensive.

2. It admits of the aggregation of large capital.

3. It insures freedom from personal liability on the part
of the stockholders unless they have a choice of trustees.

4. Tt insures stability during the period of its life.

5. It provides flexibility as to expansion, management,
and movement.
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6. It has, practically, freedom from government control;
and it had, originally, freedom from heavy taxation.

Disadvantages:

1. It has no control over the personnel of the trustees
if it be a true trust.

2. It is limited in duration.

3. Its securities are often not so easily marketed as are
those of the corporation.

4. There is the possibility of unlimited liability for share-
holders if they have exercised any control over the election
of trustees.

5. Credit is somewhat limited because of this uncertainty
of liability and because of the time limitation on the life
of a trust.
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Questions for Study and Review

1. Explain the organization of the limited partnership, and
state the relationship of the special partners to the business and
their liability for loss through debts of the firm.

2. What is a joint venture? How is it formed? Why is it
more or less stable than the partnership? What are the liabilities
of participants for debts of the firm?

3. Discuss the liabilities of stockholders in a joint-stock com-
pany, and tell how they seek to limit their liabilities. Is the
provision for this purpose in their organization agreement neces-
sarily binding upon outside creditors? If not, what needs to be
done to make it so? If the responsible authorities of the firm
do not act as required in this matter, can the shareholders look
to anyone for satisfaction?

4. What are the advantages and the disadvantages of the
joint-stock company form of organization? Explain each.

5. Describe in detail the Common Law Trust, giving atten-
tion to the usual parties, the types, the purposes, and the length
of life,
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6. What is a Massachusetts Trust? By what other names
is the same type of organization known?

7. Who holds the legal title to the property of a business
organized as a Massachusetts Trust?

8. What liability for debts of the firm have shareholders of a
Massachusetts Trust in its true form?

9. Do sharcholders in a Massachusetts Trust ever have any
voice in the periodical choice of trustees? If so, how is such
control brought about? What liability does it impose upon the
stockholders? Can this liability be avoided?

10. Name and explain the advantages and the disadvantages
of the Massachusetts Trust as a form of business organization.

Problems

1. The Empire Tailoring Company is a limited partnership
organized under the statutes of the State of New York. Mr.
Ayers and Mr. Boyd, both of New York City, are the general
partners, and Mr. Crump, of Newark, N. J., is a special or
limited partner. The business apparently prospers, and a branch
is opened in Newark, N. J. Later, however, the company fails.
How would the National Silk Manufacturing Company, of Pat-
erson, N. J., a creditor who has supplied goods to the Newark
branch, proceed to collect its claim, and against whom would it
have any redress?

2. Mr. Austin and Mr. Barrett are partners in a retail gro-
cery business. They need additional capital and urge Mr.
Campbell to invest $10,000 and become a partner in the firm.
Mr. Campbell declines, but agrees to let them have $10,000 for
the business under the following conditions: that they discon-
tinue their meat business and agree not to change the location
of the business nor to open any branches without his consent;
that he be given 33 1/3 per cent of the net profits annually;
and that he have the right to withdraw his money upon six
months’ notice. Should the company fail, can Mr. Campbell
be held liable as a partner? Advise Mr. Campbell how he can
help out his friends to the extent of $10,000, receive one-third of
the profits, and still incur no liability beyond the possible loss
of his investment.

3. Several gentlemen have purchased 40 acres of land imme-
diately adjoining a growing town. They wish to develop it and
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gell it off as building lots at a considerable profit to themselves,
but do not wish to form any permanent association, seeking
merely the most convenient method of accomplishing this one
deal. Advise them as to the form of organization to use, and
give your reasons.

4. Mr. Wallace owns 20 shares of stock in a joint-stock com-
pany and sells them to Mr. Walker. What rights has Mr.
Walker after the stock is transferred to him? How do Mr.
Walker’s rights differ from those of Mr. Williams in Problem
2 of Chapter III, and why?

5. Mr. Gray comes to you for business advice, saying that
he has an opportunity to buy some shares in a prosperous Mas-
sachusetts Trust, but he hesitates to invest his money thus
because he has heard that “trusts” are illegal and, also, that
in case of failure his personal property may be taken to satisfy
the creditors of the firm. He asks you whether or not frusts
are legal and if they are, why the contrary impression is cur-
rent. He also wants to know how he can determine just what
his personal liability is. Give him the information and advice
desired.



CHAPTER V

Corporate Organization

Wide use of the corporation.—The corporation is with-
out doubt the most important as well as the most compli-
cated form of business organization. Practically all of the
remainder of this text will be devoted to the financial activi-
ties of businesses organized in this form.

While about 20 per cent of all the businesses of the United
States are corporations, these represent about 80 per cent
of all the capital invested and, hence, greatly outweigh in
importance all the other forms of business organization.

The corporate form of organization is used for other pur-
poses than business. It is used for social clubs, fraternities,
churches, municipalities, educational and charitable institu-
tions, and many others; but these are beyond the scope of
business finance and will be only mentioned and classified in
this text.

Attributes of the corporation.—The corporation is a very
old form of organization whose roots are lost in antiquity.
In its earliest days, however, it appears to have been used
almost exclusively for organizations of a municipal and re-
ligious character; its wide use for business purposes dates
from comparatively recent times. The main underlying
idea is that of the collective person, which means that, re-
gardless of the number of members, owners, or stockholders
in a corporation, it is regarded by the law as a fictitious per-
son entirely separate and distinct from all those who com-
pose it. Thus the organization is endowed with continuous
life during the period of its charter regardless of the deaths or
misfortunes of its members, and regardless of any number
of partial or entire changes, substitutions, or replacements
among them. This continuous life or continuous succession,
as it is called, makes the corporation the most stable of all
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business forms, for if chartered in perpetuity it may con-
ceivably go on forever—an impossibility for any other form.
Legislative enactments in the various states have given the
corporation many additional attributes, such as a very
limited liability of the members, the complete transferability
of ‘ownership of stock, the right to have several classes of
stock, the right to own and hold stock of other corporations,
the right of members to delegate the management to direc-
tors, and so on. Each of these will be discussed in its proper
place.

Since the number of stockholders is unlimited and the cor-
poration has a legal right to borrow funds, it may be seen

that the form is ld@uutmmbmwry
large capital, for its fund-raising ability js limited only by

the amount of money it can induce innumerable investors
to place in it t either through stock purchase or through loans.

“The corporation defined.—There have been from time
to time many legal and economic concepts of the corpora-
tion, but the idea most widely accepted today is that the
corporation is legally regarded as a fictitious person. Upon
this basis, an acceptable definition may be framed as follows:

A corporation is a voluntary association of persons, natu-
ral or legal, organized under and recognized by the law as a
person, fictitious in character, having a corporate name and
being entirely separate and dlstmct from the persons who
compose it, for the accomplishment of some speclﬁed pur-
pose or purposes. It has continuous succession during the
period of life assigned by its charter, and the right to per-
form as a natural person all the functions expressed in its
charter, or implied thereby, or incidental thereto.

This definition brings out the fact that a corporation is
not an organization formed by the state, as many say, but
it is one formed voluntarily by persons in accordance with
the provisions of the state laws, and then duly recognized
by the state as a corporation. The persons forming the cor-
poration may be either natural persons or legal persons;
that is, either individuals or several existing corporations
forming a new one by means of consolidation. It also brings
out that the legal person recognized by the state is fictitious
in character and neither imaginary nor artificial as stated
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in many older definitions. When the legal entity is brought
into being through incorporation, no court today imagines
that a person has been created; nor has it any idea that
there is any artificial thing brought into existence in the
shape of a person; but in all cases it recognizes that the
corporate person is a legal fiction, a person which the courts
know does not exist and yet which, for purposes of con-
venience, they treat as if it did exist.

Other definitions.—Definitions of corporations have been
made by the thousands, and the decisions in many cases at
law have hinged upon the definition held by the particular
court hearing the case. A careful analysis and comparison
of a few of the most famous views is very interesting and
profitable.

Probably the most widely quoted definition ever given in
this country is that pronounced by Chief Justice John Mar-
shall in the Dartmouth College case as follows:

“A corporation is an artificial being, invisible, intangible, and existing
only in the contemplation of the law. Being a mere creature of law, it
possesses only those properties which the charter of its creation confers
upon it, either expressly or as incidental to its very existence. These are
such as are supposed best calculated to effect the object for which it was
created. Among the most important are immortality, and if the expres-

ion may be allowed, individuality, properties by which a perpetual suc-

cession of many persons are considered as the same, and may act as a sin-
gle indi?idual. They enable a corporation to manage its own affairs, and
to hold property without the perplexing intricacies, the hazardous and
endless necessity of perpetual conveyances for the purpose of transmit-
ting it from hand to hand. It is chiefly for the purpose of clothing
bodies of men in succession with these qualities and capacities that cor-
porations were invented, and are in use. By these means, a perpetual
succession of individuals are capable of acting for the promotion of the
particular object, like one immortal thing.”

An old and famous English description is that given in
1863 by Lord Coke:

“A corporation aggregate of many is invisible, immortal, and rests
only in intendment and consideration of the law. They cannot commit
treason, nor be outlawed nor excommunicated, for they have no souls,
neither can they appear in person, but by attorney. A corporation ag-
gregate of many can’t do fealty, for an invisible body can neither be in
person nor swear; it is not subject to imbecilities or death of the natural
body and divers other cases.”
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Blackstone, in commenting on the continuous life of the
corporation, gives us a number of very excellent and clear
expressions on the subject:

“In order to facilitate business and to increase production of wealth,
there have been created by acts of the public power, running back to
remote antiquity, associations for business, religious, governmental, and
charitable purposes known as corporations. These artificial persons are
ealled bodies politic, bodies corporate, or corporations, of which there is
a great variety, subsisting, for the advancement of rights and immuni-
ties, which if they were granted only to those individuals of which the
body corporate is composed, would, upon their death be utterly lost and
extinct. To show the advantages of these incorporations, let us consider
the case of a college in either of our universities, founded for encourage-
ment and support of religious learning. If this were a mere voluntary
assembly, the individuals which compose it might indeed, read, pray,
study and perform scholastic exercises together, so long as they could
agree to do so, but they could neither frame, nor receive any laws or
rules of their conduct; none, at least, which would have any binding
force for want of a coercive power to create a sufficient obligation.
Neither could they be capable of retaining any privileges or immunities;
for, if such privileges be attacked, which of all this unconnected assembly
has the right, or ability, to defend them? And, when they are dispersed
by death or otherwise, how shall they transfer these advantages to
another set of students, equally unconnected as themselves? So also,
with regard to holding estates or other property, if land be granted for
the purpose of religious learning to twenty individuals, not incorporated,
there is no legal way of continuing the property to any other persons for
the same purpose, but by endless conveyance from one to the other, as
often as the hands are changed. But when they are consolidated and
united into a corporation, they and their successors are then considered
as one person in law; as one person, they have one will, which is col-
lected from the sense of the majority of the individuals; this one may
establish rules and orders for the regulation of the whole, which are a
sort of municipal laws of this little republic; or rules and statutes may
be prescribed to it at its creation, which are then in the place of natural
laws; the privileges and immunities, the estate and possessions, of the
corporation, when once vested in them, will forever be vested, without
any new conveyance to new successions; for all the individual members
that have existed from the foundation to the present time, or that shall
hereafter exist, are but one person in the law, a person that never dies;
in like manner as the River Thames is still the same river, though the
parts which compose it are changing every instant.”

William A. Wood, in his Modern Business Corporation,
defines the corporation quite carefully as follows:

“According to contemporary practices a corporation is an association
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of natural persons, or of other legally constituted persons (other cor-
porations) authorized by law to act as a unit, under a corporate name,
for the accomplishment of certain definite and prescribed purposes. It
is a ‘person’ constituted by law, separate and distinct from its stock-
holders, and, in a certain sense, is a citizen. Action at law may be main-
tained against it the same as against a natural person.”

A mere reading of these definitions shows that the entire
underlying idea is that of the collective person created
under the law through the union of its members, bound to-
gether by the corporate charter.

Formation of a corporation.—For long ages the granting
of a charter of special rights or monopolies to a group of
persons as a corporation was a crown prerogative in the
European monarchies, though later on the parliaments took
over the greater share of this power. When the American
colonies were under English rule, charters in this country
were granted by the King of England, by the British Parlia-
ment, by the royal colonial governors, by the proprietary
colonial governors, and by the colonial legislatures. This
overlapping and often conflicting authority would doubt-
lessly have led to much confusion and trouble had not the
colonies gained their independence and the new colonial
governments declared that all corporations in existence,
regardless of their source, would be recognized as legal.
Thereafter incorporating power was vested in Congress and
in the various state legislatures.

Procedure in forming corporations.—For many years
after the establishment of the Republic, the incorporation
of a company in any state required a special act of the
legislature. This often resulted in logrolling, political un-
fairness, and other abuses. Furthermore, the number of
incorporations was increasing so rapidly that it was fast
becoming a physical impossibility to pass a special bill for
each company. Therefore, one after another, the various
states passed enabling acts. Such acts usually took the form
of a General Corporation Law, under which groups of quali-
fied persons could form a corporation by making and filing
a certificate of incorporation in proper form and paying the
required fees. Practically all corporations are now formed
in this manner, although it is still possible to organize under



Corporate Organization 73

a special act when, in the judgment of the legislature, the
objects cannot be obtained under the general law.

Classes of corporations.—The corporation laws of the
several states differ from one another in greater or lesser
degree, and every student of corporations should gain
familiarity with the details of his own state laws. In the
following discussion the laws of the State of New York will
be used, for, basically, they are fairly representative of those
of many other states. Under these laws corporations are
divided into three general classes: municipal corporations,
stock corporations, and non-stock corporations.

A municipal corporation includes the county, town, school
district, village, and city, and any other territorial division
of the state with power of local government.

A stock corporation is a corporation having capital stock
divided into shares, and which is authorized by law to dis-
tribute to holders thereof dividends or shares of the surplus
profits of the corporation. A corporation is not a stock
corporation because of having issued certificates of stock,
which are, in fact, merely certificates of membership and
which are not authorized by law to entitle the holders to
dividends or a share of profits arising from the operation of
the corporation. A stock corporation is either a moneyed
corporation (one formed under the banking or insurance
law), a railroad or other tramsportation corporation, or a
business corporation.

A non-stock corporation is either a religious corporation, a
membership corporation, or any other corporation other
than a stock corporation.

All of these are governed by the New York General Cor-
poration Law, but each type is organized under its appro-
priate subdivision. The diagram shown on page 74 out-
lines the system.

- Our attention will be devoted principally to what are
generally known as business corporations; that is, those
corporations formed under the Stock Corporation Law other
than banking, insurance, railroad, and transportation cor-
porations.

The incorporators.—The persons who originally form a
corporation are known as the incorporatqrs, and it is they
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who map out the plans for the company and file the certifi-
cate of incorporation, or who have the bill introduced into
the legislature in case the incorporation is to be done by a
special act. Three or more persons of full age are required
to organize a corporation. The New York statutes provide
that, of the incorporators, at least two-thirds must be citi-
zens of the United States, and at least one of them a resident
of the State of New York. Most of the states have very
similar provisions.

The certificate of incorporation.—The certificate of in-
corporation is the document through which the corporation
obtains and possesses its legal being. This certificate is pre-
sented by the proposed incorporators to the Secretary of
State, together with the proper organization tax and filing
fees. When the certificate is approved, accepted, and filed
by him, a copy is filed by the Secretary of State in the clerk’s
office of the county in which the principal office of the
corporation is to be located; and when the incorporators’
and the directors’ meetings have been held, the new corpo-
ration is legally formed.

Contents of the certificate of incorporation.—The certifi-
cate of incorporation is entitled and endorsed as follows:

Certificate of Incorporation of . .. (name of company), pursuant
to . . . (article and title of state general law under which corporation
was founded, e.g., in New York, “pursuant to Article 2 of the Stock Cor-
poration Law”);

and states (according to the New York provisions):

1. The name of the proposed corporation.

2. The purpose or purposes for which it is to be formed.

3. The amount of capital stock and the number and par
value of the shares of which it is to consist; or if there is to
be stock without par value, the information concerning it
required by law (See S. C. L., Sec. 12).

4. If the shares are to be classified, the number of shares
to be included in each class and all of the designations, pref-
erences, privileges, and voting powers, restrictions, or quali-
fications of the shares of each class.

5. The city, village, or town and the county in which the
office of the corporation is to be located, and the address to
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which the Secretary of State shall mail a copy of process
in any action or proceeding against the corporation, which
may be served upon him.

6. Its duration.

7. The number of directors (not less than three).

8. The names and post-office addresses of the directors
until the first annual meeting of the stockholders, and if
such an address is in a city, the street and number and
other particular description thereof. The number of direc-
tors so named must be the number stated pursuant to para-
graph 7 above.

9. The name and post-office address of each subscriber
of the certificate of incorporation, and a statement of the
number of shares of stock he agrees to take. If the address
of any such subscriber is in a city, the street and number or
other particular description thereof.

10. The statement that all of the subscribers of the certi-
ficate are of full age, that at least two-thirds of them are
citizens of the United States, that at least one of them is a
resident of the State of New York, that at least one of the
persons named as a director is a citizen of the United States
and a resident of the State of New York.

11. The Secretary of State is hereby designated as the
agent of the corporation upon whom process in any action
or proceeding against it may be served.

12. If the meetings of the board of directors are to be
held within the state only, the certificate or by-laws must
so provide.

Most of the provisions of the certificate of incorporation
are self-explanatory, but a few words of explanation may
be added concerning some of them.

The corporate name.—In the first paragraph, the name
must be in the English language or must be one composed
of English letters or characters. It must not conflict with
that of any domestic or foreign corporation lawfully doing
business in the state. Ordinary business corporations are
not permitted to use the words trust, bank, banking, insur-
ance, assurance, indemnity, guarantee, guaranty title,
casualty, surety, fidelity, bonding, savings, installment loan,
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benefit, codperative or any derivative of codperative, col-
lege, university, or the names Lucretia Mott or Lloyds (See
G. C. L., Sec. 6; S. C. L., Sec. 133; Education Law, Sec.
66). Moreover, every corporate name must have “such
word or words, abbreviations, affix or prefix therein or there-
to as will clearly indicate that it is a corporation as dis-
tinguished from a natural person, firm, or copartnership”
(See G. C. L., Sec. 6). The custom is to use the word cor-
poration, or incorporated, or an abbreviation of one of them.

Corporate powers.—Under paragraph 2 are stated in de-
tail the purposes which the corporation wishes to accom-
plish. These are usually made very broad and inclusive.
The corporation is authorized to do all the things specified
in the certificate, and they are usually called the powers of
the corporation. Those things especially set forth in the
certificate are known as the expressed powers; but the cor-
poration is, in reality, not limited to these, as it has also
what are known as implied and incidental powers. If it is
clear that certain additional powers are necessary in order
to carry out those powers which are expressed in the certifi-
cate, such powers are implied. Further, it may be that in
the process of expanding its business, the corporation may
discover that its profits will be increased or its main business
protected if it engages in activities which are in the nature of
side lines or related activities. Powers assumed to carry out
such purposes are known as incidental powers.

A familiar illustration will make these clear. Suppose
a company is incorporated with the expressed powers to
buy, sell, deal in, tan, prepare, and manufacture leather.
Now while the certificate may not say so, it is tmplied that
the company may own property; borrow money; have a
corporate seal; execute contracts, leases, and other legal
documents; and so on. Also, incidental to the leather-
tanning and manufacturing business, the company may buy
or raise forests, and from the trees strip the tanbark for its
use. Having done this, it may dispose of the trees as wood
or lumber, establishing mills for cutting if necessary. The
Hudson River Day Line, a steamship corporation, aids its
steamship business through the operation of a woodland
recreation park at a convenient distance from New York
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City. In the park, restaurants and various amusement and
recreational facilities are provided. This business is inci-
dental in that it attracts to the steamship line passengers
who may wish to spend a day at the park. These incidental
powers are sometimes very important, and the by-products
sold under such powers are very profitable. Within the
limitation of its powers, the corporation is free to act, but
it is not permitted to exceed them. Any act committed out-
side of the corporate powers is known as an ultra vires act,
and is illegal.

Duration of a corporation.—The third, fourth, and fifth
paragraphs need no explanation; and as to the sixth, all
that need be said is that the life of a corporation and the
certificate may be, and usually is, made perpetual, although
any term of years may be named as the life period.

General provision of the certificate of incorporation.—
The remainder of the eleven paragraphs are sufficiently
clear, but attention is called to several things which, while
not required, are permitted and often used in the certificate.
Subdivision 2 of Section 10, General Corporation Laws of
New York, provides: “The certificate of incorporation of
any corporation may contain any provision for the regula-
tion of the business and the conduct of the affairs of the
corporation, and any limitation upon its powers, or upon
the powers of its directors and stockholders, which does not
exempt them from the performance of any obligation or
performance of any duty imposed by law.” Experienced
organizers utilize this provision for the purpose of giving
stability to the corporation and protection to the stock-
holders by inserting rules for the internal management of
the corporation, such as giving the corporation the right to
hold and dispose of stock of other corporations; giving the
corporation a lien on the stock of a member indebted to it;
regulating the amount of working capital and the manner
of declaring dividends; and providing for cumulative vot-
ing, for committees of directors, for classifications of direc-
tors, and other desirable features.

Certificate of incorporation a contract.—The certificate
of incorporation is, for all intents and purposes, a contract
between four parties: the state, the corporation, the stock-
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holders, and the creditors. Each of these parties to the con-
tract has certain rights and obligations, except the creditors,
who, of course, have only rights and no obligations. These
rights and obligations can be set forth briefly as follows:

The state—
Right:
To collect taxes and to exact obedience to its laws.
Obligation:
To permit the corporation to exist as a legal entity.

The corporation—

Rights:
To exist as a corporate entity and have continuous suc-
cession.
To buy, mortgage, and sell property, real and personal,
necessary to the company’s business.
To sue and to be sued in its own name.

Obligations:
To obey the laws and submit to the visitorial powers
of the state.
To give stockholders their rights.
To pay its debts.

The stockholders—

Rights:
To receive dividends.
To vote for directors and, also, to vote generally on all
matters affecting at one time all the corporate property.
To share in the proceeds of dissolution.
To be faithfully represented by the directors.
To inspect the corporate books.

Obligations:
To pay for stock as agreed.
To meet such special obligatiohs as are imposed by
statutes, such as:

(a) To pay for the benefit of credltors the difference
between the par value of the stock and the
amount paid thereon.

(b) To guarantee the payment of wages to the cor-
poration’s laborers.
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The creditors—
Rights:
To receive payment of debt from the corporation.
Usually, to inspect the books if the debt has been re-
duced to a judgment.
To collect from stockholders if:
(a) Claim is for wages.
(b) Stockholders have not paid par value for their
stock.

The complete charter.—A charter represents a grant of
authority; hence, the complete charter of a corporation con-
sists not only of its certificate of incorporation, but also of
all the laws upon which this certificate rests. Thus, the
charter of a business corporation would consist of the cer-
tificate of incorporation, resting upon the stock corporation
law, resting upon the general corporation law, resting upon
the state constitution, resting upon the United States Con-
stitution. Any provision of any one of these which violates
a provision of an underlying one is, of course, void.

The corporate by-laws.—Still another instrument for the
government of the corporation is the by-laws, which are, in
reality, a set of rules adopted by the corporation to govern
its internal operation, usually covering such matters as the
management of the property; the transfer of its stock; the
calling of meetings of the members; the fixing of the
amount of stock which must be represented at the stock-
holders’ meetings in order to constitute a quorum, unless
otherwise provided by law; the setting forth of the names
and duties of the offices of the corporation, and other mat-
ters of management not inconsistent with existing law.
Such by-laws adopted at the meeting of the stockholders of
the corporation control the action of its directors.

Other classifications of corporations.—As heretofore
shown in this chapter, the law looks upon corporations as
being of three classes: municipals, stock corporations, and
non-stock corporations, each with its various subdivisions.
But this is not the only classification. There are several
other groupings of types which tend to show various at-
tributes of corporations.



Corporate Organization 81

There is the classification based upon the relative extent
to which state and private control and interest are involved:

1. Public corporations:
Cities, counties, towns, road districts, etc.

2. Quasi-public corporations:
Those possessing a franchise to use public prop-
erty for public service but also for their private
gain. This class embraces the large public service
group.

3. Private corporations:
Those formed strictly for private business and
private gain.

Again, there is the grouping indicating the kind of busi-
ness done, the product turned out, or the service rendered:

1. Railroads.

2. Public utilities.

3. Industrials.

4. Extractive businesses.

Finally, there is the grouping based upon the place of in-
corporation:

1. Domestic corporations:

A corporation is domestic in the state in which it
is incorporated. It may be incorporated in more
than one state.

2. Foreign corporations:

A corporation is known as a foreign corporation
in every state other than that in which it is in-
corporated.

3. Alien corporations: :
Alien corporations are those of some country other
than the one in which they are doing business.
Corporations of other countries are admitted under
the laws governing admission of corporations from
other states.

Corporation taxes.—Corporations are generally subject
to two forms of tax, a preliminary or organization tax and
an annual tax. The Federal Government imposes an in-
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come tax and a capital tax upon corporations, and also, in
some cases, an excess profits tax. There is, strictly speak-
ing, no preliminary or organization tax imposed by the Fed-
eral Government, but there is a tax of ten cents upon every
hundred dollars of par value of issued capital stock, or in
case of no par value stock, ten cents a share.

In New York, there is an organization tax imposed upon
domestic corporations and a license tax imposed upon for-
eign corporations. The organization tax is five cents for
each hundred dollars of authorized capital stock, and in the
case of no par value stock, five cents a share. The minimum
in either case is $10. These taxes are not to be confused
with the filing fee paid to the officer with whom the certifi-
cate of incorporation is filed. In New York, this fee is $40.
The annual tax imposed by the states may be either an in-
come or a franchise tax, that is, a privilege or an excise tax.

In New York, corporations are divided into several
classes and it is the class into which the corporation falls
which determines the nature of the tax to be imposed.
Even in the case of ordinary business corporations, there
are four methods of assessing the tax. In New York, for-
eign and domestic corporations are taxed upon approxi-
mately the same basis. In some instances the state taxes
are progressive, but this is not the case with either the New
York franchise tax or the Federal income tax. There are
also state and federal taxes on the transfer of shares.

Difficulties i orate formation.—Many business men
are detenﬁfgfmm;;ompany into a corpora-
tion because of the alleged difficulty of so doing. As a mat-
ter of fact, the corporate formation presents very few difficul-
ties to those learned and experienced in the field, but, of
course, should not be attempted by those not thoroughly
conversant with the laws and practices. Many lawyers, as
well as incorporating companies, specialize in doing incor-
poration work and will attend to all the details for a very
reasonable fee. The person who is inexperienced in matters
of this sort had better utilize such expert assistance, not
because he could not, in all probability, draw up a certificate
of incorporation which would be accepted, but rather be-
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cause he ought to make sure that he has therein all the
provisions that he is entitled to for his own protection and
welfare.

Liability of corporate stockholders.—One of the distin-
guishing features of the corporation is the limited liability
of its members. It has already been seen that individual
proprietors are fully liable personally for all the debts of
their business, and that members of general partnerships,
general partners in limited partnerships, members of joint-
stock companies, and members of certain types of business
trusts are jointly and severally liable for all the debts of
their companies; but, generally speaking, stockholders in
corporations are not liable for any of the debts of the firm,
and the greatest loss they can suffer by disaster to the busi-
ness is the loss of the investment made by them. There are
minor exceptions to this general statement. A stockholder
possessing stock for which the issuing company has not
been paid up to the full par value is liable to the firm’s
creditors for the amount of the unpaid portion on his shares
for any debts contracted by the corporation while he held
such shares. There are many minor variations in the sev-
eral state laws in regard to this; but the New York law pro-
vides that if a stockholder disposes of his part-paid stock, he
is still liable, as above, for the period of two years after such
disposition, provided the creditors bring proper suit against
him within that time.

Stockholders are also jointly and severally liable for all
debts due and owing by their corporation to any of its
laborers, servants, or employees, other than contractors, for
services performed by them for such corporation, provided
suit is brought in the prescribed manner (See S. C. L. of
N.Y, Sec. 71).

The management is delegated.—The authority and re-
sponsibility for the management of the corporation are dele-
gated by the stockholders entirely to a board of directors,
which is elected periodically by the stockholders’ votes. Be-
yond electing these directors and having the right to vote
on certain questions concerning at one time all the corpora-
tion’s property, such as sales, leases, change of capitaliza-
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tion, consolidation, and so on, the stockholders take no ac-
tive part in the management. As a matter of fact, many of
them rarely know very much concerning it.

The corporation has stability.—The corporation has to a
very marked degree the characteristic of stability so much
to be desired in business forms. Having continuous succes-
sion, its life is unaffected by the transfer of shares or by
anything which may happen to a shareholder or a director.
War between nations represented by the stockholders does
not affect the status of the corporation. There is no delectus
personae, and new members may enter at any time simply
by taking over the stock of old holders. It ends with the
lapse of the period of life specified in the certificate of
incorporation, and can be dissolved by a court for non-use
of franchise, breach of the law, or fraudulent or illegal acts.
With these few perfectly normal exceptions, it may be said
to have pra,ctlcally perpetual as well as continuous life.

Fl .—The corporation is extremely flexible in re-
gard to the important features of expansion, management;™
and movement.

Being able to raise large amounts of capital, it can expand
along its present lines to almost any desired extent; and
through broad charter powers, it is enabled to go into many
related or incidental lines.

The management, being in the hands of a few directors
with absolute authority, lends itself readily to whatever
changes in methods of management the directors see fit to
make.

By meeting the rather simple requirements of filing in-
formation and of paying foreign corporation fees and taxes,
the corporation can enter and do business in any state or
states, thus enjoying the greatest possible flexibility of
motion.

Legal status of the corporation.—The status of the cor-
poration as a legal entity or fictitious being, with continu-
ous existence, transferable ownership, delegated managerial
authority, and limited liability of members, is thoroughly
established in all of the states. Despite this, however, the
statutes of the several states in regard to corporations differ
very widely in detail, thus causing a great deal of trouble
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and uncertainty where a corporation may be concerned with
morg than one state. There is nothing in respect to cor-
porations that corresponds to the Uniform Partnership Law
for that form of organization.

Government control.—Corporations are more subject to
governmental control and supervision than any other form
of business organization. They are closely watched by, and
are subject to, the wvisitorial powers of the state and, in
some instances, the national government. They are heavily
taxed and have to render multitudinous reports. Some
states are much more liberal than others in their treatment
of corporations, and these are profiting by becoming the
great “incorporating states.”

Advantages and disadvantages of the corporate form.—
The principal advantages and disadvantages of the corpora-
tion as a form of business organization may be tabulated as
follows:

w/Adva.ntages:

1. Possibility of aggregating large sums of capital.

2. Limited liability of stockholders.

3. Continuous succession.

4. Marketability of ownership.

5. Adaptability to efficient organization, and flexibility
of expansion and motion.

Disadvantages:

1. Formation is complicated and requires services of an
expert.

2. Stockholders usually have little voice in the conduct
of the business.

3. Non-uniformity of the corporation laws of the various
states causes difficulty.

4. Strict governmental control and heavy taxation are
burdensome.
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Questions for Study and Review

1. Give a definition of a corporation; make your definition
embody the modern concept of the term.

2. Name the three classes of corporations provided for by
the New York statutes, and explain each.

3. What information must be given in the certificate of
incorporation?

4, Name and explain the three kinds of powers possessed by
8 corporation.

5. Name the parties to the contract of incorporation, and
state the rights and obligations of each.

6. What is the purpose of corporate by-laws?

7. How are corporations classified:
a. On the basis of the relation to the state?
b. On the basis of the produce, or the service rendered?
¢. On the basis of the place of incorporation?

8. Explain in detail the limited liability of stockholders in a
corporation.

9. Explain the stability of the corporate form of organization,

10. Name the advantages and disadvantages of the corporation
a8 a form of business organization.
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Problems

1. By means of a diagram show the complete charter of each
of the following:
a. A city.
b. A trust company.
c. A fire insurance company.
d. A railroad.
e. A manufacturing company.

2. a. Messrs. Allen, Babson, and Conway own all of the stock
of the Home Development Corporation, which agreed to sell a
large piece of its land to Mr. Dawson. The deed, signed by all
three of the stockholders, is delivered to Mr. Dawson. Does
Mr. Dawson get title to the land? Why?

b. Messrs. Ames and Bullard, partners in a retail business,
sell out their business to Mr. Young, pledging him that they will
not again engage in the same business under their firm name.
Soon after the sale, however, they incorporate the Ames and Bul-
lard Company, in the same kind of business. Can Mr. Young
restrain them on the basis of the contract or on any other
principle?

3. Mr. Ambrose recently bought 50 shares of the $100 par
value stock of the Monarch Shoe Manufacturing Company, Ine.
He paid $2,500 in cash for 25 of his shares. He bought the
remaining 25 shares on a part-payment plan, paying $250 in
immediate cash and making three subsequent payments of $125
each. The company then failed. What, if any, are Mr. Am-
brose’s liabilities on account of his stockholdings in the Monarch
Company?

4. a. Suppose that all of the stockholders of a corporation
died. The directors are not stockholders, not being required to
be such in this company. What steps should the board of direc~
tors take? .

b. Suppose the same thing happened in a joint-stock com-
pany ‘and in a Massachusetts Trust. What would the board of
governors and the board of trustees, respectively, do?

5. Draw up a certificate of incorporation for & manufacturing
corporation,



CHAPTER VI

Managing a Corporation

Board of directors.—The ownership of most corpora-
tions is divided among a large number of stockholders,
usually hundreds and often thousands, and the impractica-
bility of getting all of these together at rather frequent
intervals to do any actual management of a business is easily
recognized. The law, therefore, authorizes the delegation
of corporate management to directors, elected periodically
by the stockholders. The number of directors varies in dif-
ferent corporations, and is fixed for each by its certificate of
incorporation or its by-laws. All of the directors taken
together constitute the board of directors, which is the gov-
erning body of the corporation and which is entirely respon-
sible for the management of the business.

The board of directors elects from its own membership
its chairman and its important committees, such as the*
executive committee, the finance committee, and the proxy
committee. It also appoints the officers of the corporation,
including the president, the vice president, the treasurer,
the comptroller, the auditor, the secretary, and others.

This board directs the general business and policies of the
company and supervises the work of the officers. It does
not, of course, attempt to carry on the details of business
operation. Leaving these to the officers and employees, it
maps out policies and principles, and settles all matters
brought before it by the officers and the committees. It
may exercise all the powers given to it by the certificate of in-
corporation and the by-laws, and may transact, ordinarily,
all general business matters pertaining to the welfare of the
company. The laws of most states, however, provide that
certain matters affecting very widely the interests of all
concerned, such as changing the number of directors; mort-
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gaging, selling, or leasing property; changing the plaee of
business; changing capitalization; changing classifications
of stock; and other matters of similar scope, can be done
only with the consent of the stockholders and usually only
upon & vote of a large part of them, often two-thirds or
three-fourths.

All actions of the directors in the management of the
corporation must, to be effective, have their origin in a
board meeting. That is to say, no director or group of
,directors ¢an transact any company business except at a
regular or special meeting of the board at which a quorum is
present. Moreover, a member of the board cannot vote
therein by proxy or by mail.

Meetings of the board of directors are provided for under
certain rules in the by-laws, and are usually held monthly.
Directors, as a rule, do not receive salaries but are often paid
a stipend or fee for each meeting attended. Some corpora-
tions, however, do pay their directors regular salaries. The
remuneration of directors should not be decided by them-
selves but should be provided for in the by-laws, or fixed by
a vote of the stockholders.

The board of directors is not permitted to bind its cor-
poration by contracts with individual members of the board,
unless it can be shown that such contract is beneficial to the
company, and that the terms are fair.

Committees of the board.—The ezecutive committee,
usually made up of very capable members of the board of
directors, devotes considerable time to the management of
the company’s business. It meets more often than does the
board of directors, and transacts a large amount of the
routine business between the meetings of the larger body.
In many of the larger corporations, the members of this
executive committee are at the offices of the corporation at
all times, and are paid a regular salary for exercising their
managerial functions.

The finance committee is the name given by some corpora-
tions to their executive committee, although other corpora-
tions have the two committees under their respective names.
The finance committee has special charge and control of all
the financial affairs of the company.
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The proxy committee is made up of members of the board
of directors, and at the meetings of the stockholders it rep-
resents, and votes for, those who authorize it so to do. By
receiving the proxies or the voting powers of a large number
of stockholders, this committee often exercises a tremendous
power in the stockholders’ meeting and thus gives the board
of directors, of which it is a part, a strong hand in the control
of the company—a point which will be discussed later in
this chapter.

Corporate officers.—The chairman of the board of direc-
tors not only acts as the presiding officer of the board when
it is in session, but also exercises very important control
over the affairs of the company in general. He is usually a
bigger man than the president, and may give instructions to
him. He interests himself not only in a general way in the
internal workings of the business, but also devotes a large
part of his energies to maintaining proper relations between
the corporation and those with whom he comes in contact on
the outside.

The president is the chief executive of the company, and
is responsible for its proper internal management and op-
erations. All departments, through their respective heads,
are responsible to him. The laws of some states require that
he be selected from the membership of the board of direc-
tors, a fact which, of course, enables him to keep the board
in close touch with the workings of the business.

The vice president in smaller companies is intended to be
a substitute for the president in his absence or incapacity,
and is usually given minor duties in assisting the president,
In larger corporations, however, there are frequently a great
many vice presidents, each of whom has definite and impor-
tant duties. They are usually the responsible department
heads; we often see such titles as “Vice President in Charge
of Production,” “Vice President in Charge of Purchasing,”
“Vice President in Charge of Sales,” “Vice President in
Charge of Personnel,” and so on.

The treasurer has custody and charge of the funds and
securities of the company; he has the right to sign checks
for payment of obligations and, also, to endorse for the com-
pany its checks, notes, and other obligations. He is respon-
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sible to the finance committee of the board of directors.

The credit and collection departments are generally under

the supervision of the treasurer. In the larger corpora-

tions, there are both comptroller and auditor, as described

below, but in the smaller companies the duties of both of

fﬂhese officers are often performed by the treasurer or his
erks.

The comptroller is the principal officer in charge of the
accounts of the company. He has supervision of the book-
keeping, accounting, auditing, and reporting procedure. All
reports concerning financial conditions should be approved
by him. He is generally counted upon by the finance com-
mittee to do a large part of the financial planning and
budgeting for the company.

The auditor examines the books and records of the busi-
ness to see how the funds have been used and to determine
the financial status of the business, which is to be shown
in a balance sheet, and the result of operations to be brought
out in the profit and loss statement. He should keep the
directors informed as to the financial condition of the com-
pany.

The secretary keeps the minutes of all meetings—includ-
ing those of the directors, the stockholders, and the various
committees—and has charge of the records. He is generally
authorized to sign with the president, all contracts, leases,
mortgages, bonds, stock certificates, and other such docu-
ments, and to affix the corporate seal. He has charge of the
certificate books, transfer books, and stock ledger. He is
usually provided with one or more assistants to assist him
in this work.

Stockholders in management.—The stockholders are
those who actually own the stock of the corporation; they
thus constitute the real owners of the business, but their
share in the management is generally small, except indi-
rectly through their right to choose the directors. They
form, of course, a body entirely separate from the board of
directors, although the directors individually are often
holders of large amounts of stock. In fact, in some com-
panies all of the stock is owned by members of the board of
directors, or, to put it another way, every stockholder is on
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the board of directors. This is possible only where the
stock is very closely held. Even in a case such as this, how-
ever, the duties and powers of these persons when assembled
as stockholders are quite different from those which they
have as directors, and all the rules and laws for the two
bodies must be observed just as carefully as though there
were no interlocking whatever.

The stockholders generally delegate to the directors all
the rights of management, except those few which the laws
provide can be exercised only by consent of a certain portion
of the stockholders, as previously mentioned in this chapter.
If directors do not manage the affairs of the company to
suit the wishes of the stockholders, the latter can show
their superior power of control by electing new directors in
their places at the expiration of their terms. In the mean-
time, however, the stockholders are powerless to control the
actions of any members of the board unless they can be
shown to have acted in bad faith or in an illegal manner, in
which case they can be removed by court order.

From a practical standpoint, it is frequently quite difficult
for stockholders not on the board of directors to control the
board, even by election, owing to the fact that in many com-
panies board members own a very large part of the stock
and practically dominate the stockholders’ meetings and
elections. Even in cases of this kind, however, if the minor-
ity rights are infringed, the courts can be called upon to
compel the mdjority to give the minority its legal rights.

Stockholders’ meetings.—The regular meetings of stock-
holders for the election of directors and the transaction of
other business are usually held annually, but special meet-
ings for special purposes may be called at other times. The
rules governing such meetings are embraced in the by-laws
of the organization. Any business may be transacted at
regular meetings, except such matters as the law provides
can be taken care of only at special meetings called for the
purpose. Actions requiring specially called meetings are
generally such as are concerned with (1) changes in the pur-
poses or powers of the corporation; (2) changes in respect
to the capital stock or capital, such as increasing or reducing
the amount of capital stock, increasing or reducing the par
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value of its shares, increasing or reducing the number of
shares, changing certain shares from par value to non-par
value shares or vice versa; (3) changes in the number of
directors; and (4) changes in the location of the office.
Some of these acts can be consummated by the board of
directors without a stockholders’ meeting, providing the
unanimous consent of_the stockholders has been obtained by
mail or by personal solicitation; but if the matter is taken to
a meeting, it must be a special one called for the purpose. It
is well to remember, also, that special meetings can transact
only that business for which they are called (S. C. L. of
N. Y, Secs. 35, 36, 37, 38, 45).

The by-laws provide what number shall constitute a
quorum for the transaction of business at regular stock-
holders’ meetings. No quorum is necessary, however, at
special meetings for the election of directors. For this pur-
pose, the laws of most states provide that those present at
the meeting, regardless of number, may elect.

Voting.—Presumably, every corporate stockholder has a
right to vote for directors; but, as a matter of fact, there
exists a great amount of non-voting stock, the holders of
which do not have voting rights. Of course, a corporation
has no right to deprive any stockholder of his voting priv-
ilege; but it can, and does offer for sale non-voting stock, by
the purchase of which the stockholder voluntarily waives
his voting rights in so far as these shares are concerned
(See Chapter VII). Therefore, it is the holders of the
voting stock alone who, through their rights to vote for
directors, have control of the corporation.

There is a third class of stock known as vetoing stock,
which, while it does not give the owner the right to vote on
all questions as does the voting stock, nevertheless entitles
him to vote on certain specified questions or in the event
of certain conditions coming to pass (See Chapter VII).

Since the control of the personnel of the board of directors
through the voting power is the only method by which the
stockholders can even indirectly influence the management
of the corporation, it is important that they should have a
clear understanding of their rights and powers at elections



Managing a Corporation 95

and of the several methods by which the voting may be
carried on.

In the early days of American corporations the stock-
holders used to vote under the common law, which gave one
vote to each stockholder regardless of the number of shares
that he owned. Thus, under the common-law voting, two
stockholders owning one share each could out-vote one hold-
ing 1,000 or even any number of shares.

Later on, it became recognized that a corporation was
more an aggregation of capital than an association of indi-
viduals, and it was considered to be a fairer distribution of
power if each shareholder were given votes in proportion to
the amount of money invested by him. Various states then
enacted laws giving the stockholder one vote for each share
of stock held by him. This type is known as statutory vot-
ing. It is the opposite of common-law voting and places
disproportionate control in the hands of a few men who may
each own a very large portion of the stock. To avoid this
situation, some corporations, in states where the laws permit
it, have adopted a species of sliding scale in their voting ar-
rangement, following out a plan originated in England.
While any scale may be agreed upon, a very common one
gives the stockholder one vote for each share that he owns
up to 10 shares, an additional vote for every additional five
shares up to 100 shares, and an additional vote then for
every additional ten shares above 100 shares. Some few
corporations have provided for a maximum number of votes
to be cast by one stockholder regardless of the number of
shares he may own. This method of enfranchisement is,
however, very little used in the United States.

Another method of voting, known as cumulative voting,
is made compulsory by the laws of some states, and is per-
mitted in others, including New York, if it is provided for in
the certificate of incorporation. Under this system, at all
elections of directors, each stockholder shall be entitled to
as many votes as shall equal the number of his shares of
stock multiplied by the number of directors to be elected;
and he may cast all such votes for a single director, or he
may distribute them among the total number to be voted
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upon or among any two or more of them, as he may see fit.
An understanding of this cumulative method of voting and
of its method of operation is very important in the control
of the modern corporation.

Cumulative voting.—Mr. Madison, who owns 20 shares
of stock in Corporation A, which is to elect five directors, is
entitled to 100 votes (obtained by multiplying 20, the num-
ber of shares owned, by 5, the number of directors to be
chosen). There may be any number of nominees from
which Mr. Madison may select the five he prefers and give
20 votes to each of them. If he prefers, however, he can
give 25 votes to each of four of the candidates, 50 votes to
each of two, or the entire 100 votes to any one, thus strength-
ening the chances of the election of his choice. He is not
limited, of course, by these divisions of his votes, but can
apportion them in any manner whatever.

A stockholder or group of stockholders may be desirous
of electing a certain number of directors of their own choice,
and it is of value to them to know in advance just how many
directors can be assured of election by the votes from the
stock which they have, or how many additional shares will
be necessary to elect the group they wish. A number of con-
venient formulas have been derived to determine this, of
which the following may be taken as an example:

ac
X=B'"_+'j-i+l.

In this formula, a represents the total number of voting
shares of stock outstanding; b, the total number of directors
to be elected; ¢, the number which the particular group
wishes to elect; and X, the number of shares it is necessary
to hold to elect ¢ out of b directors.

Let us suppose that the M Corporation has 1,000 shares
of voting stock outstanding and that there are nine direc-
tors to be elected. Mr. Weston, a stockholder, wishes to be
certain of the election of five of them. How many shares
of stock must he control? Substituting in the above form-
ula, we have:

1000 X 5 5000 , . _ _
X= g +1="5 +1=50+1=50L
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Thus, if he controls the votes of 501 shares, he can be cer-
tain of electing his five out of the nine directors, provided
he distributes his votes as evenly as possible among them.
Similarly, we may find that in order to elect four directors,
he would need 401 shares; to elect three, he would need 301
shares; and so on. Thus, if he has set his mind on the
election of any particular number of directors, he knows
just how many shares he may be short of the required num-
ber and he can set about acquiring the necessary remainder.
On the other hand, he may not wish to acquire any addi-
tional stock; he may simply want to know how many direc-
tors he can be sure of electing with the stock he has, and
thus know among how many of the candidates he may safely
divide his votes. Presume, for example, that in this same
company he owns 425 shares. Then, in the formula, the
425 takes the place of the X, and the number he can elect,
represented by ¢, becomes the unknown quantity. The
equation, then, takes the form and solution indicated below:
1000¢

425 = IFT1 + 1.

425 = 100c + 1.

424 = 100c.

c=424

Thus Mr. Weston, with 425 shares, could mathematically
elect almost four and one-quarter directors, but could actu-
ally, of course, elect only four, and could not be prevented
from so doing provided he divided all of his votes properly
among them.

As a matter of fact, it would require only 401 shares to
elect the four directors, and if these were all he wished to
elect he would be able to dispose of 24 shares of his stock
and still not weaken his chances at the election.

Voting by proxy.—If a stockholder is not present in per-
son at any meeting, he is permitted to have someone attend
for him and vote his stock. This is called voting by proxy,
and the person who acts for the stockholder is called his
prozy. Prozy is also, however, the term generally applied
to the written authorization which the stockholder gives to
another person to. represent him and to vote his stock.
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Legally a prozy is a power of attorney transferring the right
to vote without transferring the share. These proxies must
be executed by the stockholder himself, or his personal
representative, and can be revoked at any time by the per-
son executing them. They are often made out to cover
some particular meeting, but can be made out so as to cover
any meetings that may occur within a given time. In New
York, the stockholder can make the proxy run as long as he
wishes, provided he specifies some period limitation. If he
does not prescribe any limited period, the proxy is void
eleven months after its date of execution. In New Jersey,
a proxy cannot be made for a longer term than three years.
The following is a customary form of proxy:

ProXY KNOW ALL MEN BY THESE PRESENTS, That the under-
signed stockholder of .............ciiiiiiiiiiia., hereby
constitutes and apPoints . ........iiiiiiiiiiii i
and each of them, the true and lawful attorneys and proxies of
the undersigned, with power of substitution, for and in the name
of the undersigned, to vote at the annual meeting of the stock-
holders of said Corporationto be heldon ..........cccoveven..
and at any and all adjournments of said meeting, all of the
shares of the capital stock of said Corporation standing in the
name of the undersigned on .................. , in each case
with all the powers the undersigned would possess if personally
present. A majority of such attorneys and proxies as shall be
present and shall act at the meeting may exercise all the powers
of all of said attorneys and proxies hereunder.

Witness the hand and seal of the undersigned this ...... day of
............ 1939.

No.

(Signature of Stockholder)

When, in the very large corporations, the stockholders
are widely scattered, the board of directors appoints from
among its number what is known as a proxy committee.
Enclosed with the notice of the meeting, there is generally
sent to each stockholder a printed form of proxy authoriz-
ing this proxy committee to act for the stockholder. For the
great number who cannot attend the meeting, the easiest
thing to do is to execute and return this form. An addressed
and stamped envelope is usually included for this purpose.
Thus, the proxy committee often comes to the meeting with
the voting rights to thousands of shares of stock; and this, .
in addition to the stock naturally owned by members of the
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stockholders’ meeting, and enables it to carry out things as
it wishes and often to perpetuate itself in office.

Often the board of directors is believed to abuse this use
of the proxy. Consequently, some stockholder not on the
board will challenge the practice, writing to the various
stockholders to give him their proxies so that he can, in
their behalf, oppose the members of the board at the stock-
holders’ meeting. In this attempt to oppose the directors,
however, he is rarely successful, as the stockholders are, as
a rule, suspicious of individuals asking for their proxies.
They usually like to give them to those in authority, espe-
cially if the present management is successful and the busi-
ness is yielding a fair dividend.

Power and protection of the minority.—The maxim
“The majority rules” is seldom true in regard to a body of
stockholders of a corporation. When one speaks of the con-
trolling interest in a company, one usually means the owner-
ship of at least 51 per cent of the stock. From a practical
standpoint, however, it is rarely necessary to own such a
large part of the stock in order to control the company.
Less than 51 per cent of the stock of a corporation will gen-
erally assure control, for one or more of the following
reasons:

1. Stock may be, and usually is, divided into voting and
non-voting classes. These classes may occur in varying
proportions in various companies, and the most common
custom is to make the common stock voting and the pre-
ferred stock non-voting, though this is by no means univer-
sal.! If in a certain corporation 50 per cent of the stock is
voting and 50 per cent non-voting, it is quite evident that,
whatever the other circumstances, a majority of the voting
stock or rather 26 per cent of the entire stock, would exercise
control.

2. Regardless of what portion of the stock may have the
voting power, a considerable minority of the voting stock-
holders may be closely organized and in agreement to vote
together on certain questions, or at an election. The re-
mainder may be unorganized, and their votes divided in sev-
eral ways. Presume that about 30 per cent of the votes are

*In recent years, many organizations have issued non-voting common

stock, reserving the voting control to the preferred stock, generally held by
the organizers. For an interesting description of, and attack upon, this
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banded together and that the other 70 per cent have no
organization. If the 70 per cent are divided in several
ways, the minority will very likely carry their points. Of
course, the larger the minority and the more they can divide
up the votes of the majority, the better is their chance of
prevailing.

3. A minority of stock may constitute a majority of the
stock actually voting. In the two cases above, we have as-
sumed what is most improbable; namely, that all the voting
stockholders are represented at the meeting either in person
or by proxy. As a matter of fact, it is very unusual, except
in fairly small organizations, to have more than 75 per cent
of the stock represented at a meeting. In such a case a
minority consisting of 38 per cent of the voting stock would
control the meeting, even though all the remaining stock
present were united against it.

4. The directors, who frequently own rather a small mi-
nority of all the voting stock, often gain control by procuring
proxies for their proxy committee, as explained above.

Influential groups of stockholders other than directors fre-
quently use the same system. In smaller corporations, the -
secretary is often the one who seeks and obtains the proxies
of the stockholders, casting the votes, of course, according to
the wishes of his immediate employers, the directors.

5. Sometimes stock votes by classes, and a minority class
may be given the privileges of choosing a majority of the
board of directors. Consider the case of a company whose
common stock represents 60 per cent and whose preferred
stock represents 40 per cent of the whole. If there are nine
directors, it may be so arranged that the preferred stock
always chooses five of them and the common stock the re-
maining four. In such a case, the majority of the preferred
stock, which is about 21 per cent of all the stock, can elect
a majority of the directors, and thus control.

6. Stock with a strict vetoing power exerts a strong nega-
tive control over various affairs of a company. A certain
class of stock (presume it to consist of about 20 per cent of
the total) may be classified as non-voting for ordinary pur-
poses, and yet the certificate of incorporation may provide
that certain things may not be done without the consent
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of the majority of this class of stock. In such a case, the
holders of the majority of this stock, which would be only
about 11 per cent of the entire stock, can absolutely block
action on the part of all the remainder.

7. In states where the statutes do not prohibit such ac-
tion, certificates of incorporation sometimes provide that
more than a majority of the total vote shall be required to
perform certain acts, such as the election of directors, the
necessary portion being sometimes 3/5, 2/3, or 3/4. Insuch
cases, a minority once in power, can remain in control by
blocking elections and other actions requiring the large vote.

Protection through cumulative voting.—Cumulative
voting assures to holders of comparatively small amounts
of stock at least some representation on the board of direc-
tors. They are assured this representation through no
other voting method. Let us consider again the Corporation
M, mentioned under cumulative voting. In this corpora-
tion there are outstanding 1,000 shares of voting stock.
Suppose that one group of stockholders holds 501 of these
shares and another group holds 499 of them. Under the
statutory method of voting, the larger group could cast the
votes of 501 shares for the first candidate put up, against the
votes of 499 which the smaller group could cast for its choice.
They could do the same with the second, and the third, and
so on, until they had elected the entire nine directors, thus
leaving the large minority with no representation whatever
on the board. Under the cumulative plan of voting, how-
ever, the smaller group could elect (See page 96) four
of the directors, while the larger group could elect five.
This is, of course, a fair representation. If there were a
stockholder or group of stockholders holding as few as 101
shares, they could, by concentrating their votes on one can-
didate, elect him to the board and thus get representation.

Controlling through voting trusts.—It is sometimes de-
sired to place the control of all or part of the stock in the
hands of one person or of a few persons. This may be done
through a voting trust agreement. Under this agreement,
any number of stockholders transfer their stock to a voting
trustee, or to voting trustees, by whom the stock is held and
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voted at the stockholders’ meetings. The old certificates are
canceled and new ones issued in the names of the voting
trustees. The real owners of the stock are given voting trust
certificates to show that they are in reality the owners of
the shares held by the voting trustees, and are thus enabled
to claim their dividends when they are collected by the trus-
tees and to redeem their stock at the expiration of the trust.

These certificates, sometimes called certificates of bene-
ficial interest, are negotiable, and are frequently listed and
dealt in on the exchange. One of the principal prerequisites
for the formation of a voting trust is that it must be open
to all stockholders of the company who desire to partici-
pate. Conditions relative to the trust differ slightly in the
several states. In New York, for instance, it cannot exceed
a period of ten years, while in New Jersey there is merely
the requirement that some certain time limit be set. Since
1925, it is no longer legal in New York State for stockholders
of banking corporations to form voting trusts.

This form of control is often resorted to when a business is
in financial difficulties. If a corporation is unable to pay
certain obligations, such as interest on its bonds, or perhaps
principal, the bondholders may forego the foreclosure and
extend the time for payment, provided the business can be
put under the control of themselves or their representatives.
In such a case a voting trust could well be formed, the voting
trustees being named by the creditors. If, under the man-
agement of the trustees, the business is made to prosper and
pay off its debts, the trust will be dissolved and the control
given back to the stockholders.

At the very start of a business in order to keep the control
and management in the hands of the originators until the
business has had a chance to become established, a voting
trust is sometimes used by a corporation instead of turning
the control over to a large number of stockholders.

Controlling through holding companies.—The stock of a
<orporation may, in some jurisdictions, be owned and held by
another company instead of by individuals as stockholders.
Such a company, holding the stock of another corporation
(and generally the stock of several other corporations at the
same time), is known as a holding company; it draws divi-
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dends upon, and votes, the stock it holds, just as an indi-
vidual stockholder would do. This arrangement places the
control of the company indefinitely in the hands of a small
group, the directors of the holding company, whereas the
device of the voting trust does so only during the limited life
of the trust. Holding companies will be discussed more
fully later.

Corporate books and records.—The management of a
corporation must maintain two classes of books or records,
known respectively as the corporate books and the financial
books.

Corporate books consist of the minute books for all meet-
ings—directors’, stockholders’, and committees’; the stock
book, a detailed record of all stock transactions; and the
transfer book, usually consisting of stubs of the issued cer-
tificates bound in the certificate book. The stock book
should contain the names of all persons who are stockholders
in the corporation, showing their place of residence, the num-
ber of shares held by each of them, the time when they re-
spectively became owners thereof, and the amount paid
thereon.

The financial books are the ordinary books of account used
in recording the financial transactions of the corporation.
They are similar to those used in any other business.

Statutes usually provide that the corporate books must be
open for the inspection of stockholders, with certain regula-
tions, and they provide a penalty for refusal to allow such
examination. The financial books, however, are not open to
the inspection of the stockholders. Corporations usually
issue an annual or semi-annual financial statement showing
their condition, and from these statements stockholders can
generally get desired information concerning the finances of
the corporation. Under most statutes, however, holders of a
certain percentage of the stock may demand at stated inter-
vals a special sworn statement from the treasurer in addition
to the regular statements.
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Questions for Study and Review

1. What are the functions and duties of the board of direc~
tors of a corporation?

2. Name the principal committees of a board of directors, and
tell the functions of each.



106 Managing a Corporation

3. What are usually the principal officers of a corporation,
and what are their respective duties?

4. Name and describe three methods of voting for directors
used by stockholders in corporations.

5. Describe in detail the right of proxy.

6. Mention at least five ways by which ownership of
less than 51 per cent of the stock may give control of a cor-
poration.

7. How does the system of cumulative voting assure the
minority a representation on the board of directors?

8. Describe a voting trust, and tell what purposes it serves.
9. Describe a holding company.

10. What books must be kept by a corporation? How are
they classified? Do stockholders have free access to them?

Problems

1. The by-laws of the Jackson Manufacturing Company, a
corporation, provide that “at any meeting of the stockholders, a
majority of the capital stock of the company, present in person
or represented by proxy, shall constitute a quorum for all pur-
poses, unless the representation of a larger number shall be
required by law, and, in that case, the representation of the
number so required shall constitute a quorum.” This company
has only 200 shares of stock, of which Mr. August owns 100
shares and Mr. Bentley 100 shares. Of the three directors, Mr.
August controls two, and Mr. Bentley one. The annual meeting
for the election of directors is about to be held, but the stock-
holders have had a disagreement and each wants to get control
of the majority of the directors. What can Mr. August do to
insure a continuation of his control? Under what circumstances
might Mr. Bentley get control?

2. a. You have given your proxy for a forthcoming stock-
holders’ meeting to a friend, believing that you will be unable
to attend. On the day of the meeting you find that you can
attend; you are anxious to do so and to vote your own stock.
What arrangements must you make to do so?

b. You are a member of the board of directors of a cor-
poration. This board is to meet on the first Monday of next
month. You are compelled to be out of the city at that time and
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cannot attend the meeting. How can you arrange to have your
vote cast on questions which may arise at the meeting?

3. The Jamestown Manufacturing Company, a corporation,
has authorized stock of $500,000: $200,000 of it is non-voting
preferred and is outstanding; the remaining $300,000 is voting
common stock—$200,000 outstanding, $80,000 in the treasury of
the company, and $20,000 unissued. The par value of all the
stock is $100 per share. You own $50,000 of the preferred stock
and $80,000 of the common stock. Nine directors are to be
elected. The cumulative method of voting is used. How many
shares, and of what class, will you have to procure in addition
to your present holdings to be able to elect five of the directors?

4. With the same facts as in the above problem (No. 3), de-
termine how many directors you can safely attempt to elect with
the stock you already hold.

5. You are one of the creditors of a corporation which has
just become insolvent. You and the other creditors are con-
vinced that, if foreclosure is not made and if the company is
placed under efficient management provided by the creditors, it
will recover and will pay the creditors in full. It cannot do this
if foreclosure is resorted to at once. Suggest a method by means
of which the creditors can procure control for a definite period.



CHAPTER VII

Financing by Means of Stock

The owned capital of the business.—The owned capital
of a business is that part of its capital which is actually and
permanently invested in it by its proprietors, whether they
be partners, stockholders, trustors, or what not, with no obli-
gation on the part of the company to return it, except pro
rata in the case of dissolution. It is the permanent part of
the capital, and in a corporation it is represented by its
issued stock. Owned capital is presumed to obligate a com-
pany to pay to the investors from time to time, usually at
stated intervals, their proportionate shares of any profits
available for distribution, but it does not involve the com-
pany in any fixed or compulsory obligation to the investors
in case such profits are not available.

The financing of joint-stock companies, Massachusetts
Trusts, and corporations is accomplished either through the
use of funds obtained by the contribution of individuals who
buy shares in the enterprise or through the use of borrowed
funds. It is the purpose of this chapter to discuss owned
capital which is usually referred to as the capital stock of the
business.

Capital stock, capital, capitalization.—Before entering
any discussion of financing, it is necessary to clarify the
meaning of the terms capital stock, capital, and capitaliza-
tion, with which we immediately come face to face.

Capital stock represents the actual amount of capital stock
issued by the company and outstanding, and not necessarily
the total amount of authorized stock, much of which may
not be issued.

Capital, as explained in Chapter I, consists of all the prop-
erty of every kind employed in the business: the total owner-
ship, consisting of the amount invested; the surplus; and the

108
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undivided profits. It is also frequently described as the sum
of the capital stock and the surplus and undivided profits.

Capitalization is a very freely used word, and everyone ac-
cepts it as having to do with the capital, or securities, or
value, or size of a corporation; but if we should attempt to
pin practically anyone down to a real definition, we should
find out then how vague is the impression which the word
conveys.

As used in law, capitalization means the total par value of
the authorized capital stock of a corporation. In the finan-
cial and business worlds, however, it is taken to mean one of
the following:

1. The par value of all stocks and bonds outstanding at
any particular time. '

2. The par value of outstanding stocks and bonds, as
above, plus the face value of other long-term obligations.

Definition No. 2, above, closely approaches what is gen-
erally meant by capitalization, since it represents the funds
that the company has actually raised for capital purposes.
The trouble comes when we try to define the last part and to
say what shall be included in and what excluded from “other
long-term obligations.” Some will say “all obligations run-
ning for twenty years or more”; others will say “those run-
ning for ten years or more.” Often they may be argued
down to an even shorter term, and so the definition may be
rendered absurd. It is not uncommon for a company to
have borrowed money on a very short term and to have in-
vested it in permanent fixtures, equipment, or other capital
goods. There can be no doubt in such a case that the value
of the securities given for the loan constitutes a part of the
capitalization.

An attempt was made some years ago by Senator New-
lands, of Nevada, to put a bill through Congress settling this
matter, at least in so far as it affected corporations engaged
in interstate commerce. The bill (Senate Bill 2941) pro-
vided that the capitalization should be considered to be “the
par value of the total securities, including shares of stock and
all obligations running for . . . years or more.” No agree-
ment was ever reached as to what number should be written
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in the significant blank space, and the bill was eventually
withdrawn.

It would seem that the test for securities other than stocks
and bonds, when one is considering whether or not theit
value should constitute a part of the capitalization, should
be the use to which their proceeds are put rather than the
length of life of the obligation. This use, however, would
be very difficult—often impossible—of ascertainment and
would make an impracticable definition if used.

Pending some accepted standardization of the term, many
careful financiers use it only when they can include with it
an explanation of their meaning, while others actually avoid
its use.

At the initial financing of an enterprise the financial plan
provides only for stock, or only for stock and bonds, and
practically never for anything else, so that the term may be
used without confusion at that time. It is only after the
financial affairs of the company have become involved with
many kinds of obligations that trouble arises.

All of the above discussion refers to the term capitalization
when used in the sense of indicating the quantity or the
amount of the capitalization of a company. There is an-
other sense, however, which indicates certain action on the
part of the company organizers or managers. There is no
dispute in regard to the meaning of the word in the latter
sense, and its definition can be stated as follows:

Capitalization is the act or process of fixing the value of an
enterprise for the purpose of determining the capital liabili-
ties which the company may assume in exchange for the

property.

Basis of stock financing.—Financing by means of stock is
simply arranging to operate a business on permanently
owned capital invested by interested parties who, by virtue
of their investments, become the owners of the business.
Stock is merely a name for the aggregate ownership of a cor-
poration. There are, however, in most corporations a large
number of investor-owners, and the ownership or stock is
therefore divided into a number of units or shares, of which
each investor or stockholder may own one or many.
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A share of stock, then, is one of the units of ownership.
This ownership is represented by certificates of stock, and
when a person buys one or more shares of stock he receives,
as evidence of his partial ownership in the corporation, a
certificate of stock filled out for the proper number of shares.

This is a very convenient and practical method of repre-
senting the ownership, because the ownership can readily be
transferred by the transfer of the certificate. If a person has
a certificate for any number of shares of stock (let us say 50),
and wishes to sell a portion of his holdings (let us say 25
shares), he can write out an assignment of 25 shares to the
purchaser and send this assignment, together with his cer-
tificate for 50 shares, to the transfer agent of the company,
who will have the transfer properly made on the books of the
company. Two new certificates will then be made out, each
for 25 shares and each in the name of the respective owner.
The old certificate is canceled and kept on file by the
company.

It must be understood that while every corporation must
have stock and must do its fundamental financing by means
of the owned funds contributed by the stockholders, there is
practically no corporation which finances by stock exclu-
sively. Every business finds it necessary to borrow occa-
sionally for short periods, and the great majority of com-
panies find it profitable to utilize long-term borrowed funds
represented by bonded indebtedness (See Chapter X).

Features of stock financing.—Financing by stock has
many important features affecting both the corporation and
the individual stockholders which must be understood by
the financier.

From the point of view of the company, stock financing
provides a fixed amount of definitely and permanently
owned capital which the management can use at its discre-
tion as long as the business exists. There is no worry about
having to pay it back to the investors at any future time, and
there are no interest charges which have to be met. The
entire net income is at the disposal of the management: it
may be reinvested in the business, distributed to stockhold-
ers as dividends, or put into reserves (See Chapter XV on
“Surplus, Dividend. and Reserve Policies”).
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As for the investor, stock gives him a permanent invest-
ment—not one which will be repaid to him at a future time
* —necessitating the trouble of reinvesting. If, however, the
stockholder does not wish to retain his funds permanently
in any one particular company, the stock is fully transfer-
able, and he has the right to dispose of it at any time. Con-
cerning the income from the investment, the stockholder
shares the fortunes of the company: large earnings ordinar-
ily produce large dividends, while small earnings bring small
dividends or perhaps none at all. Stock ownership usually
gives the holder a certain amount of control in the business
(See Chapter VI), which is greatly desired by many in-
vestors.

Dividends.—Owners of stock in a corporation participate
in the prosperity of the company by receiving their propor-
tionate share of any profits that the board of directors sees
fit from time to time to divide among them. This division
of surplus is generally made annually, semi-annually, or
quarterly, and all money or other property so divided among
the stockholders as profit on their investment is called a
dividend.

Classes of stock.—Financing by stock requires more than
a mere determination to issue and sell stock in a certain
amount; it involves a choice among the large number of
classes or kinds of stock which have been developed.

From the standpoint of the issuing company, stock must
be looked upon as a commodity which it wishes to sell to the
public; and like all other commodities, it must be made as
attractive as possible to the proposed buyer in order that it
may be disposed of easily and at an advantageous price.

Stocks are issued, therefore, in several classes providing
numerous combinations of the three elements income, con-
trol, and risk. The average buyer of securities wants as
large and as steady an income as possible with the smallest
risk, and takes comparatively little interest in the control.
The cautious investor will take a smaller income if there be
less risk attached, whereas the speculatively inclined will
take a greater risk by reason of the chance of greater income.
Instances often occur where control of the company is the
chief end sought by the stock buyer, and he will practically
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ignore both present risk and income in order to get the
control.

The two most important divisions or classifications of
stock are common and preferred.

Common stock.—Common stock is simply ownership in
the corporation, carrying with it all the usual rights of stock-
holders (unless otherwise specified) but no special privileges
or preferences.

These fundamental rights of stockholders include the
rights— =

1. To have proportionate ownership in the undivided
assets of the corporation and to hold a certificate stating this
ownership in shares.

2. To transfer ownership of shares.

3. To receive dividends when earned and declared by the
board of directors.

4. To inspect the corporate books.

5. To subscribe, in proportion to holdings, to any new
issue of stock.

6. To have proportionate control through voting power.

7. To vote on other questions affecting the corporation
property as a whole.

8. To protect the corporation against the wrongful acts
of a majority.

9. To restrain ultra vires acts of the corporation.

10. To share in the proceeds of dissolution.

Preferred stock.—Preferred stock is stock which, while it
possesses the same rights and privileges as common stock
(unless otherwise specified), has in addition certain more or
less valuable and desirable preferences. It may be preferred
as to assets or as to dividends, or as to both; but in ordinary
parlance the term preferred stock means preferred as to divi-
dends.

Being preferred as to assets means that in case of the disso-
lution of the company, the holders of the stock will receive
their portion of the proceeds of dissolution before holders of
other stock, not preferred as to assets, will participate. This
preference is, of course, of no service to the stockholder as
long as his company is prosperous and in no danger of disso-
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lution, but in the case of weak companies the preference
tends to give his stock a higher market value than stock not
so preferred. And in the case of actual dissolution, where
the assets are not sufficient to satisfy all, the preference will
prove to be most valuable.

Preferred as to dividends means that this stock is entitled
to a specified rate of dividend out of the earnings before any
dividend is given to the stock not so preferred. It does not
mean that a certain dividend is guaranteed but merely that
if any amount of the earnings be declared as a dividend, the
amount necessary to pay the specified rate of dividend on
the preferred stock (or such part of such dividend as it is
possible to pay), must be used for this purpose before any i¢
allocated to pay a dividend on non-preferred stock. If the
entire amount declared as a dividend is absorbed by the divi-
dend on the preferred stock, it means simply that the non-
preferred or common stock gets nothing. In prosperous
companies, however, it is usually possible to pay the stipu-
lated rate to the preferred stock and still have sufficient
moneys left to pay an equal or even larger rate to the com-
mon stock. It is ordinarily only fair that the common stock
should get more, in view of the fact that it takes a risk by
permitting the preferred stock to take out its share of divi-
dend first.

It is sometimes deemed advisable to have several issues of
preferred stock, one taking precedence over the next, just as
ordinary preferred takes precedence over common. These
several issues are then usually classified as 1st preferred, 2nd
preferred, 3rd preferred, and so on, or sometimes as preferred
A, preferred B, preferred C.

These two great classes of stock, common and preferred,
have not by any means satisfied the wants of investors and
speculators, and hence a large number of variations have
grown up, particularly in preferred stock, affecting the in-
come, control, or risk of the stockholders in various manners.
The more important of these various classes will be ex-
plained.

Non-participating and participating.—N on-participating
preferred stock is stock which, through the terms of its issue
and sale, is to receive a preferential dividend at a stipulated
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rate, usually about 6 per cent, and nothing whatever beyond
that. All other dividend, regardless of its amount, goes to
the common stock.

Participating preferred stock is that which is, first, to re-
ceive its preferential dividend at the stipulated rate and,
after that, to participate or share with the other stock in the
remainder of the funds declared as dividend. This partici-
pation or sharing may be done in any one of a number of
ways; but regardless of the manner of participation, if the
preferred stock shares in any way in the dividend over and
above its stipulated rate, it is participating stock.

The methods of participation are generally known as par-
tictpating simply, participating immediately, and partici-
pating specially.

Simple participating.—Simple or ordinary participation is
an arrangement whereby preferred stock is the first, up to
the specified rate, to receive its dividends; after that, com-
mon stock will be paid dividends as far as possible up to and
including the same rate that the preferred has received;
and if, after having paid both the preferred and the common
the same rate of dividend, there be anything left of the total
amount declared as dividend, it is shared or participated in
by both the preferred and common shares alike, just as
though they were only one class.

The term preferred stock in itself means that it is simply
participating.! That is to say, if it is intended that the pre-
ferred stock should be non-participating or participating in
any way other than the ordinary manner described above, it
must be definitely so provided in the certificate of incorpo-
ration.

Participating immediately.—Preferred stock is said to be
immediately participating when the arrangement for appor-
tioning the dividend among the classes of stock provides
that the preferred stock is the first to receive dividends up to
the specified rate and that immediately thereafter, without
first giving the common stock a dividend payment at the
same rate, all the remainder of the dividend money is allot-
ted to all stock alike, regardless of whether it be preferred or
common. This method of participation is not often used,

! Sternbergh v. Brock, 225 Pa. 279.
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and many financiers prefer to regard it as merely one of the
special methods of participation described in the following
paragraph, rather than as a separate type.

Participating specially.—The above-described methods of
participation are, however, by no means the only ones. As
a matter of fact, the number of methods of participation is
limited only by the ingenuity of the company organizers.
It is possible, for instance, to have the preferred get 6 per
cent, then the common 6 per cent, then the preferred all the
remainder; or the preferred 6 per cent, then the common 6
per cent, then the preferred 4 per cent, then the common 2
per cent, then the remainder pro rata; or the preferred 5 per
cent, then the common 6 per cent, then the preferred and the
common all the remainder in the proportion of two to one;
or any other arrangement whatever that may be provided in
the certificate of incorporation, which in this respect consti-
tutes a contract between the company and the stockholder.

Any and all methods of participation other than simple
participation and immediate participation are generally
grouped under the name special participation.

Non-cumulative and cumulative.—The dividends on pre-
ferred stock may be non-cumulative or cumulative.

Provision is often made in the certificate of incorporation
that if sufficient dividends are not declared in any one year to
pay the full dividend on the preferred stock, there is no obli-
gation on.the part of the corporation to make up the defi-
ciency in any subsequent year. This means that dividends
or parts of dividends not paid to preferred stockholders in
any given year are lost to them forever. Stock governed by
this provision is known as non-cumulative.

For a number of years the courts of States where the ques-
tion has arisen have not been uniform in agreement on the
question as to whether or not the holders of non-cumulative
stock were entitled to have profits accumulated to their
credit during years when, although the directors did not de-
clare a dividend on the preferred stock, the corporation made
a profit. In one leading case,? it was held that, although the
preferred stock was clearly of the non-cumulative variety,
the dividends accumulated to the extent that they were

* Bassett v. U. 8. Cast Iron Pipe & Foundry Co., 75 N. J. Eq. 539 (1908).
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earned and must be paid before any disbursement could be
made to the common stockholders. Since this decision,
however, the Supreme Court of the United States has held
that the directors may divert earnings to other corporate
purposes; and although this results in the omission of pre-
ferred dividends, they do not accumulate.?

Cumulative preferred stock, on the other hand, is stock the
stipulated dividend of which, if not paid in full in one or
more years, carries over from year to year till fully paid.
When dividends have not been declared, or have been de-
clared in amounts insufficient to pay the full specified rate of
dividend on this cumulative preferred stock, they are in
arrears; and as long as they are unpaid they constitute a
claim on future earnings which has precedence over any divi-
dend claim of the common stock. In other words, common
stockholders are not entitled to receive any dividend so long
as the cumulative preferred stock dividends are in arrears.

In case the certificate of incorporation makes no provision
concerning whether or not the preferred stock dividend is to
be cumulative, it has been held by the courts that the divi-
dend shall be cumulative. That is to say, in order for the
preferred stock to be non-cumulative as to dividends, the
certificate of incorporation must specially so provide.

A company sometimes provides that its preferred stock
shall be non-cumulative for several years, after which it shall
become cumulative. This provision relieves the company of
the necessity of paying full dividends on the preferred stock
during the early years when earnings are expected to be small
or of having the dividend accumulate as a charge against fu-
ture years, and yet assures the stock almost as good selling
power as if it had been fully cumulative from the first.

Redeemable stock.—Preferred stock, or certain classes of
preferred stock, are occasionally made redeemable. This
means that the company has the option under the conditions
and on the terms specified in the certificate of incorporation,
of redeeming or buying back the stock from the stockholders.
This redemption right rests, of course, entirely with the com-
pany, and stockholders can neither compel nor refuse re-
demption of their stock. Some advance notice of intended

! Barclay v. Wabash Railway, 280 U. 8. 197 (1930).
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redemption is usually provided for, and a redemption price is
generally set at a premium so as to compensate the holder for
the loss of his investment and give him an opportunity to
seek a reinvestment of his money without suffering loss of
income in the interim. Redemption at a premium is not
universal, however; many companies have the redemption
price set at par.

If the redeemable stock has the voting power, its redemp-
tion has considerable effect upon the control of the company
because of the elimination of all the votes represented by it.?

Redeemability may have a material effect, also, upon the
market price of a stock; the tendency is to keep the market
price lower than it otherwise might be. If the stock is re-
deemable at 110 and has an investment value of 140, a buyer
would in all probability refuse to pay this much for it, fear-
ing that the corporation might exercise its redemption privi-
lege and deprive him of his stock at 110. Such action would
entail considerable loss for him. If, on the other hand, the
investment value is below the redemption price, the redemp-
tion feature would ordinarily have no effect on the market,
unless it were to make the stock slightly less attractive be-
cause of the fact that there is an upper limit to the possible
price rise.

Convertible stock.—One or more classes of stock may be
made convertible; that is, exchangeable at the option of the
holder, into some other specified security. Conversion, un-
like redemption, is always at the option of the holder. The
certificate of incorporation may make certain stipulations or
set a certain time limit for the conversion, but within these
restrictions the stockholder can demand the conversion at his
pleasure. The most usual conversion permitted is from pre-
ferred to common stock. Convertible stock of this type is
rather popular because it enables the holder to receive pref-
erence as to dividends when the earnings are small and there
is little left for the common dividends, and yet permits him
to trade in his stock for common in case the earnings become
large and the common is receiving large returns. Having

* An example is the fight between Harriman and Hill for control of the
Northern Pacific in 1801. See G. Pyle’s The Life of James J. Hill, and
J. G. Kennan’s E. K. Harriman.
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once converted, of course, he cannot reconvert to what he had
before.

The matter of control, also, frequently enters into consid-
eration, as non-voting preferred stock is often convertible
into voting common stock. This feature will sometimes in-
duce stockholders to convert, even at a financial loss.

Occasionally stock is issued which is convertible into
bonds. This is rare, however, and is hedged about with
various protective stipulations. In the first place, such con-
version should be made only with the consent of the com-
pany, for if this were not the case, holders of such stock in a
weak or insolvent company could convert their stock into
bonds and thus share in the proceeds of dissolution ahead of
many creditors and on an equal footing with other bondhold-
ers of the company who acquired them through bona fide
purchase. Such a practice would be manifestly unfair.
The money which stockholders pay into the company for
their ownership is a part of the owned capital of the com-
pany, and it is upon the strength of this owned capital and
the security afforded by it that the company is enabled to
obtain its borrowed capital through the sale of bonds. If,
therefore, a large number of stockholders are permitted to

*convert their stock into bonds, thus becoming creditors of
the company instead of part owners, it naturally means an
increase of bonded debt with no increase whatever of assets,
and lessens the value of all other bonds.

Even should this conversion be left solely to the option of
the company, its exercise is permissible only to the extent of
the surplus and undivided profits, in order that the amount
paid in by these stockholders may remain intact.

Protected preferred stock.—Recently some companies
have been making some of their preferred stock especially at-
tractive as an investment by protecting the dividend. This
means simply that after the preferred dividend is paid, a cer-
tain amount is placed each year in a reserve or sinking fund,
before the dividend is paid to the common stock. This sink-~
ing fund is built up to some required size and is to be used to
pay the preferred dividends in case of poor years, when the
current surplus would not be sufficient. When this fund
reaches the stipulated size, it is not buil{ up further; the
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dividends can then go direct to the common stock, and the
fund payment does not need to come in ahead of their pay-
ment. If the fund is depleted, however, by being drawn on
to meet a preferred dividend in a poor year, it must be built
up to full requirements again as before.

Founder’s, promoter’s, and manager’s shares.—These
terms mean practically the same thing and are applied to
stock of a special type sometimes given to a founder or a
promoter for his services in organizing a company, or to a
manager for his services in conducting the business. This
stock is distinet from common stock and often is so arranged
that it will receive a special dividend only after the company
has attained a certain degree of prosperity or has paid cer-
tain specified dividends on all other stock. It is, thus, a
deferred stock. Such a type of stock is used much more in
England than in America. In America the term founder’s
share is practically synonymous with promoter’s share;
manager’s share is used in both countries.

Deferred stock.—This is a stock the dividend of which
is not to be paid until after the expiration of some given
time or until after the happening of some particular event.
It is quite common in England and follows the ordinary
(common) stock just as the ordinary (common) follows®
the preferred. In many cases it is sold to the public; in
other cases it is used as founder’s, promoter’s, or mana-
ger’s stock, as described above.

Debenture stock.—This term is very rarely used in the
United States. It is an English expression meaning, in real-
ity, not stock at all but a bond, corresponding to our deben-
ture bond. In American finance, however, the name has
been adopted by a few corporations and applies to a special
type of stock which confers rights that are superior to both
preferred and common. The stock is similar in nature to a
prior-preference stock. An excellent example of this use of
the term is the 7% debenture stock of the Bush Terminal
Company.

Prior preference stock.—Prior preference stock, or prior
lien stock, is a term rarely used; it indicates usually that,
after the issuance of the regular preferred stock, another
issue has been issued with the consent of the old stockhold-
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ers, having a claim prior to that of all other stocks on divi-
dends or assets. Upon issue it becomes a first preferred
stock, and the other names serve merely as convenient de-
scriptions. The prior preferred stock of the Consolidated
Cigar Corporation and the preferred stock of the Market
Street Railway Company of San Francisco are examples.

Guaranteed stock.—Guaranteed stock is stock the divi-
dend payments of which are guaranteed by some other com-
pany, usually one that is using the property of the issuing
concern. Railway companies frequently lease and operate
the property of other companies, and, as part of the rental,
they guarantee the payment of dividends at a certain rate to
all the stockholders. Although such operation is more gen-
eral among railway companies, it is also frequently practiced
among industrials. Preferred stock is sometimes referred to
as guaranteed stock, a term which, of course, is erroneous.
A corporation cannot guarantee its own stock and cannot
issue guaranteed stock.

Voting and non-voting stock.—All stockholders have the
inherent right to participate in the management of the cor-
poration through voting for directors and on other matters.
Non-voting stock may be issued, however, and purchasers of
such stock voluntarily surrender their voting rights. It is
generally customary to give the vote to the common stock
and to withhold it from the preferred. The vote may be ap-
portioned among several classes of stock in any desired man-
ner, as long as at least one class of stock is vested with voting
power. If stock is issued as voting stock, however, such
stock cannot be deprived of its vote without the consent of
the holder.

Vetoing stock.—Vetoing is the name given to stock which
does not have general voting power but which is entitled,
through ?rovision of the certificate of incorporation, to vote
on certain questions. Thus a certain issue of preferred
stock may be voteless except on the question of the issue of
additional preferred stock; on this question it is given the
votmg right.

It is quite common to give to non-voting preferted stock
the right to vote after its dividends have not been paid for a
certain number of years, and to continue this voting power as
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long as the dividends are unpaid or, in case of cumulative
preferred stock, as long as the dividends are in arrears. In
such cases this stock is given sometimes the right to vote
along with the common, sometimes the exclusive voting
right, and sometimes the right to elect the majority of the
board of directors.
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Questions for Study and Review

1. a. Define and explain the terms capital stock and capital.
b. Discuss in detail the term capitalization.

2. Differentiate between owned capital and borrowed capital.

3. Why is stock divided into classes, and what are the char-
acteristics which distinguish the two main divisions?

4. What are the fundamental rights of a stockholder in a cor-
poration?

5. What is the difference between the terms preferred as to
dividends and preferred as to assets?

6. Name and explain the several kinds of stock participation
in dividends.

7. What is cumulative stock, and what is meant when one
says that dividends are in arrears? Explain.

8. a. What is redeemable stock? At whose option is the
redemption? How does the redemption feature affect the mar-
ket price?

b. May the control of a corporation ever be. affected by
the redemption of stock?

9. a. What is convertible stock? Is convertibility a desir-
able feature for the stockholder? Why?
b. May the control of a corporation ever be affected by
the conversion of stock? Explain.
10. Compare and differentiate between cumulative preferred
stock and protected preferred stock.

11, Explain what is meant by managers’ shares; deferred stock.

12. Why do old stockholders have to consent before prior pref-
erence stock may be issued?

13. Differentiate carefully among voting stock, non-voting
stock, and vetoing stock.
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Problems

1. The certificate of incorporation of Company A authorizes
500 shares of preferred stock, and 1,000 shares of common stock,
each of $100 par value. The company has sold at par and
issued 450 shares of preferred stock and 800 shares of common
stock. It has sold and issued at face value ($1,000 each) 50
twenty-year, six per cent first mortgage bonds; and has bor-
rowed from the president of the company $2,000 on a two year
note to take advantage of a quick buy in raw material. It has
procured from its local bank $6,000 on 50-day notes to pay
current bills and take advantage of the cash discount. Its books
at the present time show surplus and undivided profits of $22,000.

What is the company’s capital stock; its capital; and its cap-
italization?

2. The Modern Printing Company, a corporation, has out-
standing $25,000 in 5 per cent preferred stock, and $25,000 in
common stock. All shares have $100 par value. In 1935, it
distributed as a dividend the sum of $1,250. In 1936, it dis-
tributed as a dividend the sum of $2,500. In 1937, it distributed
as & dividend the sum of $5,000. How would these sums have
been divided between the two classes of stock in the respective
years, provided:

a. That the preferred was non-participating?
b. That the preferred was participating simply?
c. That the preferred was participating immediately ?

8. A corporation has outstanding $3,000,000 worth of com-
mon stock and $2,000,000 worth of § per cent preferred stock;
all of the stock is composed of $100 par value shares. The
corporation declares a dividend of $1,000,000. How much money
will go to the preferred, and how much to the common, in each of
the following cases; what rate of dividend will each class of
stock receive in each case:

a. If the preferred is non-participating?

b. If the preferred is participating simply?

c. If the preferred is participating immediately?

d. If the preferred is cumulative, non-participating, and
has not received dividends for the past two years?

e. If the preferred is cumulative, participating simply,
and has not received dividends for the past two years?

/. If the preferred is cumulative, participating immedi-
ately, and has not received dividends for the past two years?



CHAPTER VIII

Financing by Means of Stock (Continued)

Names defining stock status.—Besides the names given to
the various classes of stock to indicate the rights and privi-
leges which they convey to their owners, there is another
series of names used. Each of these terms is applicable to
any class of stock and is intended to show the status of the
ownership of the shares.

These terms may be diagrammed as follows:

Outstanding.
( Part-Paid. { May become forfeited, in
which case it becomes un-
ISﬂued lssued stock.
. 1
Outstanding.
LFull-Paid.
Authorized Treasury.
Stock.
Never sold.
Unissued. 1 o134 but returned to unissued status
| through forfeiture.

A brief explanation of these terms will be helpful.

Authorized stock.—Authorized stock is the total stock of
all classes which the corporation is authorized to issue ac-
cording to its charter or certificate of incorporation. Re-
gardless of what stock is sold and what is unsold, or regard-
less of the price charged for it and the amount received for it,
the total quantity of authorized stock remains the same.
The amount of authorized stock can be neither increased nor
diminished except by amendment to the certificate of in-
corporation.

125
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Issued stock.—/ssued stock is that part of the authorized
stock which is issued or sold by the company. It may be
issued or sold for cash, property, or services, and may at a
given time be held by an outside individual or another com-
pany, or may be in the treasury of the issuing company. In
any case, it constitutes issued stock.

Unissued stock.—A corporation is not required to issue
all of its authorized stock and often does not do so. The
difference, then, between the authorized stock and the issued
stock constitutes the unissued stock.

Full-paid stock.—Full-paid stock is stock which has been
issued by the company and paid for either in cash, property,
or services up to its full par value; or, in the case of stock
without par value, it is that stock which has been paid up to
the full amount set by lawful methods as the price of the
stock. Full-paid stock carries no liability to creditors except
in banking corporations, where there is double liability on
the part of the stockholders. It may at any given time be
either outstanding stock or treasury stock, two terms which
are discussed below.

Part-paid stock.—Corporations are not permitted by the
statutes of most states to issue or sell their stock at less than
its par value, but they may sell it on a partial payment or in-
stallment plan, by which the purchaser pays a stipulated sum
at the time of sale and obligates himself to pay other sums
from time to time as the directors may call for them, until
the full par value has been paid Stock which has been thus
purchased but which has not as yet been paid for up to its
full par value is known as part-paid stock. When stock is
sold on the part-paid plan, it is quite common for the com-
pany to keep possession of the certificate until complete pay-
ment up to par value has been made, though some follow the
practice of issuing the certificate at once and marking it
“Part-Paid.”

Outstanding stock.—Qutstanding stock is the issued
stock, either full-paid or part-paid, owned or held by any
parties outside of the issuing company itself. It is, in fact,
all of the issued stock except that which may be held by the
company as treasury stock.

Treasury stock.—T'reasury stock is a corporation’s own
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stock, which has been issued and reacquired by purchase,
donation or otherwise. It must in every case be full-paid
stock; otherwise it cannot be accepted and held as treasury
stock. While held as treasury stock, it does not vote or draw
dividends. It can be sold by the company below par, if
desired, because the company has already received full par
value for it. In case of sale, it again becomes, of course, out-
standing stock and regains whatever dividend and voting
rights it originally had. While held in the treasury, it con-
stitutes an asset of the company, and on the balance sheet
may appear on the asset side; but it is considered preferable
to show it as a deduction from stock issued and outstanding.

Unissued stock is frequently called treasury stock, but this
name is entirely erroneous. The latter differs very definitely
from the former in that it has been issued, is fully paid, and
can be sold below par value.

Forfeited stock.—When a person holding part-paid stock,
on which installments of the unpaid portions up to par value
are callable, fails to meet any specified call of the directors,
his stock is forfeited to the corporation and reverts to the
status of unissued stock.

There are several ways in which the company may handle
the forfeited stock. It may resell it to the highest bidder as
part-paid stock. If the selling price is no greater than the
amount of the delinquent installment, the original purchaser
loses by forfeiture his entire deposit; but if it is in excess
of the delinquent installment, the original purchaser is given
the excess up to the amount of his original deposit. It may
be resold as full-paid stock; in this case the portion of the
selling price necessary to bring the total already received by
the company on the stock up to par is retained by the com-
pany, and the balance, if any, less the expenses of the sale, is
turned over to the original holder. The law of New York,
and of some other states, provides that upon default in the
payment of a call upon part-paid stock, the board of direc-
tors, after sixty days’ notice to the defaulting stockholder,
may declare forfeited not only the stock, but also all previous
payments made thereon (S. C. L., Sec. 68). Then the cor-
poration may, if it wishes, resell or reissue the forfeited stock
without payment of any kind to the defaulting holder.
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Creation of full-paid stock.—Sometimes it is considered
desirable for a corporation to sell certain of its par value
stock at a price below par value, or to have a certain amount
of a particular class of stock which it can offer as a bonus
with the purchase of other shares at the full price. In order
to accomplish this, it is necessary to create some full-paid
stock, which, of course, being fully paid to par, can be sold
by the company at any price or actually given away as a
bonus, without violating the law and without subjecting the
holder to any liability to creditors of the company.

In most states a corporation may accept as payment for
its stock either cash, services, or property. Therefore, a
quantity of stock may be issued for a patent, for real estate,
for goodwill, for another property, or for the services of a
promoter or organizer; this property or service is valued at
the par value of the stock thus issued. Such stock becomes
full-paid outstanding stock. The recipient of this stock can
then donate a part of it back to the company, thus creating
full-paid treasury stock which the company can sell below
par or give out as a bonus.

Some states are very strict in demanding and seeing that
the property or service given in payment for stock is not
overvalued. The New York statutes are quite liberal in this
matter, providing (8. C. L., Sec. 69) that, in the absence of
fraud in such a transaction, the judgment of the directors as
to the value of the property shall be conclusive.

It must not be understood from the fact that a seller of
property accepts stock in payment and then donates a part
of it back to the company, that his property has necessarily
been overvalued or that the transaction is fraudulent. Let
us take as an example a man with a valuable patent to be
exploited or a tract of land to be developed. This man,
however, has no money or capital and probably no ability
to carry on the necessary exploitation or development;
hence, he ean get absolutely nothing out of his holdings. A
certain corporation estimates that the patent or land is
worth to it $1,000,000. The corporation may offer the owner
$600,000 in its stock for his property, which we shall pre-
sume he is glad to take. Instead of giving him the $600,000
in stock, however, they agree to give him $1,000,000 worth
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(the value of his property to the corporation), with the
understanding that he will return $400,000 worth to the
treasury. The entire $1,000,000 worth of stock becomes full-
paid, and the company has $400,000 worth which it can
dispose of on any terms it may wish. The property has not
been overvalued because it is really worth $1,000,000 to the
company or to anyone in a position to exploit or develop it.
Today there is no particular virtue attaching to the issuance
of stock with a par value of $100. Corporations freely
issue stock with no par value as discussed below or stock
having par value as low as $1 per share.

 No-par value stock.—It has been seen from the foregoing
discussion that the use of stock with a par value may cause
some embarrassment in the starting of a business and even in
subsequent financing. In 1912, New York State authorized
the use of so-called non-par or no-par value shares. Since
that time, the use of no-par shares has so increased in popu-
larity that it is quite probable that two-thirds of all of the
common stocks outstanding and at least one-third of the
preferred stocks are no-par. No-par stock may be issued
with a stated value representing the minimum which may
be accepted by the corporation in payment for this stock.
The certificate of incorporation or the by-laws establish the
stated value. It is also issued with no designation of value
in any form.

" It has been pointed out by many financial writers that one
of the chief advantages of no-par stock is to do away with
subterfuges and fictitious values. It was felt that the ab-
sence of a printed par value upon the stockholder’s certificate
would make him realize that his share did not represent any
specific amount but rather a proportionate equity in the
assets of his corporation. All no-par value shares sold in
accordance with the statutes of the state and the provisions
of the certificate of incorporation are deemed fully paid and
non-assessable, and the holder of such shares is not liable to
the corporation or the creditor in respect thereto. Every
certificate of stock without par value must show the total
number of such shares authorized, as well as the number
represented by the certificate, and also the authorized num-
ber of par value shares, if any, and their par value; this
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practice makes it possible to determine the proportionate
interest in the net assets of a corporation which a given stock
certificate represents. Having no par value or base on which
to estimate a percentage dividend, the total dividend allot-
ment is divided equally among all the non-par value shares
outstanding and declared as so many dollars per share. (For
N. Y. statutes on non-par value stock, see S. C. L., Sec. 12.)

Negotiability of certificates of stock.—Ownership in cor-
porations, as represented by certificates of stock, is made
more liquid, more easily transferable, and hence more gen-
erally desirable, by reason of the fact that modern legisla-
tion makes such a certificate negotiable by indorsement.
That is, upon indorsement of the certificate by the owner,
it can be transferred from one person to another; and the
transferee, if he be an innocent purchaser for value, will have
absolute and sound title to the stock represented by the
certificate, regardless of whether the title of the transferor
was good or not. He does not purchase merely as good a
title as the previous holder had, as would be the case with
non-negotiable property. Thus title to these negotiable
certificates of ownership may pass through the hands of a
finder or thief to an innocent purchaser for value.

If a certificate be lost or stolen, the owner should imme-
diately notify the transfer agent of the company. If it is not
found, the company will issue the owner a duplicate upon
his putting up a bond to indemnify the company in case
the original certificate shows up in the hands of an honest
purchaser. In each state the negotiability of stock certifi-
cates dates from the passage of the legislation so affecting
them. In New York, the Uniform Stock Transfer Law,
under which stock certificates are made negotiable, was en-
acted September 1, 1913, and all certificates issued in this
state prior to that date remain non-negotiable.

The New Jersey Uniform Stock Transfer Act went into
effect March 18, 1916.
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Questions for Study and Review

1. What designations are given to stock to indicate the status
of its ownership? Define each.

2. Distinguish between treasury stock and unissued stock.

3. In what ways may a corporation handle forfeited stock
and previous payments thereon?

4, What may & corporation accept as payment for its stock?

5. What is non-par value stock?

6. How are dividends declared and paid upon non-par value
stock? Why are they declared in this manner?

7. Explain the meaning of negotiability.

8. Are certificates of stock negotiable? Give the name and
date of the New York State statute on this matter.

Problems

1. The following statements represent the eight successive
steps in the raising of capital for a corporation by the sale of
stock:

(1) The National Hat Manufacturing Corporation is
organized with authorization for $500,000 worth of
stock of a par value of $100.

(2) The company sells and issues $50,000 of its stock
at par to each of the following: Mr. Anson, Mr.
Buckley, Mr. Clay, Mr. Damon, and Mr. Elton.
Each pays in 10 per cent on his purchase.

(8) The company makes a call of 10 per cent on all of
its outstanding stock, and all the holders pay.

(4) Mr. Foster sells a patent to the company for
$40,000 and takes payment in stock.

(6) The company makes another call of 10 per cent on
its part-paid stock, and Mr. Buckley does not meet
it. Failure to do so causes his stock to be for-
feited.

(6) Mr. Foster donates $10,000 of his stock to the com-
pany. !

(7) The company sells $20,000 of its stock to Mr.
Green at par for cash.

(8) The company then sells all the stock it has, both
unissued and treasury, to Mr. Haskins, at the low-
est figure it can without subjecting him to any
future liability upon it.



Financing by Means of Stock (Cont.) 133

With these facts before you, work out the following questions:

a. Prepare a tabular statement showing the amount of
authorized, issued, unissued, outstanding, treasury, part-paid,
full-paid, and forfeited stock after the consummation of each of
the eight steps.

b. How much, and what kinds of, stock did the com-
pany sell to Mr. Haskins in the eighth step; what price did he
pay for the stock?

2. Following change of its common stock from par to no-par
value, the American Locomotive Company sold Mr. Anderson fifty
shares for $2,500. Explain Mr. Anderson’s liability on the stock.

3. a. Mr. Alton was the owner of a certificate for 50 shares
of stock in the Eastern Shipping Company, a New York corpo-
ration, bearing date of July 17, 1918. Wishing to dispose of
this certificate, he endorsed it in blank, but then lost it. It was
found by Mr, Baker, who sold it to his friend Mr. Clement, who
knew it to be a lost certificate found by Mr. Baker. Later Mr.
Clement gave the certificate to Mr. Davis as a present, and Mr.
Davis accepted it in good faith, not knowing that it was a lost
certificate. The following month Mr. Davis sold it to Mr. Em-
mitt, who, like Mr. Davis, knew nothing of its history. Mr.
Emmitt later sold the certificate to Mr. Fischer, who knew the
whole story of the certificate. In the case of each man, tell
whether or not he got title to the certificate, and why.

b. Assume all the conditions in part a of this problem
to hold except that the certificate was dated January 2, 1911.
Taking each man in turn, tell whether or not he would get title,
and why.



CHAPTER IX

Financing' with Borrowed Capital

Borrowed capital.—Almost all businesses today borrow a
considerable portion of the capital with which they do busi-
ness. If the loan is desired for a long period, it is customary
to issue bonds; if for a short time, notes are generally used.
Commercial paper, meaning notes of large denomination
sold through brokers to banks, is often used for large loans
of short duration. For temporary working capital needs,
funds are generally borrowed from banks on an open line of
credit. Thus, borrowed capital may be for either long-term
or short-term purposes, but is never permanent capital as is
that owned by the company. It likewise places upon the
company fixed or obligatory charges for the interest at stated
periods and for payment of the principal at the maturity of
the loan. The details of borrowed capital of various kinds
will be treated at length in future chapters. Let us at pres-
ent determine the reasons for borrowing in the financing of a
business.

Business borrowing.—Modern business methods have
changed the act of borrowing for business purposes from an
indication of weakness and improvidence to an evidence of
business strength and acumen.

In former times business men borrowed only in case of
financial necessity, and those who never had to borrow
prided themselves on the fact and were held up as proper
examples of business success. When a man sought a loan,
he became an object of considerable suspicion to his banker,
his creditors, and his fellow merchants or manufacturers.
The general opinion was that he must be very hard pressed
or he would not have to borrow. Often when borrowed capi-
tal could have been used to great advantage, it was not
made use of because of the danger to the credit and repu-

134
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tation of the business caused by its becoming known that
the business was borrowing money. When money was bor-
rowed, every effort was made to keep the transaction an
absolute secret. These conditions do not exist today, except
in some individual cases where attendant circumstances are
suspicious, or in small and circumscribed communities. The
business loan of today is very seldom an emergency measure
to bolster up a weak business. Generally, it is part of a
well-prepared plan to give additional strength to a strong
enterprise. As a matter of fact, a business which is in poor
condition and in dire need of money will find it almost
impossible to procure a loan under any conditions, while
the prosperous businesses have money thrust upon them.

The inexperienced will ask, “If a business is prosperous
and not in need of money for some emergency, why bor-
row?” The answer is that the object of borrowing today
is to supply additional capital upon which the business can
make a profit without either asking the owners for addi-
tional investment or selling an interest to outsiders, thus
increasing the number of persons among whom the profit
must be divided. Generally speaking, the more prosperous
a business is, the more advantageously it can use borrowed
capital.

Trading on the equity.—Suppose a certain business has a
capital oi $100,000, and is quite prosperous, earning a net
income of 20 per cent' on this capital. If the prosperity
is not merely a temporary condition, but extends back over
considerable time (and all indications are that it will con-
tinue), then the owners of the business might well say,
“Why be satisfied with $20,000 net ircome per year? Our
business is well established, and careful analysis and study
show that with larger capital we could do a proportionately
larger business—that we could, in short, make 20 per cent
net income on $150,000 as surely as upon $100,000. Why
not increase our capital and earn the extra income?”

Granting that all the conditions are as represented, it

1 This case is somewhat exaggerated, as there are very few businesses
capable of earning a net profit of 20 per cent on their capital, but the exag-
geration is intended to bring out the idea and the point involved more
clearly.



136 Financing with Borrowed Capital

would, of course, be perfectly good business policy to en-
large the business and enjoy the larger income. Then comes
the question of how to raise the funds for the increase of
capital. As is always the case, there are only two methods
available: selling an interest in the ownership of the busi-
ness, and borrowing money. Selling an interest in the own-
ership would mean either that the present owners would have
to put up additional capital and virtually buy the new
interest themselves, or that they would have to take in new
associates and thus increase the number of owners among
whom the profits must be divided. The former plan would
mean that the present owners, though drawing larger in-
comes each year, would be receiving no higher rate on their
enlarged investment than they are now receiving on their
present one. The latter would mean that the present owners
would be getting neither a larger amount nor a higher rate
than at present, but merely that they had let some other
party or parties in on their good proposition. There is really
no special reason for doing such a thing. If, of course, it can
be shown that the increase of capital will enable the busi-
ness to earn a higher rate than before, so that the income
of the original amount invested would be greater, then this
taking in of new owners is more justifiable.

Let us consider the proposition of borrowing $50,000 to
increase the business capital. In this case, the old owners
are not called upon for any additional investment, nor is
there taking in of new owners necessitating a wider division
of the profits. If the money can be borrowed at a normal
interest rate, say 6 per cent, a fixed interest charge of $3,000
per year will be placed upon the business. But the $50,000
additional capital in this business should earn profits at the
rate of 20 per cent, or an amount of $10,000. After paying
the interest charge of $3,000 out of this $10,000 profit, there
is left for the owners of the business the sum of $7,000, which
has been earned clean and clear for them by the borrowed
money and without any additional investment whatever on
their part. Their own investment of $100,000 has earned
$20,000; and if we add to this the $7,000 earned on the
borrowed capital, we have a net profit to the owners of
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$27,000, or 27 per cent on the actual amount they them-
selves have invested.

Of course, the lender of the additional capital has a claim
of $50,000 against this business, and the owners cannot be
said to own it all until they have paid back the loan. Their
actual ownership in the business is in the amount by whic
the total value exceeds the loans (in this case, presumabl
$100,000), and this is called their equity. The owners hav

an equity in the business rather than actual complete owner
ship; hence, doing business on partly borrowed capital whi
bas a prior cfaim on earnings and assets is Known as tradm

qQn the equity.

Effect of trading on the equity.—Trading on the equity,
or using borrowed capital in a business, is profitable as long
as the borrowed capital can be made to pay the busin'es‘?

more than it costs, but naturally it becomes a source of de
crease in profit rates when it costs more than it earns. Thi
gives rise to the easily remembered expression, “Trading
on the equity magnifies both profits and losses.”

5 Taske alear how this oosurs. 1ot s prestme that Mr. A
and Mr. B are respectively the proprietors of two similar
businesses having the same earning power and expense
ratio. Mr. 4 is doing business on a capital of $250,000,
which is all his own, while Mr. B is doing business on a capi-
tal of $375,000, of which $250,000 is his own and $125,000
is borrowed money. Each business has a normal yearly gross
income equal to 20 per cent of its capital, and normal annual
operating expenses equal to 60 per cent of its gross income.
Assume that Mr. B is paying interest at the rate of 6 per
cent on his borrowed capital.

The following schedule will show the variation of the
returns on the owner’s investment in each of these busi-
nesses for a normal year, for an especially good year, and
for a poor year.

The figuring of the operating expenses for the good and
for the poor years in this schedule is based on the assump-
tion that in each of these two businesses 60 per cent of the
normal operating expenses remains stationary, while 40 per
cent fluctuates in proportion to the increase or decrease of
the gross income.
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SCHEDULE

Mr. A’s Business Mr. B's Business
- A’s. Ouwned Capital $250,000
Ouwned Capital $250,000 |p,oed Capital, $125,000

Normal | Big Poor | Normal| Big Poor
Year | Year | Year Year | Year | Year
Gross Income. . .| $50,000 | $65,000 | $35,000 || $75,000 | $97,500 | $52,500
Operating Ex-
penses. . ..... 30,000 | 33,600 | 26,400 45,000 50,400 | 39,600
Net Income. . . .| $20,000 | $31,400 | $ 8,600 || $30,000 | $47,100 | $12,900
Fixed Charges ..[.......|.......|....... 7,500 7,500 7,500
Return on Own-
er’sInvestment| $20,000 | $31,400 | $ 8,600 || $22,500 | $39,600 | $ 5,400
Rate of Return
on Owner’s In-
vestment. .. .. 8%, 112,569, 3.44% 1l 9% 15.849. 1 2.16%

Here it can be seen that the person trading on the equity
has, even after paying the interest charges on the borrowed
capital, increased his rate of profit in the normal year, in-
creased it still more in an especially good year, but has had
it considerably reduced during a poor year.

It is, therefore, easy to understand that while borrowing
ca.pltal may be a good policy for a business with a stable
income, it is an nnproper and often dangerous one for a
company whose income is fluctuating; for, in a poor year
not only may the net profit be cut to zero by the operating
expenses plus the interest charges, but in many cases there
may not even be funds available for meeting the interest
charges.

It is a recognized financial axiom that, in similar busi-
‘nesses, the more stable the income, the more capital the
business can safely borrow. T
“Seécured and unsecured loans. —Doing business on partly
borrowed capital takes away from corporate directors, to
some extent, their absolute independence of action, for it
involves a lender as well as a borrower, and the lender’s
demands are frequently the determining factor in settling
the conditions of a loan.
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Money in comparatively small amounts can often be bor-
rowed without security; the borrower simply gives some
kind of acknowledgment of the debt, or possibly a simple
note promising to repay it at a certain time. Such loans
are usually obtained from personal friends of the proprie-
tors, or from the proprietors themselves, but they are seldom
for long periods.

Loans of this type, however, form only a part of the bor-
rowed capital used in business. Suppliers of long term capi-
tal often demand security as assurance that loans will be
repaid as agreed. This is evidenced by the general su-
periority of mortgage over debenture bonds as an invest-
ment medium. This security normally takes the form of a
lien upon some property of the borrower. This means, in
effect, that if the loan is not repaid in the manner and at the
time agreed upon, the lender will have a direct claim, up to
the amount of his loan and interest, upon the property of
the borrower on which the lien is placed, and usually he may
sell this property and repay himself out of the proceeds.
Any remainder, of course, goes to the borrower.

If the property has sufficient value, it is possible to ob-
tain several successive loans upon it that are known as the
first, second, third, fourth, and so on, liens. These successive
liens take precedence one over another, in the order of their
making. The terms senior and junior lien are frequently
used. The lien having first claim on a property is senior to
all others, and the one having the last claim is junior to all
others; while any intermediate lien is junior to all having
claim ahead of it and senior to all having claim subsequent
to it.

Prior lien means a lien placed upon property and taking
precedence over one or more liens already upon it. It may
be, and usually is, prior to all other liens, but it may by
arrangement be made prior only to the second and subse-
quent liens, the third and subsequent liens; or, in fact, it
may be inserted at any place in the line of liens. = Of course,
a prior lien can be placed upon the property only with the
consent of all the creditors whose claims it is to precede.

There are certain liens upon real property known as
statutory liens, which are not brought about by loans. The
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principal of these is the lien for taxes. The laws of most
states provide that taxes on land shall constitute a lien
thereon and that, if these taxes are not paid, the property
can be sold and the proceeds of the sale applied to the pay-
ment of the taxes. The lien for taxes takes precedence over
all other liens.

Security and equity.—The security back of a first lien
is the actual property upon which the lien is placed, but in
dollars and cents it is the actual price which this property
brings over and above the costs of selling when it is sold to
satisfy the lien. This amount can, of course, be estimated
only when the loan is made and the lien placed. The se-
curity back of a second lien is what is left of the selling price
after the selling expenses and the full claim of the first lien
have been paid. Likewise, the security back of each junior
lien is what is left of the selling price after the selling ex-
penses have been paid and all senior liens satisfied.

Any amount remaining after the selling expenses and all
the liens have been paid belongs to the borrower, the former
owner of the property, and is known as the owner’s equity.
While the loans and liens are actually standing upon the
property, the owner possesses his equity in it, but its amount
and value are only an estimation, as the property may sell
for either more or less than contemplated.

The owner’s equity, after the first lien, becomes the se-
curity for the second lien, and so on, since the equity after
each lien becomes the security for the succeeding one. Thus:

$100,000 Value of property, security of 1st lien.
50,000 Amount of loan secured by 1st lien.

$ 50,000 Owner’s equity, and security of 2nd lien.
15,000 Amount of loan secured by 2nd lien.

$ 35,000 Owner’s equity and security of 3rd lien.
10,000 Amount of loan secured by 3rd lien.

$ 25,000 Owner’s equity after 1st, 2nd, and 3rd Lens.

When property securing several successive liens is sold
to satisfy them, the senior lien is (after the payment of the
taxes and the expenses of foreclosure and sale) entitled to
complete satisfaction before the junior lien receives any-
thing. Likewise, each lien in succession must be satisfied
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in full before the next participates. Since sales to satisfy
liens are generally brought about by insolvency of the
debtor, there is often not enough left to satisfy more thanp”
the first or second lien. The question of precedence and
ticipation of liens will be discussed in more detail/in the
following study of mortgages.

The mortgage.—There are several kinds of liens upon.-
property: the statutory lien, spoken of above; the common-
law lien, the right to retain possession of property until the
debt or charge of the possessor is satisfied—such as, the right
of a garage man to hold an automobile until he has been
paid for the repairs, or of a hotelkeeper to hold the baggage
of a guest until his bill has been paid; the equitable lien,
one recognized only in equity; and the lien created by a
mortgage. It is about the last-named class of liens that we
speak in business finance.

When a person or firm borrows money and the lender
demands security, it is customary to give the latter a mort-
gage on certain property, which creates a lien on that prop-
erty for the benefit of the lender. The lien may be described .
as “a legal claim or hold on property as security for debt or
charge,” under which claim or hold the property may even-
tually be sold upon the instance of the holder of the lien to
satisfy his debt. The modern mortgage takes the form of a
deed to the property. One might presume that this form
conveys title to the creditor, but it does not, since it contains
a defeasance clause providing that the conveyance of title
is void if the debtor discharges his debt at the time and
in the manner agreed upon, and it also contains certain
covenants protecting the creditor while the debtor is in
possession of the property.

There are two parties to the agreement:

First, the mortgagor—owner of the property to be mort-
gaged, borrower of the money or ower of the debt, and
giver of the mortgage.

Second, the mortgagee—Ilender of the money or holder of
the claim, and acceptor of the mortgage.

These two parties may write into the mortgage agreement
any mutually satisfactory provision which the law permits,
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To facilitate the study of the corporate mortgage, it is
probably well first to take up the simple real estate mort-
gage, of which the following is a typical form with the
several clauses indicated and named.

Parties,

Preamble or
recital,

Granting clause, in-
cluding consider-
ation, Note that
the true consid-
eration is con-
tained in the re-
cital.

Description o:n the
property mort-
gaged.

REAL ESTATE MORTGAGE

THIs INDENTURE, made this 15th day of October,
1931, between William H. Bowen (unmarried), party
of the first part, and hereafter designated the mort-
gagor, and Henry A. White, party of the second part,
hereinafter designated the mortgagee.

WHEREAS, the said mortgagor is, by virtue of a
bond bearing even date herewith, justly indebted to
the said mortgagee in the sum of $5,000 lawful money
of the United States, secured to be paid on the 15th
day of October, 1936, together with interest there-
on to be computed from the 15th day of October,
1931, at the rate of 6 per cent per annum, and to be
paid on the 15th day of April next ensuing the date
hereof and semi-annually thereafter.

Now THIS INDENTURE WITNESSETH, that the mort-
gagor, for the better securing the payment of the said
sum of money mentioned in the said bond or obliga-
tion, with interest thereon, and also for and in con-
sideration of the sum of ONE DOLLAR, to the mortgagor
in hand paid by the mortgagee, the receipt whereof is
hereby acknowledged, does hereby grant and release
unto the mortgagee, and to his heirs and assigns for-
ever, ALL that certain lot, piece, or parcel of land, with
all the buildings and improvements thereon made or
erected, situate, lying and being in the Borough of
Manhattan, City, County, and State of New York,
bounded and described as follows, to wit:

BEGINNING at a certain point on the east side of
Adams Street, distance two hundred feet south of the
point known as the northeast corner of Adams and
Maple Streets, formed by the intersection of Adams
and Maple Streets, running thence (1) fifty feet due
south on a line with the said Adams Street; thence
(2) one hundred feet due east on a line parallel with
said Maple Street; thence (3) fifty feet due north on
a line parallel with said Adams Street; thence (4) one
hundred feet due west on a line parallel with said
Maple Street to the place of beginning. .
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ToceTHER with all fixtures and articles attached to
or used in connection with said premises, all of which
are declared to be covered by this mortgage, together
with the appurtenances, and all the estate and rights
of the party of the first part in and to said premises.

To mAVE AND To HOLD the above granted premises
unto the said mortgagee, his heirs and assigns forever.

ProvipED ALWAYS that if the said mortgagor, or the
heirs, executors, administrators, or the personal rep-
resentatives, successors or assigns of the said mort-
gagor, pay the said sum of money mentioned in the
said bond of obligation, and the interest thereon, at
the time and in the manner mentioned in the said bond
or obligation, then these presents and the estate
hereby granted, shall cease, determine and be void.

AND the said mortgagor covenants with the mort-
gagee as follows:

Fmst—That the mortgagor will pay the indebted-
ness as hereinbefore provided, and, if default be made
in the payment of any part thereof, the mortgagee
shall have power to sell the premises herein described
according to law. Said premises may be sold in one
parcel, any provision of the law to the contrary not-
withstanding.

Seconp—That the mortgagor will keep the build-
ings on the said premises insured against loss by fire
for the benefit of the mortgagee. And should the
mortgagee, by reason of any such insurance against
loss by fire, as aforesaid, receive any sum or sums of
money for any damage by fire to the said building
or buildings, such amount may be retained and applied
by said mortgagee toward payment of the amount
hereby secured, or the same may be paid over either
wholly or in part to the said mortgagor, or the heirs,
successors or assigns of the mortgagor, to enable said
mortgagor to repair said buildings or to erect new
buildings in their place or for any other purpose or
object satisfactory to the said mortgagee, without af-
fecting the lien of this mortgage for the full amount
secured hereby before such damage by fire, or such
payment ever took place.

TrHIRD—ARd it is hereby expressly agreed that the
whole of said principal sum, or so much thereof as
may remain unpaid, shall become due at the option of

Habendum clause.

Defeasance clause,
States conditions
under which con-
veya fm:e granted
in former para-
graphs  will be
defeated.

Covenants.

Covenant conferring
right to sell.

Interest and tax
clause, May ac-
celerate the ma-
turity.
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R!al:l‘ol subroga-

the mortgagee after default in the payment of any
tax, assessment, or water rate for sixty days after
notice and demand, or in case of the actual or threat-
ened demolition or removal of any building erected
upon the said premises, anything herein contained to
the contrary notwithstanding.

FourtH—That the mortgagor will execute any fur-
ther necessary assurance of the title to said premises
and will forever warrant said title.

Frrra—That if default shall be made in the pay-
ment of the principal sum mentioned in the said bond,
or of any installment thereof, or of the interest which
shall accrue thereon, or of any part of either, at the
respective times therein specified for the payment
thereof, the mortgagee shall have the right forthwith,
after any such default, to enter upon and take posses-
sion of the said mortgaged premises, and to let the
said premises, and receive the rents, issues, and profits
thereof, and to apply the same after payment of all
necessary charges and expenses, on account of the
amount hereby secured, and said rents and profits are
in the event of any such default hereby assigned to
the mortgagee.

SixTH—And the mortgagee shall also be at liberty
immediately after any such default, upon proceedings
being commenced for the foreclosure of this mortgage,
to apply for the appointment of a receiver of the rents
and profits of the said premises without notice, and
the mortgagee shall be entitled to the appointment of
such a receiver as a matter of right, without consid-
eration of the value of the mortgaged premises as se-
curity for the amount due the mortgagee, or the
solvency of any person or persons liable for the pay-
ment of such amounts.

SeveNTH—And the mortgagor does further cove-
nant and agree that, in the default of the payment of
any taxes, charges, and assessments which may be
imposed by law upon the said mortgaged premises, or
any part thereof, it shall and may be lawful for the
said mortgagee, without notice to or demand from the
mortgagor, to pay the amount of any such tax, charge,
or assessment, and any amount so paid the mortgagor
covenants and agrees to repay to the mortgagee, with
interest thereon, without notice or demand, and the
same shall be a lien on the said premises, and be
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secured by the said bond and by these presents and
the whole amount thereby secured, if not then due,
shall thereupon, if the mortgagee so elect, become due
and payable forthwith, anything herein to the con-
trary notwithstanding.

Eierara—It is hereby further agreed by the parties
hereto that, if at any time before said bond is paid,
any law be enacted changing the law in relation to
taxation so as to affect this mortgage or the debt
thereby secured, or the owner or holder thereof, in
respect thereto, then said bond and this mortgage
shall become due and payable at the expiration of
thirty days after written notice requiring the payment
of the mortgage debt shall have been given to the
owner of the mortgaged premises, anything herein
contained to the contrary notwithstanding.

Ninta—The mortgagor, or any subsequent owner
of the premises described herein, shall, upon request,
made either personally or by registered mail, certify,
in writing, to the mortgagee or any proposed assignee
of the mortgage, the amount of principal and interest
that may be due on this mortgage, and whether or not
there are any offsets or defenses to the same, and upon
the failure to furnish such certificate after the expira-
tion of six days in case the request is made personally,
or after the expiration of thirty days after the mail-
ing of such request in case the request is made by
mail, this mortgage shall become due at the option of
the holder, anything herein contained to the contrary
notwithstanding.

TeNTH—It is expressly understood and agreed that
the whole of said principal sum and the interest shall
become due at the option of the mortgagee, upon
failure of any owner of the above-described premises
to comply with any requirement of any department of
the City of New York, within six months after notice
in writing of such requirements shall have been given
to the then owner of the said premises by ‘the mort-
agee, anything herein contained to the contrary not-
withstanding.

ErzveNTE—EvVery provision for notice and demand
or request contained herein shall be deemed fulfilled
by written notice and demand or request personally
served on one or more of the persons who shall at the
time hold the record title to the premises, or on their

Brundage clause,

Covenant to give
estoppel  certifi-
cate. If the mort-
gagee wishes to
sell the mortgage,
this certificate
will be demanded
by the purchaser
of the mortgage.

Acceleration of ma-
turity. Caused
violation of muni-
cipal ordinances,

Covenant as to
communications.
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heirs or successors, or by registered mail directed to
such person or persons or their heirs or successors, at
his, their, or its address to the mortgagee last known.

IN wiTNEss WHEREOF, the said mortgagor hath
signed and sealed this instrument the day and year

first above written.
WiLLiaM H. BoweN (Seal)

Signed, sealed and delivered in
the presence of
JorN Dok.
RicHARD RoE.

State of New York 880
County of New York |~

On this 15th day of October, 1931, before me per-
sonally came William H. Bowen, to me known and
known to me to be the person described in and who
executed the foregoing instrument, and he duly ac-
knowledged to me that he executed the said instru-
ment for the purposes therein contained.

Notary’s Official Signature.
(Notarial Seal.)

The above example of the real estate mortgage shows the
kind of document given by the mortgagor to the mortgagee
to secure the payment of money. Similar mortgages may
be given to secure the performance of some other act by
the mortgagor.?

This particular instrument was given in connection with
a bond executed by the mortgagor, who promised to pay the
stipulated sum to the mortgagee at a stated time. The bond
evidences the debt, and the mortgage conveys the property
as security for the debt. Occasionally, however, a real estate
mortgage is given without an accompanying bond.

A corporate mortgage, that is, a mortgage given by a
corporation conveying all or part of its property as security,
differs in some respects from the real estate mortgage, but
is based upon the same general principles. It will be dis-
cussed separately in Chapter X.

? Many states authorize the use of a statutory form of mortgage, much
shorter and simpler than the above; but for other than somewhat small and

routine transactions, most attorneys prefer to draw an individual mortgage
especially covering each individual case.
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Equity of redemption.—A glance at the foregoing mort-
gage will show that, if the form ended with the habendum
clause, it would have the effect of a deed and the mortgagee
would receive absolute title to the property. The next
clause, known as the defeasance clause, however, provides
that the mortgagor may satisfy the lien by paying the debt
when and as it is due.

While the old form of the mortgage may be retained, os-
tensibly transferring the title to the mortgagee, modern
legislation leaves the title in the mortgagor during the life
of the mortgage, and also a continuous equity in the property
equal in value to the excess of the property value over the
amount of the mortgage. The privilege of the mortgagor to
repay the loan in the manner set forth in the mortgage and
free his property from the lien of the mortgage is known
as his equity of redemption.

Possession of mortgaged property.—Under the old An-
glo-Norman Vif-Gage, property transferred to a creditor to
secure repayment of a loan was taken actual possession of
by the creditor, and he enjoyed all the rents and profits from
it till he had been repaid the loan. The old Mort-Gage did
not give the creditor actual possession, but provided that, if
the debtor did not pay up the loan on the due day, title to
the entire property went over to the creditor absolutely and
forever.

The modern mortgage, however, does not give the mort-
gagee possession of the mortgaged property; and in case of
default it gives him merely the right to sell and take his
due in cash, and the remainder goes to the mortgagor as the
value of his equity.

Operation of foreclosure claims.—If the principal of a
mortgage debt is not paid at maturity, or if any default is
made and thus brings about an accelerated maturity, the
mortgagee will start proceedings of foreclosure and sale to,
procure a court order for the selling of the mortgaged prop-:
erty and the satisfying of his debt from the proceeds of
the sale.

If there is only one mortgage on the property, the first
of the proceeds, after the expenses of foreclosure and sale
have been paid, go to the creditor, and anything remaining
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goes to the debtor. If the property does not bring enough
to satisfy the mortgage lien, the purchaser, nevertheless,
receives a clear title; the creditor receives all of the pro-
ceeds and has a personal claim against the debtor for any
balance of the loan not satisfied by the sale.

There is a rather widespread impression that if the pro-
ceeds from the sale of a piece of mortgaged property are
not sufficient to satisfy the mortgage, the mortgagee loses
the shortage; that he is, in other words, entitled to no more
than the proceeds from the property which he accepted as
security for his loan. This impression, of course, is not
correct. The law looks upon the debt as the principal thing
and the mortgage as an incident. If A owes B $10,000, and
B collects by sale of A’s property only $7,000, then A cer-
tainly still owes him $3,000. In other words, if B, through
either his goodness of heart or ignorance of values, had
advanced A money in an amount larger than A’s security
warranted, he should not be penalized for it.! Where there
are several successive mortgages, however, the procedure is
not quite so simple as where there is but one. The fore-
closure on any one mortgage brings about the settlement of
all mortgages junior to it, but does not affect in any way the
status of mortgages senior to it.

Thus, if foreclosure is made on the first mortgage, the
buyer gets the property clear of all incumbrances and the
purchase price (after the cost of foreclosure and sale has
been deducted) will be applied to paying off all the mort-
gages in seqience. Any mortgagee or mortgagees concerned
who find the proceeds exhausted before they are satisfied
have a personal claim against the mortgagor for the amounts
still due them.

Where foreclosure is made, let us say, on the second
mortgage (and there are several successive mortgages on
the property), the standing of the first mortgage is not
affected; the purchaser acquires the property subject to
the first mortgage, taking care, of course, not to pay more
for the property than the difference between its real value

* Emergency legislation in a number of states has had the effect of making
it practically impossible to obtain a deficiency judgment if the property
sells below its real value because of depressed economic conditions.
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and the claim of the first mortgage. The first clear money
from the sale then goes to pay the second mortgage and
each in succession down the line; any unsatisfied mortgagee,
as above, has a personal claim against the mortgagor but
not against the specific property just sold. The effects of
the foreclosure of any mortgage in the series can be analyzed
in the same manner.

Suppose a piece of property to be security for four suc-
cessive mortgages: the first for $50,000; the second for
$30,000; the third for $20,000; the fourth for $10,000. To
see the result of foreclosure and sale by any one of the mort-
gages, at various net prices, study the accompanying table.

TABLE OF MORTGAGE LIEN CLAIMS ON PROCEEDS OF SALE

1st Mtg. 2nd Mig. 3rd Mtg. 4th Mtg.
Foreclosed | Purchaser o{zsso,ooo o{g $30,000 o;e $20,000 oéno,ooo ‘i‘am"

By R
Personal
MNMJ" %!fl" $50,000. | $30,000. | $20,000 ﬁhrie? gor | Nothing
3 e. ,000. ,000. ,000. or of 3
Proceeds in :he gxm
$100,000. of $10,000.
2nd Mtg. Title Holds $5,000 and
Net Subject Mortrce $30,000. $20,000. Personal
Proceeds to the as Before. Claim on Nothing.
$55,000. 1st Mtg. Moﬁcmr
of $5,000.

SNk | subjeet | Morigaae | Mostgaes | $20,000. | $10,000. | Nothing
[} ubject o) (e) . ! 8 Of .
Proceeds to l:t & | as Before. | as 153::': '

$30,000. | 2nd Mtgs.

YOt | Subjeet | Moriguae | Mortsnge | Mocigns $10,000 $5,000
@ uDjec 0! 0! A . N 3
foty | as Before. | as Before.

Prooceeds to 1st, as Before. | as Before.
$15,000. 2nd, and
3rd Mtgs.
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Questions for Study and Review

1. How does business borrowing of today differ in character
and purpose from that of former times?

2. Explain in detail the meaning of and the justification for
trading on the equity.

3. Explain the statement, “Trading on the equity magnifies
both profits and losses.”

4. Explain and illustrate by assumed figures the terms secur-
ity and equity.

5. Describe and summarize the contents of a real estate
mortgage.

6. During the life of a mortgage, who has possession of the
mortgaged property?

7. Explain what is meant by a junior mortgage; a senior
mortgage; a prior lien.

8. If property sold under a mortgage does not produce suffi-
cient money to satisfy all of the mortgagees in full, can they sat-
isfy their claims in full in any other manner?

9. Explain how the foreclosure of any mortgage affects the
standing of other mortgages on the same property.

Problems

1. Prepare a tabulation, similar to that shown in the text,
showing, by means of a comparison of two similar businesses, the
results of trading on the equity. The following data are given for
your tabulation:
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Business No. 1

Owned capital. . .........covvieiiiiiiinnnnnnn $400,000
Borrowed capital............... ... .. i none
Gross income, normal year........................ $100,000
Operating expenses, normal year.................. $60,000
Gross income, big year. ................. 209, above normal
Gross income, poor year................. 209 below normal
Business No. 2
Owned capital. . ..........covveriiviiiiiinnnnn. $400,000
Borrowed capital....................... .. ...l $400,000
(Borrowed capital obtained at 7%, interest)
Gross income, normal year........................ $200,000
Operating expenses, normal year. ................. $120,000
Gross income, bigyear.................. 209, above normal
Gross income, poor year................. 20% below normal

In each business, 60 per cent of the operating expenses is invari-
able and 40 per cent fluctuates with changes in the gross income.

2. A house and lot belonging to Mr. Hopkins is to be sold
because the owner has defaulted on a third mortgage. Mr. Rob-
inson wishes to purchase it for a home, but knows nothing of the
details regarding mortgages and asks you for advice as to how
much to bid for it at the sale and what title he will have to the
property if he buys it.

You find that the property is assessed for tax purposes at
$20,000; that it is probably worth, at other than a forced sale,
at least $30,000; that it has a first mortgage of $4,000, a second
mortgage of $8,000, and a third mortgage (now foreclosing) of
$5,000. Advise Mr. Robinson in detail.

3. Prepare a schedule of mortgage lien claims, under various
foreclosures, upon the proceeds of sale (similar to that shown in
the text of this chapter), using the following figures:

Amount of Ist mortgage............coiiiiiiiiiiinan. $20,000
Amount of 2nd mortgage. .. ........ ... it 8,000
Amount of 3rd mortgage. . ........ ... iiiiiiiiiiaan. 15,000
Amount of 4thmortgage. . .........ccovviiiiiiiinnns 4,000
Sale under 1st mortgage foreclosure brings net ........ $50,480
Sale under 2nd mortgage foreclosure brings net ....... 26,925
Sale under 3rd mortgage foreclosure bringsnet ........ 19,000

Sale under 4th mortgage foreclosure brings net ....... 6,250
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4. Abbey & Company, manufacturers of a certain product by
a secret process, have real estate conservatively valued for their
own use and occupancy at $100,000. It carries a first mortgage
of $50,000, a second mortgage of $10,000, and a third mortgage
of $5,000. Business has been excellent, but at the present time
it is in & precarious condition because of the need of $20,000 for
temporary funds. The proprietors as well as the mortgagees are
confident that the company will pull through this crisis success-
fully if it can procure the money. If it cannot, then failure will
probably result. The nature of the real estate is such that the
property would be worth very little unless it were used by the
present firm in its present business. Neither the owners nor
the mortgagees can put up any more money, and outsiders have
refused to advance any on a fourth mortgage. Advise in detail
as to any solution to the problem that you may have.



CHAPTER X

The Corporate Mortgage

The corporate mortgage.—While the corporate mortgage
follows the general lines of the real estate mortgage, there
are a number of additional features which must be taken
into account.

Corporations will, as a rule, mortgage not merely their
real estate, but even the business itself, including the ground,
buildings, machinery, stock, raw material, trade names,
trade-marks, patents, goodwill, cash, accounts receivable,
securities owned—in fact, their every asset. Thus, the cor-
porate mortgage is much broader in its scope and requires
much more detail in the description of the mortgage prop-
erty than does the real estate mortgage. Furthermore, since
the bonds issued under the corporate mortgage are almost
always very large in number, and are often paid off in vary-
ing manners and at various times, the instrument becomes
especially complicated in this respect.

A corporation may, of course, secure a loan through a
regular real estate mortgage upon a certain piece of its prop-
erty, or several loans by different mortgages on respective
pieces of property, but the general practice, which happens
to be also the best financing, is to avoid a number of small
mortgages and to consolidate all loans as much as possible.

Other distinct features of the corporate mortgage follow
in the succeeding paragraphs.

Mortgage bonds.—Borrowing corporations include, usu-
ally, our big businesses, and when they borrow, they do so
in large amounts. It is impossible for one of them to pro-
cure a tremendous loan from one person and issue him a
mortgage as security. It is necessary to have a large num-
ber of persons participate in these corporate loans; and each
must be given an evidence of the indebtedness of the com-

153
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pany to him, as well as be provided with security through a
mortgage. To supply the evidence of indebtedness, the
corporation issues its bonds to the persons lending the
money.

A corporate bond is a written promise, under seal, to pay
a specific sum of money (usually $1,000) at a fixed time in
the future (usually more than ten years after the promise is
made) ; and it is generally one of a series of similar bonds,
all of which carry interest at a fixed rate and are covered by
a so-called deed of trust, or mortgage, in which the corpora-
tion’s property is mortgaged to a trustee for the benefit of
all the bondholders.

A person lending money to a corporation and accepting
its bonds as evidence of the debt is said to buy the bonds,
and he thereby becomes a bondholder of the corporation.
These instruments are fully transferable; consequently one
may buy a bond from a bondholder and become a bond-
holder himself years after the flotation of the loan, and yet
have no direct transaction with the issuing corporation itself.

The trustee.—While it is perfectly feasible to evidence
the debt of the corporation to each of the lenders by issuing
to him bonds in the amount of his contribution, it is mani-
festly impracticable to execute a mortgage to each one in
order to secure his individual loan. The matter of mortgage
security is provided for by executing only one mortgage,
which secures all the bonds issued under it and is made out
not to the bondholders direct, but to a trustee who holds it
for the benefit of all the bondholders. Under the Trust In-
denture Act of 1939, a trustee must be “a corporation organ-
ized to do business under the laws of the United States or
of any state or territory . . . which is authorized under
such laws to exercise corporate trust powers, and is subject
to supervision or examination by federal, state, or terri-
torial authority.” The act further provides that the trustee
shall have a combined capital and surplus of not less than
$150,000. The above law undoubtedly contemplates a con-
tinuation of the usual practice of appointing a national
bank or trust company as trustee. This has been the prac-
tice for many years and is desirable because a corporation
has continuous life and is more likely than a natural person
to be impartial, independent, and capable; in addition, bank-
ing corporations are subject to governmental supervision.
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A corporation acting as a trustee in a corporate mortgage
sometimes finds it difficult or impracticable to perform its
functions in states outside of one in which it is organized,
and for this reason many modern mortgages name a natural
person (a citizen of the United States) as a co-trustee with
the corporation, so that he may, under his constitutional
rights, act freely in any state where the corporate trustee
may find it impracticable to operate.*

In such a case the corporation is known as the corporate
trustee, and the natural person as the individual trustee.

Parties to the corporate mortgage.—From the foregoing
it is clear that one of the essential differences between the
real estate mortgage and the corporate mortgage is that the
latter is an instrument of three parties while the former is
of only two.

The three parties to the corporate mortgage are the cor-
poration, the bondholders, and the trustee.

The corporation gives the mortgage in order that it may
keep possession and control of its property and at the same
time assure the bondholders the greatest possible security
It therefore procures the loan at the lowest possible rate of
interest.

The bondholders demand the mortgage in order that they
may obtain and hold the earliest and the strongest possible
lien on property to assure the repayment of their loan.

The trustee is served by the mortgage through obtaining
thereby the legal right to protect the bondholders without
assuming any correlative obligations.

The duties of the trustee are:

1. To authenticate the issue of bonds.

That is, to sign a statement on each bond affirming that
it is in reality one of the bonds issued pursuant to the terms
of the mortgage. This authentication is a warranty on the
part of the trustee that its issuance does not exceed the
amount of bonds authorized under the mortgage.

2. To represent the bondholders in the protection of their
rights.

3. To enforce the lien in case of default.

4. To comply with the provisions of the Federal Trust
Indenture Act.

Since the corporation mortgage is made out to the trustee

*The Trust Indenture Act of 1939 contains a provision permitting tke
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and not to the real lenders of the money, the question is
frequently asked as to who is the mortgagee.

This is answered by stating that both trustee and bond-
holders are mortgagees, the former being designated as the
legal mortgagee, and the latter as the beneficial mortgagee.

The opening clause of the corporate mortgage will, there-
fore, usually appear approximately as follows:

THIS INDENTURE, dated the fifteenth day of October, one thou-
sand nine hundred and thirty-one, between the Upton Manufacturing
Company, a corporation organized and existing under the laws of the
State of New York, hereinafter czlled the “Company,” party of the
first part, and Oldham Trust & Savings Bank, a corporation organ-
ized and existing under the laws of the State of New York, herein
called the “Corporate Trustee,” and William C. Maple, herein called the
“Individual Trustee,” parties of the second part, WITNESSETH :

It will be seen, then, that the lenders or bondholders, who
are really a party in the agreement, and who are the bene-
ficial mortgagees, do not appear as a party in the mortgage;
that document merely gives to the trustees a lien upon the
property for the benefit of the bondholders. The rights and
privileges of the bondholders are, however, fully set forth in
the body of the mortgage.!

Form of the bond.—While the mortgage gives the secu-
rity to the bondholders by giving a lien to the trustee on the
property of the corporation to guarantee the repayment of
the debt and the payment of the interest, the bond is the
document naming some specific amount (usually $1,000) to
the extent of which the bondholder participates in the entire
loan and in the protection of the mortgage, in other words,
the corporation’s evidence of debt to him.

The bond should be worded carefully so as to set forth its
purpose in a clearly understandable manner.

To every bond of the coupon type (see page 173), there
is attached a series of coupons, each of which is worth the
interest for a period of six months. The coupon usually
reads about as follows:

*For a complete text of an excellent example of a corporate mortgage,
see the mortgage of the Jones-Laughlin Steel Company, in Gerstenberg,
C. W., Materials of Corporation Finance, pp. 183-254.
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Nowovuvvnn.. $25.00

On the fifteenth day of .................. , 19...., the Upton
Manufacturing Company will pay to the bearer at the agency of the
Company in the Borough of Manhattan, in the City of New York,
or at the office of the Oldham Trust & Savings Bank, in the City of
New York, as the bearer may elect, twenty-five dollars in United States
currency, being six months’ interest then to become due on its First
Mortgage Thirty-Year, Five Per Cent Bond No............... unless
said bond shall have been called for previous redemption.

....................

Then, there will also be the certification of the trustee,
which authenticates the bond and which generally reads as
follows:

This bond is one of the bonds described in the within-mentioned
mortgage and deed of trust.

Oldham Trust & Savings Bank.

Types of mortgages.—After a corporation has decided to
borrow money through mortgage bonds, it has to determine
upon the manner in which the bond issue shall be carried out.
This procedure is, of course, provided for in the mortgage;
but three distinet types of mortgages have been developed
and are in current use. These are the closed end mortgage,
the open end mortgage, and the limited open end mortgage.
Each will be explained separatzcly.

The closed end mortgage.—The closed end mortgage is
one under the terms of which the corporation may issue
bonds in a certain designated amount and all at one time.

As far as the buyer of these bonds is concerned, the name
means that he knows exactly how many bonds are secured
by his mortgage at the time of its making, and he knows
further that at no future time can additional bonds be
issued under it, thus reducing his proportionate security.

To the corporation the name means that if, prior to the
repayment of these bonds, it needs to sell other bonds and
use the same property for security, it can do so only by
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making another mortgage, which will be junior to the one in
question. The bonds of the junior mortgage will probably
have to carry a higher rate of interest or else be sold at a dis-
count in order to counterbalance the lesser degree of security.
Since a corporation is never by any means sure that it will
not desire to sell more bonds within a few years, the closed
end mortgages are not universally desirable.

The open end mortgage.—The open end mortgage is one
which is just the opposite of the closed end mortgage; it
simply authorizes the issuance of bonds without setting
forth the number to be issued. Under such a mortgage a
corporation may issue bonds in whatever number it sees fit;
later it may put out another issue, and still later another,
and so on as long as it can find purchasers. The various
issues of bonds, though some may be dated years ahead of
others, have no priority one over another; all are issued
under the same mortgage, and in case of foreclosure all
holders will share pari passu in the proceeds.

A bondholder who possesses bonds of one of the earlier
series under such a mortgage faces the possibility of watch-
ing the equity grow thinner and thinner as the corporation
continues to issue more bonds against the same property.
In actual practice such a thing is usually avoided by placmg
in the mortgage certain restrictions, or escrow promswns,
which protect the bondholder agamst the carrying too far
of such future bond issuing. These restrictions will be taken
up later.

The limited open end mortgage.—The limited open end
mortgage has been devised to eliminate certain very appar-
ent objections which are attached to the closed end mort-
gages and the open end mortgages.

This type of mortgage provides that a certain definite
maximum number of bonds may be issued; it further pro-
vides that these bonds may be issued in different groups
from time to time instead of being compelled to be issued all
at once, as is the case in the closed end mortgage.

Such a provision is quite advantageous to the issuing cor-
poration; it may authorize an ample issue of bonds at one
time and under the same mortgage, but it may issue them
in small or large lots, as they are needed from time to time.
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The interest charges will thus have to be paid only on those
bonds actually issued for money that is being used. This
feature is the same as under the open end mortgage; how-
ever, under the limited mortgage it is known that the fixed
maximum limit of bonds cannot be exceeded. Thus an abso-
lute equity can be offered to bondholders just as under the
closed end mortgage.

A limited open end mortgage is often more advantageous
to the bondholders than a closed end mortgage of the same
amount because, unless and until the limited open end bonds
are issued up to the prescribed limit, there is additional
equity back of the outstanding bonds, and interest is being
paid only on bonds representing funds in actual use; while
closed end bonds have from the start the minimum equity
and entail interest payment on the full face of the mortgage.
Moreover, while the limited open end mortgage authorizes
a maximum issue which cannot be exceeded, this maximum
issue may never be reached. Thus each bondholder is often
given an even larger equity than he has been promised.

This type of mortgage is usually more advantageous to
the bondholders than the open end mortgage, because under
no circumstances can more than the stated number of bonds
be issued. Thus the bondholders are assured at the very
start of their security and equity, whereas under the open
end issue the bondholders cannot tell how far their respec-
tive interests may be subdivided by the issuance of more and
more bonds without definite limit.

All bonds iss@ied under the limited open end mortgage,
like those under the open end mortgage, are on exactly the
same footing—none senior or junior to any other, regardless
of the time of actual issuance.

Restrictions or escrow provisions.—From a general
description of an open end mortgage it would appear that
a corporation might persist in issuing bonds from time to
time until the amount of bonds outstanding under the mort-
gage would be much greater than the entire value of the
mortgaged property. Such a procedure would thus wipe
eut all equity and give only partial security. Indeed, such
would be the actual case except for the fact that mortgages
of this type contain certain restrictions or escrow provisions
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to guard against this very thing and so protect the bond-
holder to a considerable extent.

These restrictions vary considerably in intent and in
wording, but the usual ones are as follows:

1. After the issuance of a specified number of bonds, usually an
amount for which the value of the mortgaged property would furnish a
reasonable security, no further bonds shall be issued except in pro-
portion to the increase in the value of the mortgaged property.

2. Bonds shall not be issued in greater number in any one year than
is specified in the mortgage.

3. No additional bonds shall at any time be issued if their issuance
would cause the total fixed charges to exceed a certain proportion of
the net quick assets.

4. No additional bonds shall at any time be issued if their issuance
would cause the total fixed charges to exceed a certain proportion of
the annual net income.

5. No additional bonds shall be issued unless an annual improvement
fund has provided for the improvement of the mortgaged property.

It may be seen quite readily that the insertion of several
restrictions similar to some of these will serve to protect,
both as to principal and interest payments, holders of bonds
under open end mortgages.

In many cases the bonds authorized by limited open end
mortgages are greater in amount than can be justified by
the present value of the mortgaged property; the justifica-
tion for such a practice is that the corporation wishes to
have the large number authorized but intends to issue them
progressively only as the value of the security increases and
justifies such additional issues. In these limited open end
mortgages there should be placed restrictions similar to those
described above for the open end mortgage.

The after-acquired clause.—The corporate mortgage, like
the real estate mortgage, is in form a deed with a defeasance
clause and with certain covenants. It contains practically
the same principal clauses and the same type of covenants
as does the real estate mortgage but goes, of course, much
further because it has clauses and covenatits describing the
bonds and setting forth in great detail the rights of the
bondholder and the obligation of the company in regard to
them.
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There is one clause, however, appearing almost invariably
in corporate mortgages and not in real estate mortgages,
which deserves special attention. This is the after-acquired
clause. By this clause the mortgagor company provides
that, in addition to all the property set forth in the descrip-
tion clause, there shall also come under this mortgage, as
additional security to the bondholders, all other property
that the mortgagor company may acquire during the life of
the mortgage.

Since progressive and prosperous corporations are usually
expanding and acquiring additional property, and especially
since the proceeds from the sale of bonds are often used
immediately for the purpose of acquiring additional prop-
erty, this after-acquired feature of the mortgage tends to
give the bonds greater security and makes them sell at a
better price or at a lower interest rate than they otherwise
might. This, of course, is the exact purpose the corporation
had in view when it placed the after-acquired clause in the
mortgage.

Temporary avoidance of the after-acquired clause.—
While the insertion of this clause in the mortgage usually
has the desired effect of making the bonds marketable on
favorable terms, it often reacts upon the corporation in an
undesirable manner later on. Suppose, for instance, that a
corporation has its entire property mortgaged to secure
bonds and that the mortgage contains an after-acquired
clause. The company desires to procure considerable new
property, expecting to pay for it in large part from the
proceeds of bonds secured by a mortgage to be placed on
the new property. It now becomes evident, however, that
the moment the company takes title to the new property,
it falls under the old mortgage through the operation of the
after-acquired clause, and that the best security the com-
pany can offer the buyer of bonds issued under the mort-
gage on the new property would be a mortgage junior to
the one already existing and covering all the company’s
property, both old and new. These junior mortgage bonds
would be undesirable, at least to the extent that the com-
pany would have to sell them at considerable discount or
else pay a rather high rate of interest upon them. This, in
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many cases, might preclude absolutely the acquisition of
the new property.

Naturally, the company now wishes the original mort-
gage contained no after-acquired clause. The latter cannot,
however, be taken out or dispensed with; but several ways
have been devised to avoid the immediate consequences.
The best-known methods for accomplishing this end are:

1. By a refunding mortgage.—The procedure followed in
refunding bond issues will be discussed in detail in the fol-
lowing chapter. It is sufficient to say here that in the
refunding process a new mortgage is issued and the bonds
secured by it are offered to holders of bonds secured by the
after-acquired clause mortgage, or are sold and the proceeds
used to pay off these holders of the original issue who prefer
the cash. When this operation is completed, the refunding
mortgage replaces the mortgage containing the after-
acquired clause, and the sale of additional bonds secured by
the refunding issue will provide the funds necessary for the
acquisition of new property.

2. By using a purchase money mortgage and a financing
company.—The mortgages thus far considered have been
those given for the purpose of securing the repayment of
borrowed money. There is in common usage also the
purchase money mortgage, one given by the purchaser of
property to the seller to secure for the latter the payment
of all or a part of the purchase price. Thus, Mr. A may sell
a certain property to Mr. B for $30,000, receiving $10,000
in cash and retaining a purchase money mortgage on the
property for $20,000. Mr. B gets, not the actual clear title
to the property bought, but in reality a $10,000 equity in it.
A purchase money mortgage on property takes precedence
over any other lien that may be placed upon it by the
mortgagor, and hence an after-acquired clause mortgage will
have a superior lien not on the new property, but only upon
the equity which the purchaser has in it. There may be
instances where the owner of the property will not accept
a purchase money mortgage, or the property may consist
of several parcels divided among many owners. In such a
case, there may be formed an intermediary financing com-
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pany or syndicate which will put up the cash to pay for the
property. The purchase money mortgage is then executed
to a trustee, bonds are issued against it, and the proceeds
from the sale are used to pay off the construction company,
which, having served its purpose, is now completely out of
the transaction.

3. By lease—This method of financing the purchase of
new property is chiefly confined to railroad equipment, and
its principal feature is the transfer of the title of the prop-
erty upon a down payment by the railroad company to a
trustee who leases the property to the railroad. The railroad
issues equipment trust notes in a series, a certain part being
paid for each year. When the last of the series of notes is
paid off, usually at the end of the tenth year, the trustee
transfers the title of the equipment to the railroad company.
Of course, until the railroad company has title, the equip-
ment is not subject to the after-acquired clause lien of the
mortgage. Such a method of purchasing equipment is
known as the Philadelphia Plan. Equipment trust notes
and bonds will be discussed further on in this chapter.

4. By a conditional sale agreement.—In many instances
a conditional bill of sale instead of a lease is given to the
railway company. This procedure, however, works out
exactly the same as with the lease: the sale is not consum-
mated and the title is not passed to the railway company
until the last of the equipment notes are paid off. Where
the conditional sale agreement is used instead of the lease,
the plan is generally known as the New York Plan.?

5. By means of a subsidiary company.—In this plan, title
to the new property sought to be acquired is taken by a
subsidiary corporation, and since legally such a corporation
has an identity separate from that of the parent holding
corporation, it may issue a mortgage and bonds in its own
name for the purpose of acquiring the property, which will
not be subject to the after-acquired clause mortgage of the

*For a complete example of a conditional sale agreement and an equip-
ment trust lease agreement, see Gerstenberg, C. W., Materials of Corpora-
tion Finance, pp. 209 and 313.

For an excellent description, see Chamberlain and Edwards, Principles
of Bond Investment, Chapter XXVI.
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parent company. The parent company may lend market-
ability to the bonds of the subsidiary company through a
guarantee of the interest and principal.

6. By means of consolidation—A corporation with an
after-acquired clause in its mortgage may consolidate with
one or more other corporations, absolutely giving up its indi-
vidual corporate being and becoming only a part of an
entirely different corporate entity. In such a case, additional
property acquired by the consolidated company cannot be
considered as newly acquired property of only one of the
constituent companies. This fact effectually protects the
new property from the action of the after-acquired clause
of an old mortgage.

Classification of bonds.—It has been shown in the dis-
cussion in Chapter VIII that there are many types of stock
with which the corporate organizer must be familiar so as
to make a wise selection for his company. Similarly the
corporation which contemplates financing by means of bonds
has many kinds from which to choose. The names of these
are often confusing due to the fact that the name applied
to a bond is not always truly descriptive of the character of
the security. It is advisable in all cases for a prospective
investor not to rely upon the name appearing on the face of
a bond, but rather to go back to the mortgage and therein
read carefully all the characteristics of the security in
question.

In order to grasp the meanings of the principal names
applied to bonds, it is well to classify them into certain gen-
eral groups. Chamberlain and Edwards, in their Principles
of Bond Investment, first classify all bonds into two groups,
according to the character of the issuing corporation: bonds
of civil loans, and bonds of corporation loans. The civil
loans embrace government loans and municipal loans, with
all their various subdivisions, and are outside the scope of
this work. Bonds of corporate loans, however, we shall con-
sider in some detail.

For the purpose of study, corporate bonds may be classi-
fied on five bases as follows:
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1. On the basis of the purpose to be accomplished.

2. On the basis of the security of the principal.

3. On the basis of the amount of income the bondholders
are to receive.

4. On the basis of the manner of payment of the interest.

5. On the basis of the manner of payment of the principal.

Under each of these main headings may be grouped cer-
tain classes of bonds, aggregating practically all the im-
portant types, in accordance with the following scheme:

SCHEME OF BOND CLASSIFICATION

1. Purchase money, construction,
extension, or improvement
bonds.

. Consolidated or unified bonds.

. Adjustment or reorganization
bonds.

. Funding or refunding bonds.

On Basis of Purpose
to be Accomplished. )

W N

. Prior lien bonds.

. First, second, third, etc., mort-
gage bonds.

. Bridge, terminal, dock, divi-
sional, etc., bonds.

Grourrna . . . First and consolidated, first and

Co oF { On Basis of Security refunding, general mortgage,
RPORATE of Principal. etc., bonds.
Bonos. . Debenture bonds.

. Receiver’s certificates.

. Collateral trust bonds.

. Car or equipment trust bonds.

. Assumed, guaranteed, indorsed,
and stamped bonds.

. Bonds of stipulated interest
On Basis of Amount rate.

of Income Bond- | 2, Income bonds.

holder is to Re-{ 3. Profit-sharing bonds.

ceive. . Participating bonds.
. Tax-exempt bonds.

B W N =

OO w;m

—
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(On Basis of Manner (g, Registered bonds.
of Payment of In- | 2, Coupon bonds.
terest. { 3. Coupon bonds registered as to
principal.
4. Interchangeable bonds.
(1. Gold, silver, and legal tender

On Basis of Manner | bonds.
of Payment of | 2. Redeemable or callable bonds.

Principal. . Convertible bonds.
. Serial bonds.
. Sinking fund bonds.

Ovs o N

With the above outlines clearly in mind, we may proceed
to a detailed discussion and study of each of the subordinate
classifications.

Purchase money and similar bonds.—Bonds given as
whole or part payment for property acquired through pur-
chase or construction, or as an extension or improvement,
take names corresponding to their purposes, as: purchase
money bonds, construction bonds, extension bonds, improve-
ment bonds. These bonds are issued under mortgages of
similar names, and constitute a lien on the property prior
to any that can be placed thereon by the mortgagor. It
must be noted that where bonds are sold to the public to
procure funds to be used for purchases, construction, exten-
sion, or improvement, they are not purchase money, con-
struction, or improvement bonds in the sense noted in this
paragraph; they are, instead, regular mortgage bonds issued
as evidence of a loan, and hence have their regular place in a
line of mortgages and not the first preference of the purchase
money mortgage. In other words, if bonds are sold to the
public and the proceeds are used to purchase property, or
for any other purpose, they are loan bonds; but if the bonds
are given to a property owner, a construction company, or a
syndicate in direct payment for their property or services,
then they are true purchase money, construction, extension,
or improvement bonds.

Consolidated or unified bonds.—Corporations, especially
railroads, sometimes have several issues of bonds of varying
dates of issue, various times of maturity, and probably
various rates of interest. These have been issued from time
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to time in a way which may be deseribed as hand-to-mouth
financing. In such instances, it is desirable and quite cus-
tomary to combine, consolidate, or unify these several issues
into one single large issue supported by a single blanket,
general, unifying, or consolidated, mortgage, under whlch
the new bonds take the appropnate name.

In issuing such unifying mortgage bonds, a suﬂiclent
amount is generally authorized, not only to take care of the
total amount of outstanding issues but also to provide for
future issues for a considerable time.

Such unification greatly simplifies the company’s finances
and gives the bonds the desirable quality of marketability
in a much greater degree than ever possessed by the super-
seded issues.

Occasionally the issue of consolidated bonds is not large
enough to consolidate all bonds outstanding, and later
another consolidated issue is put out to consolidate more
old issues. In such cases, those first issued are known as
first consolidated mortgage bonds, and the later ones as
second consolidated mortgage bonds, and so on. This does
not mean that they have first and second lien on the prop-
erty but merely that they are the first and second consoli-
dated issues from the standpoint of date of issue (See
discussion of First and consolidated bonds further on in
this chapter).

Adjustment or reorganization bonds.—Bonds bearing
these names are used and issued at the reorganization of a
company to adjust claims against the old property, usually
in an attempt to cut down the bonded indebtedness and
reduce fixed charges. Though they are sometimes unsecured,
they are generally issued under junior mortgages and re-
ceive their interest only if it be earned. They are, in fact,
usually income bonds, which will be described later in this
chapter.

Funding or refunding bonds.—Funding bonds are those
issued for the purpose of converting floating indebtedness
into a bonded indebtedness.

Refunding bonds are those issued for the purpose of raising
funds to retire previously issued bonds. Often many of an
issue of refunding bonds are not sold on the market at all but
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are simply taken over by old bondholders in exchange for
bonds of the old issue turned in. Where an earlier issue
of bonds is refunded in whole or in part into a later issue, the
later issue obtains for the benefit of all of its holders the
proportionate claim of the refunded bonds in the earlier lien.
Funding and refunding will be treated in detail further on in
the next chapter.

Prior lien bonds.—Prior lien bonds are bonds issued under
a mortgage which, with the consent of old bondholders, takes
precedence over one or more mortgages already on the
property.

First, second, third, etc., mortgage bonds.—These terms
are used to indicate the order in which the mortgages back
of the respective bond issues are placed upon the property.
The first mortgage is first in point of time and is the senior
lien upon the property. The others follow in consecutive
order.

Bridge, terminal, dock, and divisional bonds.—Bridge,
terminal, and dock bonds are usually those of a bridge,
terminal, or dock company secured by a mortgage on the
specific property of the company. Such a company is often
owned by, or else leases its property to, one or several rail-
roads jointly. The roads which use the property generally
guarantee the interest on such bonds to guard against the
possibility of loss or use through foreclosure of the mortgage.

Of course, one railway company alone may construct its
own terminals, bridges, and so forth, and issue bonds against
them; but it is both cheaper and more convenient to use
joint freight yards, union stations, common bridges, and the
like, and a separate company is usually formed to take
charge of these.

Divisional bonds are those of a railroad secured by a
mortgage on some particular division. They usually repre-
sent bonds of a mortgage on property which was formerly
a separate railroad, but which has now become a branch or
division of a larger one.

First and consolidated, first and refunding, etc., bonds.—
Bonds bearing the names first and consolidated, first and
refunding, and first and general mortgage are confusing be-
cause of their titles. In the first place, they are not first
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mortgage bonds in the sense that they represent a first
lien on all the property of the issuing company. They are
secured by a first mortgage on a portion of the company’s
property, but on the remainder they may be only second,
third, fourth, fifth, or lesser liens, due to various existing
underlying mortgages on different parts of the property.
They become first mortgages on other parts of the property
as they replace older bonds either by consolidation, refund-
ing, or purchase. It is the usual intent that these bonds
shall eventually replace those of all existing mortgages and
thus, in reality, become a first lien on the entire property.

The term general mortgage bonds means bonds secured
by a general or blanket mortgage on all the company’s prop-
erty, already subject in whole or in part to prior mortgages.

Debenture bonds.—Debenture bonds are bonds not se-
cured by a specific lien; that is, they have no security other
than that of the géeneral assets and credits of the issuer.

All government, state, and municipal bonds are debenture
bonds, not being secured by mortgages or any other specific
pledge of assets.

Private corporations, however, also use debenture bonds
upon occasion. Their strength depends upon the general
strength of the issuing company and the equity in the gen-
eral assets over other bonds having prior lien. Their cer-
tainty of receiving interest regularly depends upon the size
and regularity of the excess of annual earnings over the
amount required to meet prior charges.

Receiver’s certificates.—When a concern is unable to meet
its obligations, application for a receivership may be made by
a creditor or committee of creditors, or by the trustee for
bondholders whose bonds have been defaulted upon. If the
application be granted, a court will appoint a receiver to
take charge of the business and to act for the benefit of the
creditors. It is sometimes the duty of the receiver to liqui-
date the business and distribute the assets to creditors and
owners in lawful sequence and proportion. On other occa-
sions, however, he is to operate the business in an attempt
to build it up and make it again an active concern. When
his duty is to carry on the business, the receiver generally
needs immediate working capital for the purpose. Insuch a
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case the court may authorize the issuance of receiver’s cer-
tificates. These certificates are, in effect, bonds, usually for
short terms and sometimes secured. To give them market-
ability, the court generally arranges that they take prece-
dence over other existing mortgage bonds. It is quite
common to place them ahead of all bonds, though often
they are placed just ahead of the issue of bonds at the
request of whose owners the receiver was appointed. The
reason given for the latter procedure is that the proceeds
of the certificates help to protect the property for all the
junior bondholders.

Collateral trust bonds.—A concern owning securities,
bonds, or stocks of other companies—either separate com-
panies or subsidiaries—may deposit them in trust as security
for an issue of its own bonds. Bonds secured thus rather
than by real property, are known as collateral trust bonds.
Holders of such bonds are protected by the general credit of
the issuing company, the market value of the pledged secu-
rities, and the value of the property of the companies whose
securities are put up as collateral.

Car or equipment trust bonds.—Bonds secured by a
mortgage or lease on rolling stock or other standard equip-
ment, under the Philadelphia Plan (Lease) or the New
York Plan (Conditional Sale) of procuring equipment, are
known as car trust bonds or equipment trust bonds. Be-
cause of the first lien which these securities have on the
equipment and because of the usual practice of issuing them
in series so that the longest maturity will arrive many years
before the expiration of the normal life of the equipment,
these bonds rank high in security of principal. Since the
amount outstanding is reduced at a more rapid rate than
the depreciation of the equipment, the security really im-
proves with each year; so that when only the last of the
bonds are outstanding, they are as well if not better secured
than at the outset. Standardization of railway equipment
in this country, which makes it possible to transfer owner-
ship of the equipment to another railroad, lends further se-
curity to the bonds. Even when railroad properties are in
receivership, the receiver usually continues payment of inter-
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est on equipment trust securities, because the equipment is
necessary in the operation of the property.

Assumed, guaranteed, indorsed, and stamped bonds.—
When one corporation acquires another by purchase or
merger, or gets control through lease or ownership of a
majority of the stock, it assumes the latter company’s debt,
including its bonds. These bonds are then known as assumed
bonds. Assumed bonds are not necessarily guaranteed
bonds, though they are sometimes erroneously given that
designation. The assuming company may guarantee them;
but unless it specifically does so, they are not guaranteed
bonds, though, of course, the assuming company is respon-
sible for the payment of interest and principal without the
specific guarantee.

When a company other than the issuing company guaran-
tees the payment of interest or principal, or both, on cer-
tain bonds, they are known as guaranteed bonds. Such
guarantee is intended to strengthen the market value and
the loan value of the bonds. When the bonds are guaranteed
at their issue, the terms of the guarantee are usually recited
on the face of the bonds. Often, however, they are guaran-
teed after issue, and the guarantee appears on a separate
instrument.

One corporation may simply indorse the bonds of another,
thus implying a guarantee of payment and assuming lia-
bility just as does the indorser of a note. This practice gives
rise to indorsed bonds.

It is sometimes desired, subsequent to original issue date,
to make some changes in the tenor of bonds; such as, to add
a new condition to which they are subject, or to insert some
new privilege to which they shall be entitled. Such addenda
may be stamped on the bonds, which thereupon are known
as stamped bonds.

Bonds of stipulated interest rate.—The great majority of
all bonds are issued to bear a specified or stipulated rate
of interest. This is paid to the bondholder annually or semi-
annually, always at the same rate. The income is not
affected in any manner by fluctuations in the company’s
earnings or by any action on the part of directors or officers
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in the company. This interest constitutes a fixed charge on
the company. A fixed charge has been defined as a charge
whose non-payment will cause the company to lose posses-
sion or control of its property. That is what happens in
the case of non-payment of the fixed or stipulated bond
interest. Immediately upon default in any payment, the
bondholder may foreclose through the trustee, and proceed
to collect both interest and principal.

Income bonds.—Bonds are sometimes issued with the
condition that interest at a certain rate will be paid upon
them only if it is earned in excess of other fixed charges.
Such bonds are known as income bonds. Their interest does
not constitute a fixed charge; and failure to pay it, except
when earned, does not give the bondholders the right to
sue. If the earnings available for income bond interest are
not sufficient to pay the full amount, then such portion as
is earned is usually paid.

Income bonds often rise out of reorganization, where
holders of defaulted bonds accept in their stead income
bonds. They may be secured by a junior mortgage; they
may be collateral trust bonds; or they may be simply deben-
tures. They may be either cumulative or non-cumulative.

Profit-sharing bonds.—Profit-sharing bonds have a fixed
minimum rate of interest enforceable as is the interest on
any other bond with a fixed interest rate; and also, in addi-
tion to this, they share in excess earnings of the issuing
company. Any method of profit-sharing may be arranged.

Participating bonds.—Profit-sharing bonds, as described
above, are frequently called participating bonds; in fact, the
two terms are frequently used interchangeably. The term
participating is also used in a slightly different sense as fol-
lows: Collateral trust bonds are sometimes issued with a pro-
vision that they not only shall receive their regular rate of
interest, but also shall participate in any extraordinary in-
terest or dividend upon the securities which constitute their
collateral security.

Tax-exempt bonds.—The United States Government ex-
empts from all federal income taxes all pre-war issues of
government bonds; the First Liberty 314s; state bonds;
bonds of insular possessions; bonds of municipalities, dis-
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tricts, or political subdivisions of a state; Federal Land
Bank Bonds; and Joint-Stock Land Bank Bonds. Other
issues of Liberty Bonds are partially exempt. The various
states similarly exempt from state income taxes the same
government bonds, their own state bonds, and bonds of their
own municipalities and subdivisions. All such bonds are
known as tax-exempt bonds. The term taz-free bonds is
applied almost indiscriminately to the same bonds. The
latter term, however, might more properly be applied to
taxable bonds issued with a tax-free covenant clause. This
is an agreement that the issuing corporation will itself pay
the normal income tax on such bonds without deducting it
from the interest payments to the holder. Under the pres-
ent revenue law, the issuing company can pay this normal
tax only to the extent of two per cent.

Registered bonds.—Registered bonds are those which
have the owner’s name written on the face and which are
registered on the records of the issuing corporation. They
can be negotiated only by indorsement and transfer on the
books of the company. They have no interest coupons, but
the company sends the interest at each period to the person
recorded on its books as the owner. A bank or trust com-
pany is usually appointed as registrar for bonds of this
class and keeps complete records of all issuances and trans-
fers. The complete history and ownership of each bond
can thus be traced.

Coupon bands.—A coupon bond is one which is not regis-
tered in the name of the owner and which, at maturity, is
payable to the bearer, the title passing by delivery without
indorsement.

A coupon bond has attached a series of coupons. Each
coupon entitles its holder to the interest for the period rep-
resented by it. The coupons themselves are negotiable
promises to pay the interest for certain periods, just as the
bond itself is a promise to pay the principal when due. To
collect the interest for a stated period on a coupon bond, the
holder simply clips off the appropriate coupon and presents
it for payment to the issuing company or its fiscal agent.
As a matter of fact, the holder usually simply deposits it in
his bank for collection.
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Registered coupon bonds.—Some bonds bear negotiable
coupons to take care of interest payments but have the body
of the bond, representing the principal, registered. This
combination is known as a registered coupon bond, or a
coupon bond registered as to principal.

Interchangeable bonds.—Some bond issues consist of
both coupon and registered bonds. A buyer may take his
choice, and then if he so desires after purchase, he may ex-
change his bond for the other type. Such are called inter-
changeable bonds.

Gold, silver, and legal tender bonds.—Some bonds state
the medium in which their payment is to be made and take
their names accordingly. Gold bonds usually specify that
they are payable in “gold coin of the present standard of
weight and fineness.” Under the recent “Gold Decision,” !
the Gold Clause in bonds was abrogated, and holders of gold
bonds must now accept any legal money. Whether or not
this will remain a permanent condition cannot be foretold.
Silver bonds are not used in the United States.

Redeemable bonds.—Bonds which by the terms of their
issue may be called for redemption by the issuing company
before the date of their maturity are known as redeemable or
callable bonds. It is quite common to issue bonds which are
redeemable at certain specified times, or within certain time
limits, or upon certain notice. To compensate the holder
for the loss of his investment, a redemption price somewhat
above par value is usually set.

Convertible bonds.—Convertible bonds are those which
are convertible at the option of the holder into other securi-
ties of the issuing corporation. The conversion privilege
usually means the right to convert into preferred or common
stock and is set at a certain ratio: sometimes par for par;
sometimes at a given figure, as at 110, or 120, and so forth.
When a company issues bonds convertible into stock, it must
have authorized and available sufficient stock to make the
conversion if required.

Serial bonds.—Bonds of a single issue, but made up of
various groups with varying dates of maturity, are known as
serial bonds. It is customary to divide the entire issue into

*56 Supreme Court Reporter 307 (1935).
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a number of groups, having the groups mature successively
at equally distant periods. The periods between maturities
of the various groups are sometimes as small as six months
and sometimes as long as several years. The system pro-
vides for methodical and gradual reduction of the issue.
The entire issue bears the same rate of interest; hence, if the
bonds are sold below par and redeemed at par, the yield on
the shorter-term ones will be larger than that on those of
longer terms. The yield is generally made uniform by ar-
ranging a varying scale of prices which constantly diminish
as the terms of the bonds increase, thus making all the bonds
equally desirable and salable.

Sinking fund bonds.—Sinking fund bonds are bonds is-
sued under an agreement whereby the issuing corporation is
required to set aside regularly out of earnings a sum which,
with interest, will be sufficient to redeem the bonds at ma-
turity. This agreement gives the bondholders absolute as-
surance of a systematic provision for repayment of the loan.
The sinking fund payments are obligatory, and failure to
make them gives the bondholder the same rights as would a
default in an interest payment.
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Questions for Study and Review

1. How does the corporate mortgage differ from the simple
real estate mortgage?

2. Define a corporate bond.

3. Name the three parties at interest in a corporate mortgage
and state how the instrument affects each.

4. Explain in detail three types of corporate mortgages.
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5. State two of the most generally used escrow provisions in
open end mortgages. What purpose do such provisions serve?

6. Explain the meaning of the purchase money mortgage; the
after-acquired clause.

7. Name six ways of avoiding the after-acquired clause.

8. What are the advantages to a corporation of issuing con-
solidated or unified bonds?

9. Under what circumstances may prior lien bonds be placed
upon a corporation’s property?

10. Are first and consolidated or first and refunding bonds
secured wholly by a first mortgage? If not, why is the corpora-
tion justified in using the word first in their title?

11. Explain in detail the actual security back of collateral
trust bonds.

12. Distinguish between profit-sharing bonds, participating
bonds, and income bonds.

13. a. Is there any difference between a coupon bond and a
fully registered bond endorsed in blank?
b. Why do coupon bonds usually sell a trifle higher than
registered bonds of the same issue?

14. Distinguish between sinking fund bonds and serial bonds.

Problems

1. A public utility corporation, Company A, has outstanding
$2,500,000 worth of bonds secured by a closed end mortgage. It
desires to do considerable extension work in new territory and to
acquire $500,000 worth of new property each year for the next
six years. Its average annual surplus, after the payment of 5 per
cent dividends on its stock, amounts to $100,000.

Explain how the company can best finance the extension:
(a) assuming that the $2,500,000 mortgage has no after-acquired
clause; and (b) assuming that it has an after-acquired clause.

2. a. The Atlantic & Western Railroad is in need of $800,000
worth of rolling stock. All of its present property is mortgaged,
and the mortgage contains an after-acquired clause. The road
has only $150,000 available toward purchasing the needed equip-
ment. Explain how it can finance the purchase of the equip-
ment,

b. Suppose that in Part a of this problem the equipment
obtained by the railroad depreciates to a junk value of $30,000
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by the end of twenty years. Explain how the equity back of the
equipment trust notes will constantly increase if the entire issue
is matured by the end of the tenth year.

3. Corporations 4, B, and C have, respectively, 6, 12, and 24
directors; and each has a provision for cumulative voting. They
have stocks outstanding as follows: A, $15,000,000 common; B,
$6,000,000 common and $6,000,000 preferred; C, $9,000,000 com-
mon and $5,000,000 non-voting preferred. The par value of all
stocks is $100. The stock of Corporation A is selling at par; of
B, $70 for common and $90 for preferred; of C, $80 for common
and $100 for preferred. With what minimum investment could
you get control of all three corporations? Explain how you
would finance the acquisition.

4. The Acme Corporation has outstanding $1,000,000 of 6
per cent first mortgage bonds; $500,000 of 7 per cent second
mortgage bonds; $200,000 of 6 per cent income bonds; and §2,-
500,000 of common stock. What rate of income on the face of
the investment will each class of security bring if there is paid
out in interest and dividends (a) the sum of $95,000; (b) the
sum of $107,000; and (c) the sum of $250,0007



CHAPTER XI

Conversion, Refunding, and Redemption

Extinction of bonded indebtedness.—A bond represents a
debt of the issuing company, and the bondholder is a creditor
of the company. The bond, in addition to being an evidence
of indebtedness, is also a written promise to repay this in-
debtedness at some definite time in the future. Thus, when
a corporation issues bonds, it is its expressed intention and
compulsory duty to make satisfactory settlement with the
bondholders at or before the maturity of the bonds; and the
bondholders purchase the bonds because they are assured of
this definite settlement. A plan of bond financing, there-
fore, is not complete unless it takes into consideration the
method for extinguishing the bonds.

The normal procedure in a bond issue is that the instru-
ments, having a certain maturity date, seldom less than ten
and usually not less than twenty years, be sold to the public;
that regular interest be paid on them either annually, semi-
annually, or quarterly during their entire life; and that upon
the maturity date, the issuing company call in the bonds and
pay each holder in cash the face value of his certificate, which
payment constitutes the redemption of the bonds.

The exigencies of business, fluctuation of interest rates,
demands of investors for additional features in bonds, and
many other things, however, bring about conditions under
which many bonds do not run this normal course of being
paid in cash at maturity, but are settled for with various
mediums either at maturity or at some prior date.

A bonded indebtedness of a corporation may, therefore, be
extinguished either at or before maturity. There are three
methods of so doing, known respectively as converting, re-
funding, and redeeming,; each will receive separate con-
sideration,

179
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Extinction by conversion.—Conversion means simply the
exchanging of one security for another, and usually consists
in the exchange of bonds for stock. The conversion priv-
ilege is exercised, almost without exception, wholly at the
option of the bondholder, but such privilege is limited en-
tirely to bonds which, by the terms of their issue, are made
convertible. Companies can, however, and sometimes do,
offer a conversion of an issue of bonds which was not con-
vertible at the time of its issue.

When bonds are converted into stock, the former bond-
holders (creditors) become stockholders (owners); hence,
the bonded debt of the corporation, as represented by the
converted bonds, has been wiped out. If, however, the
bonds had been convertible into a different issue of bonds
instead of into stock, which is quite unusual, the corporation
would not, upon conversion, have reduced its bonded indebt-
edness; it would, rather, have substituted one set of bonds
for another. This same result is attained by refunding,
which will be discussed later.

Reasons for having convertible bonds.—When convert-
ible bonds are issued, their conversion rights constitute a
claim upon the stock or other security of the company which
the company is compelled to recognize at the bondholders’
demand, whether or not convenient or desirable; hence, the
question naturally arises as to just why a corporation should
issue convertible bonds. The answer is that all securities
are sold for the purpose of raising capital, and the corpora-
tion must issue such types as will prove the most readily
marketable and bring the best price. Often a company can-
not, through either its stock or its bonds, offer the three fac-
tors desired by the purchaser (adequate income, lack of risk,
and control), nor even any one of them in a degree to make
the security desirable. In such a case a convertible bond
might fit in admirably. It would give safety of principal
and a certain ratio of income. Also, it would give the holder
the privilege of later trading it in for stock in case the com-
pany prospered so that its stock paid a high rate and was
reasonably secure; the control would come indirectly, with
the other desirable features of the improved stock.

As far as the corporation is concerned, the conversion of
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bonds into stock furnishes a convenient and relatively easy
way of getting rid of bonded indebtedness and the fixed in-
terest charges incident thereto; it has been accomplished
simply by a further division of the ownership and without
any cash payment. Since conversion is rarely made unless
the company is in a growing and prosperous condition, it
does not work a hardship on the old stockholders.

Rates of conversion.—Convertible bonds are made con-
vertible into another security at some given ratio. For ex-
ample, one $1,000 par value bond may be exchanged for 10
shares of stock. Sometimes the conversion basis is indicated
by stating that the bonds are convertible into stock at 110,
or at 120, or at some other specified figure. If this figure is
set at 120, it means that the stock is being valued for con-
version purposes at $120 a share, or, in other words, 814
($1,000+120=8Y45) shares of stock may be obtained by
converting one $1,000 bond. By watching the relative mar-
ket prices, the bondholder may be able to convert without
loss, or even at a gain, in spite of the fact that he gives a
larger face value than he receives. When the market values
are such that the bonds can be converted without loss, they
are said to be at their conversion point.

Thus, if bonds are convertible into stock at 120 and the
stock is selling at 102 per share, the bonds will be at their
conversion point when they are selling at 85, which is ten-
twelfths of 102. For example, a person owning 12 bonds at
a market price of 85, or a total market value of $10,200, could
obtain for them 100 shares of stock with a market price of
102, or a total market value of $10,200. Therefore, the
conversion can be made without loss. If, in this case, the
bonds are selling above 85, the conversion is made at a loss;
and if they are selling below 85, the conversion is made at a
profit.

In an actual conversion an adjustment is made on account
of the accrued dividends on the stock and the accrued in-
terest on the bonds; the corporation charges the converter
with the former and credits him with the latter. The differ-
ence is paid in cash by the party with the smaller credit.

Prices of convertible bonds.—Market prices of convert-
ible bonds are not governed so much by the investment value
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of the security as are market prices of non-convertible bonds,
because the convertible bond prices are influenced to a con-
siderable degree by the market price of the stock into which
they are convertible.

The true investment value of a bond means the valuation
upon which it will earn the current rate of interest. Thus,
if money is worth 6 per cent, a 6 per cent bond earning $60
interest will be worth, as an investment, $1,000; whereas, if
money is worth only 5 per cent, the same bond would be
worth $1,200 as an investment; and, if money is worth 7 per
cent, the same bond would be worth only $857.15 as an in-
vestment. The market value of an ordinary bond will nor-
mally remain quite close to its true investment value, but
the market value of a convertible bond may follow the mar-
ket value of the stock into which it is convertible far above
the investment value. For example, suppose a certain bond
is convertible into stock par for par, and has an investment
value of $1,000. If the stock goes up on the market to $120
a share, the bond should go up in about the same proportion;
namely, to about $1,200, because it is exchangeable at any
time for stock which can actually be sold for that amount.
When the market price of the stock begins to drop, the mar-
ket price of the bond will drop with it. The stock, however,
may be downward indefinitely, whereas when the bond has
declined as far as its true investment value—in this case,
$1,000—it will decline no further. So we may make the gen-
eral statement that normally the market price of convertible
bonds will advance and decline along with the market price
of the stock into which they are convertible, advancing with
it to any extent, but declining with it only to the level of the
true investment value of the bonds.

\ Extinction by refunding.—Refunding is the exchange of
bonds of one issue for those of another. It differs from con-
version in this way: conversion is a special privilege accorded
to the bondholder by the terms of his bond and usually
means the converting of bonds into stock; refunding is not
an enforceable right of either the company er the bond-
holder, but is a matter of mutual agreement between them,
and means always an exchange of bond for bond.

An issue of bonds may be refunded at its maturity, or it
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may be refunded prior to maturity. In either case, both
holder and issuer must agree; and at no time can the com-
pany compel the bondholder to accept a new bond to suc-
ceed his old one, nor can the bondholder compel the com-
pany to issue him a new one to succeed his old one. At ma-
turity, the holder can demand cash and the company can in-
sist on paying in cash. As a matter of fact, refunding at
maturity is seldom accomplished by an actual exchange of
securities unless the company is embarrassed. In most
cases, the new securities are sold in the open market in the
regular way and the old ones taken up. Prior to maturity,
both the holder and the company can decline to make a
change of any kind, unless the bond be specifically either
convertible or redeemable.

Refunding being an issuance of one set of bonds to be ex-
changed for old bonds outstanding does not, of course, do
away with the bonded debt, but merely substitutes one set of
bonds for another. It is not, therefore, in a strict sense, an
extinction of the debt, but often extends it in point of time
or reéstablishes it on a new basis. The actual old bonds are
taken in and canceled, and to that extent we may consider
the debt to be extinguished and a new one made in its place.

Refunding at maturity.—When a series of bonds reaches
its maturity, the holders may reasonably expect that they
will receive the face value of the bonds. Often, however, it
is not convenient or possible for the issuing company to pay
off this debt. Or it may be that the company is perfectly
able to pay off the bonds, but it can still continue to use the
money profitably in the business. For one of these or for
other reasons, it may wish to extend the loan. An issue of
refunding bonds is then authorized; all the old bondholders
will be invited to accept the new bonds in place of the expir-
ing bonds, and thus extend the loan over the life of the re-
funding issue. Bondholders who demand cash instead of ac-
cepting new bonds are paid in cash through the selling of
the necessary number of bonds to other investors.

Refunding before maturity.—Often bonds are refunded
into a new issue before they have matured. This is usually
done by the company either for the purpose of consolidating
several outstanding issues, all refundable into one new issue,
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or in order to get the debt into a more desirable form as to
term, interest rates, redemption price, or other features.
The refunding of several old issues into one new issue
places all bondholders on the same footing; it makes the en-
tire funded debt easier to handle; it gives the bonds greater
marketability on account of the large size of the issue; and
when the new issue is greater in amount than the combined
old issues, thus making what are usually called first and re-
funding bonds, it enables its company to borrow additional
moneys on this security, which it probably could not borrow
on a separate bond issue junior to the old outstanding ones.’
When bonds are refunded at maturity, the old issue always
entirely disappears, either through being traded in for new
bonds, or through being redeemed by cash obtained through
the sale of the refunding bonds. When, however, an at-
tempt is made to refund one or more old issues before ma-
turity, a number of bonds of each of the old issues may still
remain out, due to the refusal of the holders to give them up
for either new bonds or cash. The success or failure of the
refunding proposition depends upon the number of old bond-
holders who can be induced to trade in old issues for the new
bonds. To persuade bondholders to refund, various induce-
ments are frequently offered them in connection with the
new bonds, such as: a higher rate of interest, better security,
better marketability, a cash bonus, promise of a sinking fund,
and others. If outstanding bonds are redeemable a com-
plete refunding operation is greatly facilitated, for the bond-
holders realize that if they do not accept the refunding offer,
then their bonds may be called by the issuing company.
\ Refunding with aid of bankers.—When a corporation has
made all its plans and arrangements to carry out further
financing through refunding, it would be disastrous if the
refunding plan failed. Arrangements are, therefore, often
made with banking houses or special syndicates to assure
the taking of the entire refunding issue. By this arrange-
ment, the bank or syndicate usually agrees to put up cash for
any old bonds for which the old bondholders will not accept
new bonds in exchange. For all cash thus advanced, the
bank or syndicate takes new bonds and sells them to reim-
burse itself. The bank or syndicate is paid by means of a
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straight commission or by being privileged to buy its neces-
sary bonds at a discount.

Old bondholders, knowing that the successful completion
of the refunding plan is guaranteed, are naturally more will-
ing to enter into it, so that the securing of this bank aid not
only furnishes cash for the redemption of bonds whose own-
ers demand it, but also causes a greater number to be
actually refunded.

Refunding by short-term notes.—It sometimes happens
that at the maturity of a bond issue the current interest is so
abnormally high that fixed charges on a new long-term loan
would be prohibitive. The corporation will then attempt to
refund the bond issue with short-term notes at a high rate,
with the hope of refunding these notes in turn by long-term
bonds when interest rates have again gone down. It is quite
common to authorize the refunding issue of bonds at the
same time the short-term notes are sold, and to put up the
bonds as collateral security for the notes.

Characteristics of the short-term corporate note.—All
notes are written promises of the makers to pay a sum of
money to the payee (or holder, or bearer) at some future
time, and in this respect are similar in purpose and character
to bonds. As a matter of fact, no exact line can be drawn
between notes and bonds. Bonds bear the corporate seal;
notes may or may not do so. The usual distinction made
between notes and bonds is in length of life. Short-term
promises to pay—those having maturities up to five years—
are generally called notes; long-term promises to pay, us-
ually for ten years or more—are commonly called bonds.
Yet, there are occasional issues of ten-year notes and five-
year bonds. In other words, while the general rule that
notes are issued for less than five years and bonds for more
than ten years is usually true, the name that a promise to
pay will bear depends principally upon what the issuing
company sees fit to denominate it at the time of issue.

Like bonds, corporate notes may be either secured or unse-
cured. Unsecured notes are often called debenture notes
and are almost always of very short life. The majority of
corporate notes, and almost all of those of considerable dura-
tion, are secured. The security is almost invariably of the
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collateral variety, consisting of stocks and bonds of other
corporations held by the issuing corporation.

Notes are also issued in both registered and coupon forms.

Notes are sometimes made redeemable in order to permit a
corporation to redeem them before maturity, if desirable;
and to make them attractive to investors, they are sometimes
made convertible into some other security of the corporation.

Some issues have a provision that a sinking fund must be
established and maintained to better assure their repayment
either at or before maturity: such are called sinking fund
notes.

It is not uncommon in large note issues to have them ma-
ture in series, usually a specified number or proportion each
year.

Occasionally there have been notes actually secured by a
mortgage on property, or by the company’s own bonds and
it is not unusual to protect them by a provision to the effect
that during their life the company shall not issue any other
obligation which might take precedence over them.

Thus it may be seen that notes, while usually very simple,
may possess practically all the attributes and characteristics
of bonds.

Disadvantages of short-term notes.—The use of short-
term notes has several disadvantages which must be care-
fully weighed against the advantages.

The immediate cost in interest rate is generally higher
than that of bank borrowing, bond borrowing, or raising
capital by stock selling. When notes are used as a tempo-
rary expedient in the place of bonds during an expectedly
short period of high interest rates, it is impossible to predict
just when, if ever, the rate will fall. If it does not fall soon,
one or more renewals of the notes may be necessary; such
action will, thus, not only carry on the high rate of interest
for a longer period, but will also involve the cost of several
resales of the refunding or extending issues.

Short-term notes sometimes fall due in the midst of an un-
expected financial slump; such conditions make it almost im-
possible to meet them and very difficult to renew them.
With long-term bond obligations, there is ample time to pre-
pare for the maturity; but with the short-term notes, a sin-
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gle error in judgment, a single improper forecast, or a single
unlooked-for setback brings on the maturity unprovided for.

JExtinction by redemption.—Redemption is the actual
paying off of the loan or debt represented by the bond. All
bonds are redeemable at maturity and some, which are
known as redeemable or callable bonds, are redeemable at
the option of the issuing corporation at some time prior to
maturity.

Redemption actually extinguishes the bonded debt abso-
lutely, and severs all relations between the bondholders and
the company; conversion changes the status of a bondholder
to that of a stockholder; refunding simply gives the bond-
holder new bonds for old.

While bondholders may at maturity of their bonds accept
bonds of a refunding issue, or may agree to any other settle-
ment that the issuing company may offer, they usually have
the right to demand payment in cash. If this is not made,
they may foreclose upon the company and collect through
the trustee of the mortgage.

Redeeming before maturity.—By the terms of the mort-
gage the issuing companies are sometimes given the option of
retiring or redeeming the bonds before maturity. Times for
redemption vary in different mortgages; sometimes redemp-
tion is permitted at any time; sometimes, at any time before
a given date, after a given date, or between two given dates;
and sometimes, on any interest date or on certain specified
interest dates. In fact, the time or occasion of redemption
may be fixed in any manner by the mortgage. It must not
be understood that an entire issue need be redeemed all at
one time before maturity. Such redemption, in fact, is very
unusual. It is customary to redeem the issue in install-
ments, either as the issuing company finds convenient or de-
sirable, or as may be specified in the mortgage.

Redemption prior to maturity is at the option of the com-
pany, and no bondholder has the right to demand such re-
demption of his security. Of course, some mortgages pro-
vide that the company must redeem a certain number of
bonds each year, and to this extent the company’s option is
abrogated.

Mandatory and solicited redemption.—Bonds may be
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called for redemption either mandatorily or by solicitation.
Under the former method, the bonds to be redeemed are
selected by lot and the holders notified by publication.
They, thereupon, turn in their bonds at the redemption
price. If for any reason whatever the holder of a called
bond fails, or declines, to have it redeemed, the interest on it
stops at the date set for redemption; the principal, however,
is held indefinitely by the trustee for the bondholder. Some
mortgages provide that if a bondholder does not demand his
principal within a given number of years, the trustee shall
return it to the company.

Under the solicitation method, the company can merely
offer the redemption of a certain number of bonds, and re-
quest holders to turn them in. If an insufficient number are
turned in, nothing can be done about the matter, except pos-
sibly to purchase bonds on the open market, provided they
can be obtained at the redemption price.

Very frequently mortgages provide for a combination of
mandatory and solicitation methods. The usual arrange-
ment is that the company shall call for a certain number of
bonds for redemption. If this solicitation does not produce
the required number, the remainder of the quota for redemp-
tion may be mandatorily called by lot.

Redemption price.—The mortgage itself fixes the price
which the company shall pay the bondholder for a bond
called for redemption before maturity. This redemption
price is almost invariably greater than the face value of the
bond. The actual price is usually fixed at par, plus a round
figure of about the amount of one year’s interest. The total
thus determined makes a great number of bonds redeemable
at 105 and 110. It is believed that this bonus will serve to
enable the person whose bond has been redeemed to take
time to find another investment for his money without suf-
feri