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Preface

Corporation Finance is divided into three parts. Part I, forms of
business organization, opens with the simple illustration of a young
boy engaged in business. Complications soon develop and even this
littlew enterprise faces fundamental questions of organization and
financial policy. The first three chapters, referring to many matters
which are discussed later, can be covered rapidly.

Part II takes up important financial problems from the point of
view of the corporation. Emphasis is placed upon the different types
of securities and the rights and liabilities of the holders. In the belief
that the proportion between the long-term funds contributed by the
owners and those contributed by the creditors represents the heart
of the problem of corporation finance, I have included here the in-
fluences and circumstances affecting the capital structure. This em-
phasis leads to a discussion of such subjects as reorganization and
recapitalization much earlier than in most treatments of corporation
finance. Part Il ends with the subjects of external and internal
financing and the combination movement.

Part IIT presents a shift in emphasis. Corporation financial policy
has an impact upon the investor, the securities trader, the consumer,
the worker, the regulatory agency, the tax collector, and the general
public. Particular emphasis is placed upon the protection of the pur-
chaser and owner of corporation bonds and stocks and upon the in-
vestment policies and influences of banks, insurance companies, and
investment trusts. No attempt is made to suggest any method of
analyzing the value or investment qualities of a security. The last
four chapters contain a discussion of the place of the corporation in
our economic structure and an analysis of its effect upon our social
thinking. The problems of control are given special attention. Part
III closes with a discussion of the circumstances under which a cor-
poration may be left without benefit of charter. Problems will be
found at the end of chapters, while a three-part list of references

v
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and fifteen appendixes with detailed studies of specific problems
complete the book.

This volume, aimed as a text for the three- or four-hour course in
corporation finance, is not intended for students planning to become
experts in finance. Its chief purpose is to enable students who have
had only the beginning course in economics to acquire a broad foun-
dation in corporation finance. Many of us will become interested in
the corporation as investors in its stocks and bonds. Many of us work
for corporations. All of us consume the products and services of
corporations. All of us are interested in the corporation as it affects
our social system and our everyday life. Some, it is true, may want
to become financial managers or investment experts or accountants.
To any of these groups this book is intended only as a beginning
treatise and as a springboard for further study and investigation.

The teaching of this subject for many years has developed an ap-
preciation of what the beginner knows and what he does not know.
1f certain phases deserve to be repeated, they have been repeated.
The author makes no apology, for instance, for the frequent reference
to the nature of surplus. Perhaps no single subjcct causes so much
diinculty to the student of finance and accounting, and occasions so
much confusion in our economic thinking as the concept of surplus.

This book occupies a middle ground between the practical or voca-
tional approach and the highly theoretical treatment. It avoids
minute details about specific corporations and contains few statistical
data. Many subjects ordinarily discussed in a textbook of this kind
are either omitted or given slight attention. Rather than attempt a
thorough analysis of reorganization, I have summarized some of the
essential principles in a manner to give the beginning reader a clear
understanding of the purpose and scepe of the usual plan of reorgan-
ization. Such subjects as reserves and working capital are considered
only in connection with brozder topics. On the other hand, this book
places considerable emphasis on the mathematics of a bond invest-
ment and the financial poiicy of institutional investors on the ground
that, though these subjects are omitted in many treatises, they have
much to do with the corporation’s cost of financing. The reader can
fill in practical and statistical data from the source and reference
material as given i the bibliography. Many of the problems and all
of the appendixes contain il'ustrations of the subjects taken up in
the text.

At the end of the volume will be found three sets of references.
The first points to treatise¢ that can or should be read concurrently
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with the text as needed or desired. The next is a list of current ma-
terials, magazines, and government documents that may be followed
by anyone interested in finding or working on further actual illus-
trations. Finally, there is a short selected list of books and reports
intended for those who wish to go more deeply into various subjects.

I am indebted to many persons. Frequent illustrations and points
of view have been suggested by students in the classroom. Mr. H.
David Maloney, one of these students and now a graduate assistant
at Indiana University, has criticized in detail the entire text and the
problems and has helped to prepare the index. Moody’s Manual and
Standard Corporation Records have been freely consulted. Various
public agencies, whose reports are mentioned in the bibliography for
specjal study, have answered numerous questions. Many corporations
have made available their annual stockholders’ reports and other
information.

H. L. JoMe
DePauw University
Greencastle, Indiana
February 24, 1948
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Chapter 1

The Beginnings of a Business

WE are always wanting something. We want things in a form dif-
ferent from that in which we find them; we want them moved from
one place to another; we want them available tomorrow instead of
today, today instead of tomorrow; we want to be some place where
we are not, to talk to someone to whom we are not talking, to pos-
sess objects we do not now own, to do things we are not doing. The
function of business is to satisfy such wants—at a profit. , ..~

To carry on business, men must organize. Business organizations
take various forms which differ in their degrees of complexity, in
their relations to government, and in the rights and liabilities of the
participating parties. To carry on a business, records are necessary.
They may be on “the thumb nail” of the proprietor, jotted down on
the back of an envelope, or preserved in the books and ledgers de-
manded by an elaborate bookkeeping system, but some knowledge
of expenses and income, of assets and liabilities, is needed. Conse-
quently there have developed through the centuries two basic finan-
cial statements—the profit and loss statement and the balance sheet.

Elements of accounting statements. Bill Anthony, a boy in your
neighborhood, saves $5 during an active summer of mowing lawns
and running errands. He decides to sell candy and peanuts at the
college football games. Bill will keep but few records, probably jotted
down in a small notebook. Whatever form these records take, his
balance sheet will appear essentially as follows:

ASSETS LIABILITIES
Cash............... . ...... 85 | Proprietary, or capital, Bill..... $5

Bill borrows $5 cash from his father, and the balance sheet now
reads:
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ASSETS LIABILITIES
Cash....................... 610 | Due to Father................ $5
Proprietary, or capital, Bill..... 5

Tt is plain to see that we have two classes of accounts on the bal-
ance sheet: assets and liabilities. The people in the United States
place assets on the left side and liabilities on the right side. The Eng-
lish place assets on the right side and liabilities on the left. They say
we are wrong; we say they are wrong, The argument—hair-splitting
and utterly futile—has died down.

But, you may ask, does not the boy own the $5 which he himself
tuned into the business? Why, then, is proprietary listed on the lia-
mlity side? Why is it not an asset? The answer lies in the fact that,
ia an economic sense, the business is considered to be separate from
the owner. The business owns the cash. This is an asset. The busi-
ness. in turn, owes it in a sort of equitable way to the boy. This con-
stituies the equity of the proprietor or the owner's equity.*

The question may also be answered in another way: the items on
the left side represent what the business owns; those on the right
side designate the source from which these assets or funds came. In
our illustration the business obtained the funds as follows: $5 from
Bill himself—this being, therefore, a proprietary «r equity or owner-
ship item—and $5 from an outsider, a creditor—this being strictly a
liability. These are, in general, the only two sources from which any
company can receive its funds. Thus, it would be possible to make
up the balance sheet as follows:

BirL—PzANUTS AND CANDY

We own the following assets: We got the funds from:
Cash.................. eeer. $10 | Our creditors (Father)..... .... $5
The proprietor, Bill, as his own-
er’s contribution. ........... 5

Next, Bill, acting for his company, purchases peanuts and candy
and other refreshments at wholesale or a special price to the amount

* The word “equity” is used in a variety of contexts. For the various com-
mon usages in this book, see Appendix A.
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of $9. The left side of the balance sheet has now changed, but the
right side remains the same.

We own the following assets: We got the funds from:
Cash..................... .. 81 | Our creditors (Father)......... $5
Inventory.................... 9 | The proprietor, Bill .. .. ... ... 5

Bill is now ready to do business.

The first day of business. During the first football game Bill—
thag is, his business—sells $16 worth (at his selling price) of goods.
He takes in $15 cash and gives $1 worth of credit to four or five
students on condition that they pay him the next day. He hires an-
other boy to help along for the day and pays him 50¢. He also runs
short of goods and buys $2 additional at wholesale. At the end of
the day he counts up his inventory and finds he has goods on hand
worth $1.55, valued at his purchase price. Although the boy propri-
etor is not likely to make up a formal profit and loss statement
(often called an income statement) for the day’s operations, he will
certainly know the amount of his profit if he is at all alert. Such
statement would read as follows:

BiLr—PeANUTS AND CANDY, PROFIT AND LOSS STATEMENT
FOR THE Day, OcTOBER 1, 1927

Sales.. .. ... $16.00

Inventory at the beginning of theday............ ..... .. $ 9.00

Purchases during theday.............................. 2.00

Total owned at beginning plus purchases................ $11.00

Less: Inventory at theend of theday................... 1.55 °

Costofgoodssold........... ... . i, 9.45

Gross Profit. .. .......c.iniiiitii e $ 6.55

Expenses: wages......... ... i 50
Netprofit. ... ..o i it $ 6.05

We are not attempting here to give all the accounting processes,
but Bill will make sure that his balance sheet, whether it is up to
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complete accounting standards or not, will include the following
items:

AssiTs (we have) LiasiLiTies (we got them from)
Cash...... ............. $13.50 | Our creditors (Father). .. .. $ 5.00
Due from students. . ..... 1.00 | The proprietor—as original
Inventory... ............. 1.55 investment............. 5.00

The proprietor—as undis-
tributed net profits. . .. .. 6.05
$16.05 $16.05

The close relation between the profit and loss statement and the
Lalance sheet is apparent. The profit and loss report is a moving
picture showing what happened during the period. The balance sheet
is a snapshot showing how the business stands at the end of these
activities. The profit is carried from the profit and loss statement to
the balance sheet.

The $6.05 is given as a separate account, but it could have been
transferred immediately into Bill’s capital,* making o total perma-
nent proprietary capital of $11.05. The boy may want to ‘“draw”
some money out of the business for his own use. If so, it would ap-
pear more logical to reduce the available earnings rather than the
permanent capital by such amount. In theory, however, both the
permanent capital and the net profits are the same type of account,
the only difference being that the capi.al was originally or directly
turned into the business by the boy. while the profits are contributed
indirectly to the extent that they aie not withdrawn for the proprie-
tor’s personal use. Neither the capital nor the profits is an asset.
They do indicate, however, Gn= of the chief sources from which such
assets were received.

Disposal of income. Bill concludes that he has done a good day’s
work. To celebrate, he takes his girl to the movies that evening and
afterward treats Lev tc a soda, the total cost being $1. Technically,
he may be said to “distribute” part of his earnings. But, you ask,
since the profits are not assets but are merely a bookkeeping entry

* Another word with many usages is “capital” See Appendix A. One use

of “capital” is -, designate the a~ount of the proprictor’s permanent contribu-
tion, and the word is so used in this chapter.
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indicating a source of the assets, how is it possible to distribute the
profits? How can one “spend” a bookkeeping entry?

The terms “accumulate profits,” “distribute profits,” “invest earn-
ings,” it must be pointed out, are specialized language. It is the assets
that are accumulated or distributed or invested. In our illustration
Bill spends $1 cash with no corresponding value coming into the
business. The effect of such payment is to reduce the undistributed
profits by $1. We have become accustomed to saying that he paid
$1 out of his profits. He really pays $1 out of his assets, charging
this amount to (reducing) his undistributed profits.

The next day Bill has an opportunity to purchase a basket in
which to carry his goods. This costs $1. He also pays $3 for some
candy bars for his next week's business. These processes could be
called “investment of ecarnings.” The acquiring of the basket con-
stitutes an investment in plant and equipment, while the purchase
of the candy bars is an investment in inventory. It will be noted that
such investment changes the form of the assets, but it does not alter
the total of the undistributed net profit or of the permanent capital.

Bill also pays his father $5 to cancel the debt and collects the $1
due from the students. The first transaction reduces the assets by $5
but it also reduces the liability side by $5. The business now has
fewer assets than before, but all of them have come from the pro-
prietor, either through the original capital contribution or ‘hrough
the “retention” of profits. The collection of the $1 from the students
merely changes the make-up of the assets. Neither the settlement of
the $5 debt nor the collection of the $1 in receivables affects the
amount of the capital or of the undistributed profits.

The boy, by agreement, was to pay no interest to his father, but
he gives a large candy bar each to his father, his mother and his two
sisters “in appreciation.” These bars cost 7¢ each wholesale, or a
total of 28¢. This constitutes a “paying out” or “distribution” of
earnings, since nothing of measurable value is received in return by
the business. Of course, this strategic expenditure may make his
sisters ambassadors of good will in the neighborhood, and it may
later pave the way for another loan from his father. These incidental
benefits are not direct enough to give them the characteristic of an
asset. Often, however, companies which carry on large and unusual
advertising or promotional campaigns “capitalize” * these expenses,

* “Capitalization” is another word which has several meanings. See Ap-
pendix A.
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that is, they add their value to the assets, to be “written off” over
a short period, such as three or five years.
As a result of these transactions the balance sheet for Bill’s busi-

ness now reads:

ASSETS LIABILITIES
Cash.. . ................ $4.50 | The proprietor—as original
Inventory................. 4.27 investment.............. $5.00
Equipment (basket)........ 1.00 | The proprietor—as undistrib-
uted net profits.......... 4,77
$9.77 $9.77

Expansion. Business prospects are bright. The home team is win-
uing. The customers have plenty of money. Friends and neighbors
ook with favor upon this rising young businessman. Bill decides to
¢sraud his business. In this expansion he has the choice of two
general aiternatives. First, he may borrow. His father is again will-
ing to advance the money. Second, he may take in a partner. The
proper decision will depend upon many considerations. If he bor-
rows the money, he will be able to retain all the eirnings himself
after paying all expenses and the agreed rate of interest. On the
other hand, if his business does not prove as successful as he hopes,
the debt and interest might become a burden. He would have to do
all the work himself or hire someone, which would involve an addi-
tional financial risk.

If he takes in another boy as a partrer, he must share the profits
with him equally or in some agreed proportion. On the other hand,
he would not be commiting himself to any fixed interest payments.
The partner would work with hiin as an equal in the management
of the busiress and would rot be paid a fixed salary. But the partner
would be his general agent in the conduct of the business, and in
the eyes of the law and of the public he would have the same rights
as Bill in the making of decisions within the scope of the partner-
ship. This general power of each partner to act as agent for the
others in the course of the business might have some uncomfortable,
or even disastrous, results, as we shall see later.

Bill has a friend, Joe, who has ability, common sense, and integ-
rity. The two boys are congenial and have the same interests. And,
very important, the friend has $10 in cash! They become partners,
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Joe agreeing to contribute as his capital a sum in cash equal to the
total capital and undistributed net profits of Bill, or $9.77. This
sum is thus to become the initial proprietary contribution, or capital,
of each partner. Both of them are (o work together in the running
of the business.* They agree to share profits equally. The balance
sheet of the new business unit, after the carrying out of this agree-
ment, reads as follows:

ASSETS LIABILITIES
Cash.................... $14.27 | Capital—Bill............. $9.77
Inventory. ... ... e 4.27 | Capital—Joe............. 9.77
Equipment (basket).... .. 1.00

$19.54 $19.54

A full-fledged business partnership. Twenty years elapse. The busi-
ness has flourished. A third partner has been added. The firm of
Anthony (the original Bill), Barr & Cooper, manufacturers of and
dealers in candies and ice cream products, presents the statement
of assets and liabilities shown on the following page.

Balance sheet-Asset accounts. By such a statement the company
announces to the world that it owns various assets, to whici it has
assigned specific values, some of which are known to be correct,
others are mere appraisals. Accounting is not an exact art, though
it does deal in “symbols of certainty.” The values of most of the
assets are often arrived at by intelligent (though sometimes not even
intelligent) guesses.

Of these assets, certain ones are fixed—that is, they are used over
and over again, continuously for a long pericd, in the business.
Their gross value is given as the cost, which might or might not be
the cost if bought at the present time. Furthermore, they wear out
and deteriorate, and some of them become outmoded owing to new
inventions or changes in people’s habits and wants. Therefore, in
order to arrive at a net value for such assets, it is necessary year

* The Uniform Partnership Law, in effect in one half of our states, follow-
ing in general the common-law prir.ciples, defines a partnership as “an associ-
ation of two or more persons to carry on as co-owners a business for profit.”
All of these characteristics are necessary: (1) an association of two or more

persons; (2) an intention to carry on as partners; (3) co-ownership; (4) a-
business for profit.
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ASSETS
Fixed assels
1. Land and buildings, less depreciation and obsolescence reserves. . $ 50,000
2. Machinery and equipment, less depreciation and obsolescence re-

BBV, L ot vttt e et e et e e e e e e e 70,000
3. Furniture and fixtures, less depreciation and obsolescence reserves 10,935
I'nvestments
4. Securities held for investment... ... ... ..... ... ........ .... 5,300
5. Securities held for special funds. . ........... ... . o0 L 6,000
Intangiblec assets
6. Patents, processes, and licenses. ..... ........... ... ... .. .. 5,000
7. Good will .. . ................... e e 10,000
Current assels
8 Cashonhandandinthebank.. ............................ 32,442
9. Readily saleable securities. . ....... ....... ... ... .. ... 1,340
10. Accounts and notes receivable, less allowance for bad debts and
retorns and discounts. ......... ... ... 5,280
11, lnventories of finished goods, partly finished goods, and raw mate-
0T X 39,744
Deferred clharges
12 Prepaid insurance. ................. . ... i, 750
13. Prepaid wages, salaries, and rents. . ......... ................. 4,546
Totalassets. .............covir v, s 8241337
LIABILITIES

The business received these asscts from the following: (The ctstomary termi-
nou«gy is given in the parentheses.)
14. The holder of a mortgage, who furnished us funds on a long-term
basis. This is our long-term debt. (Mortgage outstanding). .. .. .8 24,000
15. The bank, which loaned us on a short-time basis. (N« 1¢s payable) 2,500
16. The furnishers of products whom we have not yet paid, but will

pay by the tenth of next month. (Accounts payable)............ 5,345
17. Our wage earners who are paid twice a month. Their unpaid or
accrued wages are (Accrued wages). ..... ... ... 599

18. The holder of the mortgage to whom we 1. y interesi twice a year.

The interest has, at the time of this s.atement, accrued to the

amount of (Accrued interest). . .................... ... .. 250
19. The taxing units to whom we know we will have to pay taxes. We

have estimated them to date and have set up a reserve of (Reserve

FOr taXES) . . ittt e e e e 5,400
(The total of items 15 t 19 inclusive constitutes our current lia-
bilities.) .
20. The three proprietors who pui in capital as follows-
(Anthony—Capital). ....... ... ... o 60,000
(Barr—Capital)........... ... oo L L. 44,000
(Cooper—-Capitat). ... ... vvivi i i 55,000

21. And, in addition, w« have let part of our share of the earnings stay
temporarily in tne business,

(Anthony—Drawing). .. ......... PR 13,017
(Barr—Drawing).......... ... oo oo 5,341
(Cooper—Drawing). . . .......oiie i 10,885

22. In addition, the business has set up a reserve against certain ad-
verse events which the partners hope will not happen (Reserve for
contingencies), .. ...... e 15,000

Total liabilities. .......... ... ... ... ... oo $241,337
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after year to accumulate an allowance or reserve for depreciation
and obsolescence, the amount of which is also based upon estimates.

The company has placed $11,300 into investments and securities
held in special funds. These are probably appraised at cost.* This
figure, however, does not necessarily represent their true market
value at the present time. Though these investment or special funds
may be fairly marketable, the proprietors presumably intend to hold
them for some time. The investments represent an outlet for some
extra cash while the special funds are to be used only for special
purposes. These special funds are to be used to pay off a certain
portion of the mortgage before the maturity date.

The organization owns patents and processes which the partners
have developed with the aid of several inventive employees. It also
holds exclusive rights and licenses to manufacture certain candy
bars and soft drinks in the area. The company has assigned a more
or less arbitrary value of $5000 to these patents, processes, and
licenses. Relying upon its favorable standing with the public and in
the trade, it has also placed a value upon its good will or capacity
to earn beyond the usual or customary return in the candy manu-
facturing industry.

Though many companies exclude these “intangibles” from their
balance sheets because of their vague value and uncertainty of con-
tinuance, or assign them a purely nominal figure such as §1 00, the
proprietors of our partnership have assigned to them a total value
of $15,000. Most accountants agree that good will can logically be
given a value only when it has beea paid for—by the purchase, for
instance, of some prosperous, going concern favored with an above-
the-average record of earnings.

The company has assets of a current nature. These may be in
cash or they may be in the form of unrestricted investments which
can be sold at any time. Or they may be accounts and notes receiv-
able, which are readily discountable or collectable in a short time,
say within a month. Or they may be in the form of goods, which
are processed or sold or turned over fairly rapidly in the ordinary
course of manufacturing or trade. The readily salable investments
are probably valued at cost, while the inventories are usually ap-
praised at cost or market, whichever is lower.

The accounts and notes receivable might not be collected in full;
therefore, good accounting practice demands the setting up of an

* The method of figuring book value of premium and discount bonds is dis-
cussed in Chapter 19.
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allowance for bad debts. Furthermore, the receivables may be re-
duced by return of goods and by discounts for early payment. Some
companies set up a reserve for these possible reductions. The cash,
even if it is in the form of a bank account, is generally given its full
face value on the books.

Finally, a small portion of the assets are in the form of deferred
charges, often called prepaid expense, such as insurance paid in ad-
vance but partly unused at the present time, and prepaid salaries
and rent. The insurance is generally given a money value, calculated
according to the proportion still remaining from the original amount
purchased. For instance, if the company has paid a fire insurance
premium of $1,000 covering protection for a three-year period, the
prepaid insurance at the end of one year would have a value of
$366.67. The prepaid rent is given similar treatment. Any prepaid
s:laries are listed at the figure unearned by the employee at the date
of the statement.

Balance sheet-Liabilities accounts. The firm obtained its assets from
two general sources, that is, from creditors and from the proprietors.
The company received $24,000 directly from a lender on its promis-
sury note, giving the holder or creditor as security a mortgage on its
land and building. It also borrowed $2500 from the bank and re-
ceived $5345 from businessmen in the form of goods bought on
credit. The company has in effect received $599 from employees who
have not yet been paid for the time they have wcrked since the last
pay day; $250 from the holder of the mortgage in whose favor this
amount of interest has accrued but is not yet due; $5400 from vari-
ous governments in whose favor an estimited tax bill of that amount
has accumulated to date.

The accruals just mentioned—wayes, interest, taxes—do not rep-
resent direct advances of money by the individuals or by the gov-
ernments. Let us refer to the accrued wages, for instance. It would
be possible to pay wages every day or even every hour or minute.
It is more practical, however, to let unpaid wages build up for a week
or two or even a month with the definite understanding that pay-
ments will be made at specified, prearranged times. Between pay
days the company gets the benefit of the worker’s labor without
having made any outlay for it. Though the employee has not lent
or advanced money to the company, he has lent the company his
labor which is valued on tlie books according to the contract price.
Similarly, the holder of the mortgage has advanced the service of his
funds prior to the receipt of the interest.
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The taxing units could demand their taxes every day, if the law
so provided, but by deferring collection they are letting the indi-
vidual taxpayers have the possession and use of funds really belong-
ing to the governments. The total ne* income and therefore the total
income tax liability is not known until the end of the year. The rates
of property taxation are fixed each year by dividing the amount of
the total income wanted by each of the respective governments in-
volved by the aggregate amount of assessed taxable property subject
to its jurisdiction. It is necessary or advisable, therefore, for large
payers of such direct taxes to estimate their tax liability and to set
aside a reserve for taxes. The actual taxes eventually paid may vary
from this anticipated figure. Internal-revenue, sales, and social-secu-
rity taxes are collected by companies constantly, but the settlement
for them is generally made on stipulated dates.

The total obtained from all these outside source- is $38,094. This
sum represents liabilities which must be paid at the time due. They
represent legally enforceable claims.

Balance sheet-Proprietary items. The remainder of the assets were
received in some form from the three partners. Mr. Anthony con-
tributed $60,000, Barr $44,000, and Cooper $55,000 as capital in
much the same way as some twenty years ago young Bill turned in
his first $5 to the partnership and added to it his undistributed earn-
ings of $4.77. These represent a permanent contribution.

The drawing accounts, on the other hand, represent a highly tem-
porary contribution by the partners to the business. Each partner’s
share of net profits is from time to time added (credited) to his
personal, or drawing, account. The partners may then draw out such
amounts, leave them there temporarily, or, by agreement with the
other partners, add them to their respective permanent capital.* An-
thony, for instance, has the right to draw out $13,017 as his remain-
ing share of ‘“‘undistributed profits,” but he has not done so. In the
meantime, funds to this amount are working for the company. By
not taking them out he has really advanced them as additional
temporary capital. The total of these drawing accounts is $29,243.

The “reserve for contingencies” is in a quite different position
than the other reserves so far encountered in this balance sheet.
Though, from time to time, we will refer to these reserves, the dif-
ferences can be summarized at this point. The accountant refers to
the reserve for depreciation and obsolescence and the allowance for

* This process is often called capitalization of profits. See Appendix A.
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bad debts as a “valuation reserve” or an “offset reserve.” They are
so called because they are basically subtractions from the gross or
cost value of the assets on the books and are needed to give these
assets a proper “net valuation.” * The reserve for taxes is a “liability
reserve” and, as already mentioned, it is set up to take care of a lia-
bility which must be estimated or is steadily accruing but is not
yet due.

The reserve for contingencies, in contrast, is a ‘“proprietary re-
serve.” It is a bookkeeping entry set up out of the owners’ accounts
to create a buffer against some event which the proprietors are afraid
may happen but which they hope will not. Some years ago a bad
flood of the White River had seriously weakened the foundation of
one of the warehouses, and the company had to spend $10,000 in
repairing the damage. Floods occur often, but they are not always
i the same severity. Various precautions have also been taken to
nrevent or to minimize the damage. But the hazard is still there,
<o the partners set up this reserve. If, luckily, the contingency does
not happen or if the reserve becomes too large, ‘he excess portion
may be turned back into the proprietary accounts whence it came—
into capital or into the drawing accounts of the partners—in the
propoertion in which their agreement specifies that they are to share
prufits or losses. If, on the other hand, a serious loss does occur,
such as damage to the amount of, say $10,000, without insurance,
the charge may be made to the reserve for contingendies, leaving the
capital and drawing accounts intact.

Someone may bring or threaten a lawsuit against the firm, per-
haps on flimsy evidence. Here would bs anothei use for a reserve
for contingencies. If the plaintiff is litely to win, and the partners
know that fact, it might be more appropriate to set up a liability
reserve. If the books are inspected or are brought into court, how-
ever, such reserve could be played up by the plaintiff’s lawyers as an
admission of the firm’s weak position. If the opponent wins the suit,
the firm can pay the judgment with cash and eliminate or reduce

* Frequently these “valuation” or “offset” rescrves are placed on the liability
side. Assume, for instance, that the purchase price or construction cost of build-
ings was $60,000 and that the estimated depreciation and obsolescence of the
buildings to date totai $10,000. The net depreciated value on our balance
sheet is $50,000. It would also be p-ssible to insert the gross value of $60,000
under the land and huildings account and to include the “reserve for depreci-
ation and obsolescence” of $10,000 under the liability side. To ascertain the
balance sheet valie of a depreciating asset it would then be necessary to con-
sult both sides of the statement.

See Appendix A for different meanings and uses of the term “reserve.”
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(debit) the reserve accordingly. If the firm wins the suit, the partners
can throw the amount of the reserve back into the partners propri-
etary accounts. The reserve has then become useless.*

[Problems for this chapter will be found together with those for
Chapters 2 and 3 on pages 45-47.]

* For reasons which will develop as we go along, the proprietary reserves
are much more frequently used by the corporation than by the partnership.
Since corporations have proprietary accounts called capital stock and surplus,
as against the capital and drawing accounts of the partnership, the proprietary
reserves of the corporation are often called “surplus reserves.” They are gen-
crally created out of surplus or out of income and if they become useless they
are thrown back into surplus and thus become again available as a basis for
distribution of dividends.



Chapter 2

Complications

Hor various personal reasons the firm of Anthony, Barr & Cooper
is confronted with serious problems of organization. Mr. Anthony
wishes to retire from active participation in the business but he
would like to retain his connection with the company as a furnisher
of capital. Barr and Cooper want to continue active in the manage-
ment. The company needs additional funds for expansion, and two
vi three friends and neighbors are able, willing, and ready to “buy
into”” the business. What should be done?

Possible forms of business organization. Should Barr and Cooper
continue in the partnership and take in these friends and neighbors
as partners? Or would an entirely different organization, such as a
limited partnership or a corporation, be more desirable? just as
differing situations may necessitate individual t:eatment in other
phases of life, so the nature of the industry, the trend of the times,
the attitude of government, the peculiarities of the human relation-
ships, and the qualities and personal chsracteristics of the members
may suggest or dictate different forins ci organization in business.

In the general partnership, as developed in the common lgw, each
partner has an equal share in the management and is both general
agent for, and principal of, each of his associates in the conduct of
the partnership business. The partners sometimes specify in their
original agreement or articles of copartnership (or they later amend
these articles by agreeing among themselves) that the functions of
each partner are to be specialized. To refer to the partnership now
in existence: Mr. Anthony might be designated to do the buying,
Mr. Barr the selling, and Mr. Cooper the manufacturing. Or the
three partners may agree that only in certain limited phases shall
each act as agent for the others.

Such limitations or special instructions, however, do not apply to
outsiders without notice. Not knowing about the agreement that Mr.

: 16
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Barr is only to sell, Mr. Tinley, an outside party, approaches Mr.
Barr and asks for a job in the manufacturing department, of which,
by agreement among the partners, Mr. Cooper has charge. Mr. Barr
violates his faith with his partners and agrees to give Tinley a posi-
tion. Tinley can legally hold the partnership; that is, he can hold
Anthony and Cooper as well as Barr on his contract. The firm of
Anthony, Barr & Cooper, is a general partnership * and, in the
absence of actual notice to the contrary to the third parties, each
partner is both agent for, and principal of, the others in all the
expressly designated and the normal and customary phases of the
business.

Liability of members of a partnership. Each partner in a general
partnership is burdened with an unlimited liability. Any one of the
partners may make valid contracts with third parties on behalf of
the other partners, which he should not have made according to the
private understanding among them; worse still, through bad judg-
ment or ignorance or bad faith, any partner, within the broad scope
of the normal partnership business, may make unwise or improvident
contracts with outside parties. Some commitments may be so bad
as ultimately to force the partnership into financial difficulties or
even bankruptcy.

Bad judgment is only one cause of business failure, but it is the
most fundamental. Many of the other commonly listed internal
causes, such as incompetence, inexperience, lack of capital, neglect,
extravagance, speculation, and fraud, have their origin in unwise
decisions either in the selection of agents or in actual operation. In
addition to these direct circumstances, there are external causes of
financial involvement, such as unfair competition, price changes,
movements of the business cycle, and acts of government.

Regardless of whether the causes of the difficulty are external or
internal, if the assets of the partnership are insufficient to pay the
partnership debts, any creditor who has secured a judgment against
the partnership may, as a general rule, execute it against the indi-
vidual net assets of any one or more, or of all, the partners—that is,
the liability is unlimited. The creditors may, for instance, levy upon
the assets of only one partner if he has a large enough net estate
and pay no attention to the others, in spite of the fact that the part-

* For definition 'of a partnership (often called general partnership in con-

trast to a limited partnership), see footnote on page 9 of Chapter 1. Also see -
page 563 of Chapter 30.
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ners may have agreed among themselves to share all losses equally.*

If a partner is forced to stand all the loss in the first instance, he
will in turn have the right to recover the proper amounts from the
other partners according to the partnership agreement. This is called
the right of “indemnity” or sometimes “contribution.” But such
agreement to share losses in a certain proportion is a matter involv-
ing only the internal relations among the partners and may usually
be disregarded by creditors who have relied upon the legal status of
the organization as a general partnership.

Liability in limited partnerships and in corporations. Difficulties aris-
ing out of the unlimited liability of general partners and out of the
ineffectiveness of allocation of managerial duties and responsibilities
tend to encourage the formation of some other form of business or-
ganization, such as the limited partnership and the corporation. In
a limited partnership, at least one of the members must be a gen-
eral partner while the others may be limited—that is, their liability
is restricted to the investment they have actually made in the busi-
ness. The limited partners can have no voice in the management or
control, though they usually do have the right to inquire into the
condition and progress of the partnership affairs.

Limited partnerships are unknown to the commen law and can
be organized only under the authority of the statutory law.{ The

*In the literature on partnerships, you will find many references to “joint
liability” and “joint and several liability.” Suppose Tinley, a third party, had
made a contract with the Anthony, Barr & Cooper partrership through, let
us say, Anthony, as general agent for all. If the liability of A, B, and C is
simply joint, there is really only one contract 1lf Tinley proceeds against one
of them—Anthony—without bringing in the others, and obtains a judgment
in a court of law, the contract is dischargec and Barr and Cooper cannot then
be held. If the contract is considered joint and several, there are in effect four
distinct enforceable agrecments-—one with each of Anthony, Barr & Cooper
severally and one with all of them jeintly, In this event Tinley could sue the
partners on the joint undertaiiing or he could sue each one separately. The
Uniform Partnership Act provi:w. that the partners’ liability for torts and
fraud is joint and several while on the ordinary contracts they are liable
jointly; that is, a partnership creditor should sue all the partners jointly in
the same action. But when a judgment is obtained, it may be executed in full
against any one or more of the partners, who then have the right of contribu-
tion against the othirs. The laws and courts in a number of our states pro-
vide for “joint and scveral” liabilitv even in the case of the ordinary partner-
ship contracts. In equity, to prev-nt unfair distribution of available assets,
the law and the courts have developed the process of “marshaling the assets,”
which amounts to joint and several liability. (See also footnote below.)

t The limited partnership was carly recognized in the modern civil law of
continental Eurcpe, It was widely used in Louisiana, whose legal system was
based on the civil law. New York was the first common-law state to intro-
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firm name must not contain the surname of any of the limited part-
ners. The certificate or agreement of partnership containing specified
information must be recorded with the appropriate public officer in
the jurisdiction in which the company does business, and sometimes
the law requires that notice be published in a local newspaper so as
to give all outsiders sufficient notice of the nature of the organization.

This brief description of the limited partnership suggests its dis-
advantages and the reason it is not a common form of business or-
ganization. The legal requirements and specifications for its forma-
tion or operation must be substantially and faithfully obeyed. Any
material deviation from them may cause the organization to be con-
sidered a general or common law partnership and will subject the
lintited partners to the rule of unlimited liability. The limited part-
ners must not act like proprietors or even frequent the place of busi-
ness. If they do, third parties, relying upon such holding out or
representation, may be permitted to consider them liable as general
partners. Generally, a limited partnership is recognized as such only
in the jurisdiction under whose statutes it was organized. States
which do not have limited partnership statutes regard such organiza-
tion as a general partnership.

Because it is the most effective, the customary method of insuring
the limited liability of the members of a business firm and of pro-
viding an effective division of labor among its managers is the {orma-
tion of a corporation. This organization operates through a board
of directors elected by the stockholders—the owners of the capital
stock—usually, but not always, from among their number.* The
directors are not employees of the stockholders; they hold an inde-
pendent legal status during their term of office. They, or the officers
selected by them, appoint men to various positions, thus effectively
assigning to each his particular responsibilities. The directors cannot
delegate their functions or duties. By law they are in a fiduciary posi-
tion or in a position of trust relative to both the corporation and the

duce the limited partnership by a statute, in 1822. Other states followed New
York, but England did not recognize the limited partnership by statute until
1907. 47 Corpus Juris 1277-78 and 40 American Jurisprudence, Partnership,
section 505, Lawyers Cooperative Publishing Company, 1942. Some form of
limited partnership, particularly as provided in the Uniform law, has been
sanctioned in a considerable number of our states.

* Unless the statute, charter, or bylaws provide for qualifications of di-
rectors, none are specifically required. If there is a requirement that a director
be a stockholder, one share actually owned will be enough to qualify him. 19
Corpus Juris Secundum, par. 726. Shares so held are frequently called “direc-
tors’ qualifying shares.”
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stockholders. In acting for the corporation they must always be open
and aboveboard. They must obtain no secret profit or personal ad-
vantage by virtue of their position.

It is comparatively easy to organize a corporation to engage in
such industrial activity as manufacturing, mining, or merchandis-
ing. Though a charter must be applied for from a sovereign state, the
granting of such permission is almost a mere formality. The charter
generally specifies the name of the corporation which must indicate
that the company is incorporated; * its powers, which are usually
stated in as broad or general language as possible; the amount of
the authorized capitalization and the types and characteristics of the
stock to be issued; the location of the home office; the duration or
life of the company, which is frequently perpetual; the names and
;eddresses of the original subscribers to the stock; the number and
term of sffice of the directors and probably the names and addresses
nf those first holding this position.t :

The requirements for organizing a banking, public utility, or rail-
"road corporation are stringent and exacting. The appropriate state
or faderal authorities are charged by law with investigating carefully
the need in the community for additional facilities of the kind con-
templated. The authorities also look into the standing and financial
responsibility of the incorporators and of the probable officers. Such
special procedure is, of course, made necessary by the public char-
acter of the business in which the prospective company is to engage,
rather than by the inherent nature of the corporation.

Is unlimited liability significant? Great emphasis has been placed
on the difference between the limited liability of the stockholders of
the corporation and the unlimited personal liability of general part-
ners. Comparatively rarely, however, do partnership creditors seem
to collect much from the personal estate of the partners. f The indi-

* The requirements vary widely in different states and countries. Often the
corporation name must begin wit%i “The” and end with “Company.” Other
designations are “Inc.” (Incorporated), “a corporation,” “Ltd” (Limited liabil-
ity or limited powers). A new corporation must select a name which is dif-
ferent from that held by corporations doing business in the state at the time
of application.

t See Appendix B for extracts from the charter of Union Pacific Railroad
Company. This company is the successor of The Union Pacific Railway Com-
pany, which held a charter from ‘he United States government.

1A committee studying the question as to whether members of the Stock
Exchange should incorporate réported that “in no case of bankruptcy of an
Exchange firm had the creditors ever recovered anything substantial from the
personal assets cf a partner.” The committee pointed out that if the partners
were “men of integrity all assets have already been put at the disposal of the
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vidual partners may also owe debts to their individual creditors. If
partnership property and individval assets of the partners are in
the hands of a court for distribution, the general rule is that part-
nership creditors have first recourse to partnership assets, while
creditors of the partners as individuals have first chance at the indi-
vidual assets. If there are no partnership assets available and if all
the living partners are also insolvent, the partnership creditors may
share with the individual creditors in the estate of the individuals.
But the individuals are presumably also bankrupt. Therefore, they
can lose nothing by the unlimited liability feature. The loss has
already occurred.

If the firm is bankrupt and the assets are insufficient, the firm
creditors can as a general rule share in the individual partners’ assets
after the individual creditors have been paid. If there is nothing left,
nothing is lost by the unlimited liability rule. Many individuals have
taken precautions against there being anything available. Within
the required legal limits of time and intent, they may have assigned
their property to their wives or other relatives. A wife has often
been a great financial convenience.

Thus, if the partnership fails, the creditors’ rights against the per-
sonal estate of the partners may lack substance. If a partner is hon-
est and sincere, he has probably already turned in his available
individual assets to save the partnership. If he is dishonest, he has
probably evaded his obligations by transferring his property into
“safe” hands. The unlimited liability feature may have neither hurt
the partner nor helped the creditor. In law the partnership is, gen-
erally speaking, the same as and equal to the partners, but in actual
business practice people dealing with a partnership regard it as a
separate entity distinct from its members. In the final analysis out-
siders rely on the property actually owned by the partnership and on
its earning capacity, just as they do in the case of the corporation.
firm, and if they were not men of integrity, the assets would already have
been hidden before bankruptcy was announced.” Harold H. Bredell, “Re-ex-
amination of the Desirability of the Corporate Form of Business Organization”
in Indians Law Journal, Vol. 13, p. 551 (1938). There have, of course, been
instances in which creditors of bankrupt partnerships have made substantial
collections from the personal estates of the partners. To refer to a well-known
illustration, Sir Walter Scott was a partner in a publishing firm which went
bankrupt. Scott lost his fortune and then, though he could have protected
his future income by means of bankruptcy, he spent the remainder of his life

writing novel after novel in a heroic and in the end successful attempt to pay
off debts of £120,000.
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Continuity. The matter of continuity has been an important influ-
ence in the choice of form of organization. The sole proprietorship
is, of course, legally the same as the proprietor, and the partnership
is generally treated merely as equal to, or the same as, its members.
The common law to a slight extent and some statutes such as the
Uniform Partnership Law have endowed the partnership with a sep-
arate entity of its own for certain limited purposes, but the principle
is nevertheless valid that the general partnership has no existence
of its own. Tt is a relationship, not a separate being.*

Lawyers describe the partnership as a delectus personac—choice
of person—relationship. No one can foist a partner upon anybody.
In the Anthony, Barr & Cooper partnership each partner has per-
sonally selected the others as his partners or agents. If Mr. Cooper

¢«lies leaving his son, Mortimer, as his heir, Mortimer has no right
automaiically to succeed to the position of his father. By law the
death of Mr. Cooper would automatically break up the partnership.
Moz timer, as heir, may, of course, demand the share willed to him.
Anthony and Barr will be forced either to buy him out with their
own individual funds or to dispose of part of the assets of the busi-
iess and turn the proceeds over to him. They could then continue as
the new partnership of Anthony and Barr.

If they like and trust Mortimer, and if Mortimer is willing, An-
thony and Rarr can take him in as their partner, thus creating a
new partnership. Sometimes, indeed, the difficulty of adjusting the
matter in any other way may virtually compe! them to accept
Mortimer. But, at any rate, Cooper’s deith would automatically dis-

* Some courts permit a partnership to cue or to be sued in its own name.
The Uniform Partnership Law permits « partnership to hold real estate. This
section was purposely inserted in the Uniform Partnership Law bccause the
courts under the common law had rul.d that a partnership bad ho such capacitv
or power; th¢ common law argument running as follows: real jstate must be
owned by a person (which inciwdes a corporation), a partnership is not a per-
son or a corporation, therefore, a partnership cannot hold real estate. Under the
Uniform Partnership Law, the partners are considered tenants in partnership of
specific business property which is, therefore, not subject to withdrawal by an
individual partner without the consent of the others or to attachment or to
dower on his behalf The partnership, in short, owns the business property, each
member having the right to insist that it be used in the carrying on of the nor-
mal work of the partnership. The provision in the Uniform Partnership Law and
in the bankruptcy statutes that, in case of distribution of the partnership and
individual assets by a court, the partnership creditors have first right to the
partnership assets and the individual creditors first right to the individual

partners’ assets is essentially a recognition of the entity of the partnership.
Lawyers often refer to this process in equity as the “marshaling of the assets.”
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solve the partnership, and even if Anthony and Barr take in Mor-
timer, a new partnership of Anthony, Barr & (Mortimer) Cooper
has come into existence.

Some circumstances or forces will automatically break up a part-
nership. The most obvious of these, of course, is the death of a
partner. The expiration of the term, the accomplishment of the ob-
ject of the organization, the arbitrary and willful withdrawal of a
partner in violation of the terms of the agreement, the expulsion of
a partner for good cause, and, of course, mutual agreement among
the partners will dissolve the partnership.

The bankruptcy of an individual partner or of the partnership
causes a dissolution of the partnership. By the provisions of our
law the estate of a bankrupt person, including the right to his share
in the net assets of any partnership to which he belongs, passes into
the jurisdiction of the court for the benefit of the creditors. This
effectively cuts the business cords among the members. If partners
are residents of different countries, the outbreak of war between
these nations will dissolve the firm. War by its very nature makes
illegal all private and commercial relationships among countries, in-
cluding the delectus personae and principal and agent relation among
partners. If the business of a partnership is made illegal by law—
by prohibition legislation, for instance—such illegal status dissolves
the partnership.*

Certain changes in the personal status of a partner may automat-
ically dissolve a partnership. Under the common law, the marriage
of a woman partner of a firm caused a dissolution of the firm be-
cause, under the common law, a married woman suffered a general
disability to make contracts, though this was partly removed in
equity. It can be said that when a man and a woman marry, they
become one, but for legal purposes the husband beconies the one. If,
for instance, Barr had been a single woman and married Mr. Davis,
the continuation of the partnership would make Mr. Davis instead
of Mrs. Davis a partner. Under the deluctus personae principle this
would not be possible, unless Anthony and Cooper agreed to accept
Mr. Davis, in which event a new partnership obviously would really
result. If Barr married her partner Cooper, this marriage would also
break up the partnership. The common law has generally been abro-

* A distinction should be drawn between dissolution of the partnership and
the termination of the partnership business. It is clear that though the partner-
ship as an organization is dissolved, the business may continue at least until
final steps for its termination can be taken.
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gated by statutes (called the Married Women’s Acts) which give
married women practically full property and contractual rights.
Therefore, in states where such remedial laws have been passed, the
marriage of a woman partner will probably not dissolve the partner-
ship.*

In addition to the above circumstances and forces which auto-
matically sever the personal partnership relation, there are certain
others that will dissolve the firm only after proper decision by a
court of equity. In general these include conditions which, if allowed
to continue, would be unfair to the partners or prejudicial to the
public interest. If a partner has been adjudged insane, or if he has
become totally incapacitated to carry on the business, or if he is
guilty of fraud or misconduct or is utterly incompatible, a court of
equity may order the dissolution of the partnership. If the business
is impracticable and has no chance of success, the court may arrive
2. a similar conclusion.

With respect to continuity, the partnership is even worse off than
<he -ole proprietorship. The sole proprietorship may be broken up
by the ceath of only one person—the individual proprietor—while
the partnership may be terminated by the death of any one of two
or more individuals. The probability of death in a partnership of
eight or ten members is naturally greater than in an crganization of
two or three members. One reason which impelled the J. P. Morgan
partnership to become a corporation was the frequency of death
among the members, many of whom were elderly.

The corporation has the advantage of continuity. It may be char-
tered in perpetuity or for a limited number of years. Stockholders
may come and stockholders may go, but the corporation goes on
(probably) forever. Just as a river does not contain the same water
from one day to the next and yet remains essentially the same old
river, so the corporate being is unchanged by the coming and going
of its members.

The death of a stockholder, accordingly, has no effect upon the life
of the corporation. A stockhclder dies, leaving a son. Title to his
stock passes immediztely to the executor or the administrator (de-
pending upon whether or not he had made a will) and then, accord-
ing to law, to the son, but these transfers have no direct effect upon
the corporation’s life. Bankruptcy, or lunacy, or incompatability, or
any of the personal circumstances of the members which may break

* 26 Americazs Jurisprudence, Husband and Wife, pars. 243-50.
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up a partnership or serve as a valid cause for its judicial dissolution
generally have no effect upon a corporation.

Segregation of assets. A weakness of the personal form of organiza-
tion, such as the sole proprietorship.and the partnership, lies in the
fact that its assets are not set aside or segregated for its exclusive
use. Harkness, an individual proprietor, owns a department store, a
private bank, a ticket agency, and a saloon. He can shift assets from
one business to the other almost at will. He can easily transfer funds
from any of these businesses to his own personal use. If the depart-
ment store proves financially unsuccessful, the creditors might at-
tempt to fasten a lien on some of the assets of the bank, or of the
ticket agency, or of the saloon, as well as on the rest of the Harkness
pérsonal estate. Repardless of its merits or ultimate success or failure,
this threat could frighten the bank’s depositors and could easily have
an unfavorable effect on any of the business interests of the propri-
etor.

If the bank in our illustration is incorporated even with Hark-
ness as the dominant stockholder, the bankruptcy of Harkness may
give the creditors of the department store, or of the saloon, or of the
ticket agency recourse only to his stock in the bank, not to the
bank's assets. The assets of the bank remain segregated for its sole
use. Situations such as these help account for the common require-
ment that commercial banking and some other businesses vested
with a strong public interest must be carried on through an im-
personal form of organization, such as the corporation,*which permits
an effective setting aside or segregation of its assets.

Such segregation of assets does not constitute an undiluted ad-
vantage. The knife cuts both ways. If the creditors of a stockholder
cannot dip into the assets of the corporation, it follows that the cred-
itors of the corporation as a general rule have no access to the out-
side resources of the fully paid-up stockholder.* This is, it will be

* There are exceptions to this rule. Bank stock was long subjected to double
liability, the creditors of a failed bank having access to the personal estate of
even the fully paid-up stockholder to the amount of 100 percent of the par
value of his stock. This double liability has been abolished as to the shares of
national banks issued after June 16, 1933, and has also been abandoned by
many states. In some states if a corporation becomes bankrupt while owing
wages the stockholders may be held liable to the workers. Occasionally, the
stockholders may also be held for materials and supplies furnished to the cor-
poration. The effectivencss of these special statutes seems to be rather limited,

See Lewis Mayers, Introduction to the Law of Business Corporations, Long-
mans, Green & Co., 1939, Ch, XV,
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noted, just another way of describing limited liability. Many argue
that, other things being equal, a sole proprietorship or a partnership,
because of the unlimited liability of the members, will have a credit
standing superior to that of a corporation. The validity of this argu-
ment is dubious, in as much as we have seen that partnership cred-
itors have rarely heen able to collect much from the partners’ per-
sonal assets. Even if this should be a theoretical disadvantage of the
corporation, there are other compensating elements of strength.

It is pointed out, for instance, that a corporation can replenish
or add to its capital more easily than a partnership. It may contact
stockholders all over the world, in diverse positions in life and with
varying sums of money at their disposal. The corporation has raised
much capital from customers and from employees. It is true that the
‘smal! one-man or closely held corporation, whose number is legion,
has deliberately shut itself off from outside sources of funds and is
rather limited in its financial scope. This limitation, however, is not

_inherent in the nature of the corporation, and many such corpora-
tions have vpened their books to wider stock subscription.

“Esprit de corps” among members. The bringing together into the
same corporation of numerous stockholders from widespread areas,
from all classes and races and interests, with various sizes of
holdings, may enable much capital to be assembled, but it does not
encourage the building up of an esprit de corps among the members.
A partner has some loyalty to his organization, and though he may
hesitate to enger the business he may also be reluctant to withdraw.
A stockholder, on the other hand, has little sentiment toward a stock
certificate. He buys and sells shares wi'i little thought of the human
relations involved. Few corporatiors send a letter of welcome to a
new stockholder. Still fewer bid good-by to the departing member.

Because the owners of a widely held corporation are numerous,
widespread, and unknown to one another, and are generally unin-
terested in the details of management, they are also individually
powerless. Their lack of mutuality of interest contributes to the so-
cial evils of the corporation, among the most outstanding of which
is the divorce of ownership from management. This condition may
not be so bad when all goes well, but in times of stress and financial
uncertainty it may have serious consequences. These will be dis-
cussed in Chapter 28.

Flexibility snd mobility. Tk= need for flexibility and mobility may
affect the choice of form of business organization. As a creature of
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the state, a corporation can in theory legally do only those things
which the law and the charter expressly and impliedly permit or
which are necessary functions of the corporate being.* A change in
its purpose or powers requires a revision of the charter. A natural
person, on the other hand, may do anything that law or public policy
does not forbid. A sole proprietorship or a partnership on the spur
of the moment can change its location, its business, or its capital and
financial setup. The general partnership agreement can be changed
quickly by the mutual consent of all the partners. The facts that the
members are natural persons and probably citizens and that they are
the same in law as the partnership tend to give the broadest possible
scope to this form of organization.

Accordingly, if businessmen think that they might want radically
or rapidly to change the purposes for which they are organized, they
may prefer to use the partnership form, unless, indeed, they organize
a corporation with powers so broad as to anticipate all changes. Cor-
porate charters frequently do contain extremely broad and inclusive
provisions, but the courts probably would not interpret even the
broadest of language to cover all possible types of business activity.
Every corporation must have some fundamental purpose from which
it should not deviate unreasonably. A corporation cannot be or-
ganized to “do everything.”

The chartering of the ordinary corporation has been one of the
peculiar residual powers of our state governments. Accordingly, a
corporation generally has a legal standing only within the jurisdic-
tion of the state by which it was created. Unless engaged in inter-
state commerce it can do business in territory other than that of its
creator only by the consent of the other government or by interstate
comity. The other states may keep a foreign corporation 1 out alto-
gether or it may let it in on harsh terms. The federal government
has chartered national banks and also a number of so-called “fed-
eral corporations.” Most of these “federal corporations” have been
given power by their charters to operate in any part of the country.

*If no creditor or stockholder objects, there may be little restriction on the
scope of a corporation’s activities even beyond the charter. The state will gen-
erally not bring an action to stop wnltra vires acts, unless complaint is made.

t As the term is generally used in the United States, “a foreign corporation”
means a corporation organized in some other state, but it can mean a corpora-
tion chartered in another country. A corporation established by Congress with

powers to act throughout the United States is not a foreign corporation with
respect to any state in the union. 20 Corpus Juris Secundum, par. 178S.
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The corporation is generally not considered a citizen.* It is not
protected by Article 1V, section 2, paragraph 1 of the United States
Constitution which provides that each state must accord to the citi-
zens of all the states the same privileges and immunities which it
gives to its own citizens. Thus, under the Constitution, the state of
Indiana may permit a corporation chartered by some other jurisdic-
tion to enter and do business in Indiana, or it may keep it out alto-
gether provided it is not engaged in interstate commerce and pro-
vided it is not chartered by the federal government. Indiana may
constitutionally, if she wishes, discriminate arbitrarily even among
similar corporations seeking to enter from other states.

A corporation, however, is a person. Once admitted to a state, a
corporation becomes subject to the jurisdiction of that state. It is
ther: protected by the 14th Amendment to the United States Con-
titutior which forbids a state to deprive any person of life, liberty,
or property, without due process of law, and forbids it to deny to
«ny person within its jurisdiction the equal prctection of the laws.

A bhuman being, on the other hand, can be, ind generally is, a
citizen. Under our Constitution he has great mobility and freedom
of action. An individual citizen, whether acting alone or in a personal
relationship, such as a partnership, with other naturai persons and
citizens, may do business in his own or other states, and, as we have
already seen, may freely expand or curtail or adjust the scope of
his activities. He may do anything that the law or public policy does
not forbid.

Understanding the nature of the organization. The desirability of a
form of organization depends upon how it is understood and inter-
preted by the courts and governmert officials. Is there a fair degree
of certainty and uniformity in the interpretation of the liability of
the members? No one want: to buy into a lawsuit. An investor does
not wish to enter an crgauization if there is doubt as to the rights
and liabilities of membership. There is fairly general agreement as
to the nature of the corporation and the partnership. But there are
some forms of organization that are not uniformly understood. We
have pointed to the difficulties which may face the limited partner.
The Massachusetts Trust is another case in point.

* The courts have decided that the stockholders of a corporation are con-
clusively presumed to be citizens of the state in which the corporation is in-
corporated for 1uie purpose of giving federal courts jurisdiction over suits in

which corporations are involved. In effect the corporation may in this respect
be said to be a citizen of the state by which it was chartered.
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The state of Massachusetts prior to 1912 forbade corporations to
own and deal in land. Resourceful promoters and lawyers devised
what is today called the Massachusetts Trust* to carry on busi-
nesses wherever the ownership of real estate was necessary. The
Massachusetts Trust, however, is neither corporation nor partner-
ship. It is really a form of the common-law trust and is sometimes
called a “business trust.” Assets are turned over by “grantors” to
“trustees” who run the business. The trust cannot be pepetual. The
term must be stipulated subject to the law. The contributors
(grantors) of the assets are given shares usually called trust certifi-
cates or certificates of beneficial interest. These are freely salable.
These shareholders, called beneficiaries (or cestuisque trustent), do
not have any voice in the control. The trustees do all the active
managing, and they cannot generally be ousted or even changed
periodically by the shareholders. In the event of a trustee’s death
his successor may be selected by the remaining trustees or some-
times by the shareholders.

The contract, or deed of trust, under which the organization is
started provides that the certificate holders are on a limited lia-
bility basis and that creditors are to have recourse only to the
assets of the trust. Contracts, letterheads, and correspondence gen-
erally are so worded as to refer to these limited liability provisions.

As long as the holders of the certificates or shares keep their
hands off the control and do not elect trustees regularly, they are
generally considered free from unlimited liability.

Attempts to extend the use of the Massachusetts Trust through-
out the country have met with varying degrees of success. There
is no uniform interpretation of its nature. Though it is not in-
tended to be a corporation, some states treat it as a corporation.
Other states consider it a partnership and thus subject the holders
of its trust certificates to unlimited liability. The United States
Bureau of Internal Revenue considers the Massachusetts Trust a
corporation for income-tax purposes. In still other jurisdictions its
status is undetermined. Such uncertainty and lack of uniformity
have naturally been a deterrent to its wide use. The Massachusetts
Trust is in danger of being interpreted and treated in such a way
that it will have few of the advantages of either the partnership or
the corporation and many of the disadvantages of both forms of
organization.

* Strictly speaking, the term “Massachusetts Trust” is a misnomer. Its use
is today by no means limited to Massachusetts.
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Formality of internal behavior and controls. The proprietors of the
personal forms of business organization, such as the sole proprietor-
ship or the general partnership, have greater freedom of action
than do the members of the corporation or of the Massachusetts
Trust. As we have already mentioned, the partners may by common
consent change their business purposes. They can make important
decisions with little formality. The partners may draw on their draw-
ing account at any time. They might even by common consent take
out part of their capital. Creditors probably cannot object to such
withdrawal if it is in good faith. Since the partners have an un-
limited personal liability, the capital, even after its withdrawal, is
still theoretically available to creditors if the partnership becomes
unable to meet its obligations.

-With the corporation, however, the situation is far different. Even
if tnere is a free, unappropriated surplus clearly available for dis-
tribution,* it cannot be drawn upon informally at will. When part-
ner: have formed a corporation with themselves as stockholders
they, are likely to continue their free and easy attitude, taking out
money and leaving only a memorandum. Such memoranda, however,
hecome debts owed to the corporation by these stockholders. This
is not the right way to distribute corporate earnings. Formal action
by a quorum of the board of directors, properly called, with an ade-
quate record of the proceedings, is required to distribute a divi-
dend. Because of the limited liability of stockholders, the distribu-
tion of part of the capital of a corporation, even by formal vote
of the directors, is generally illegal.

Incidental considerations and motives. susinessmen selecting the cor-
poration as a form of organization are influenced in their decision
not only by the desire or need for adequate capital, effective divi-
sion of management, limited liability, continuity, and segregation
of assets. 'They may alsc have a variety of other motives. Many
of the ‘“one-man corporatwas,” or corporations with a dominant
individual stockholder, are organized as such for more or less per-
sonal reasons.

The owner of a piece of property which cannot easily be parti-
tioned—a factory or an office building—may wish to bequeath it
to his children. He could trarsfer it to them as joint tenants or as
tenants in common. The basic idea of both these legal devices is to
give each child an undivided interest in the building. Such arrange-
ments are often not practicaiie. Neither may it be feasible to divide

* For discussion of nature of surplus and legality of dividends, see Chapter 14,
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the building into separate parts and bequeath each portion to a
separate heir. Readers of Country Lawyer * will recall the squabbles
which developed when a father attempted to do this very thing.
The heirs argued about the access to air and light and the use of
the halls and stairways. A workable solution to this problem might
be for the father to organize a corporation and to deed to it the
building in exchange for all or practically all the stock. This domi-
nant stockholder could then, at his death, leave the stock to his
children in the desired amounts.

Then there is the desire to escape dower. In the United States,
“dower” means the right of a wife to an interest—usually one third
—in any real estate held by her husband during their marriage.
This right is “inchoate”—that is, it is not in full existence or opera-
tion during his lifetime, but it becomes “fixed” or converted into a
full right at his death.} The legislatures of many states have codified
laws on dower. To mortgage or sell his land, therefore, a married
man will need his wife’s signature. To free him from such limita-
tions on his actions, a man sometimes organizes a corporation in
which he owns all of the stock except perhaps a few directors’ quali-
fying shares. The corporation has power to buy, hold, and dispose
of real estate through its officers who, though married, can act as
such agents without regard to dower. The stock of even a corpora-
tion holding only real estate is personal property which its owner
can dispose of without asking the wife.

Many other motives have stimulated the choice of form of busi-
ness organization. Some of these have been legitimate, others ulte-
rior. The corporation has been used, for instance, as a device to
permit the evading of certain legal requirements. Often it has served
as a screen for manipulation. It has been used as a mechanism
for permitting a person to ‘do indirectly what he cannot do directly.
Both the corporation and the partnership have, in their special way,
depending upon the circumstances, been used to escape or reduce
income taxes. Some of these questions, of course, may concern our
friends in their selection of the form of organizations, but we will
defer their consideration until Chapter 30.

[Problems for this chapter will be found on pages 45-47.]

* Bellamy Partridge, Country Lawyer, Whittlesey House, 1939.

+ This refers to the common-law right of dower. Dower has been codified
and sometimes modified by legislation in many states. For instance, the inchoate
right may become converted or fixed by death, or it may become fixed, prob-
ably we could say eliminated or dissolved, by divorce or by a court judgment
on the husband’s real estate during his life.



Chapter 3

Incorporation

AFTER considering each type of organization, Anthony, Barr &
Cooper decide that the corporation will best serve their present
aeeds. As the accountants would put it, they decide to “sell the
nartnerst ip assets to a corporation,” chartered for the purpose, pay-
went to be made in securities of the new company. The plans pro-
vide for the payment of the bank loan and for the full settlement
. the accounts payable. All wages due up to the time of the or-
ganization of the rew company are to be paid. The holder of the
mortgage agrees to stay with the new corporation. This means leav-
ing the $250 of unpaid and accrued interest on the hooks until the
end of the six-month period, when this sum, together with the
accumulation for the rest of the period, will be paid. Since the taxes
are not yet due, the tax reserve will also be transferred to the new
1.ooks as a liability.* :

Compensation to the partners. The drawing and rapital accounts
of the partners can be summarized as fcllows:

Capital Drawing Share Ih reserve Total
for contingencies
Anthony. .. .. $ 60,000 $13,017 $ 5,000 $ 78,017
Barr........ 44,900 5,341 5,000 54,341
Cooper. .. ... 58,000 10,885 5,000 70,885
Total...... $159,000 $29,243 $15,000 $203,243

* Numerous arrangements, of course, are possible. If all the parties so wish,
there is no reas:a why the corperation could not assume all the debts and
purchase all the assets, provided there is agreement as to their value.

32
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The most difficult problem in the negotiations is this: What type
of securities, and how many, shall each partner receive for his share
in the old firm? The three men are general partners and have an
equal voice in the business. Their agreement was to share profits
and losses equally. The capital contributions of the partners, how-
ever, are not equal. If stock in the new corporation is distributed
proportionally to the capital, the share of each old partner in the
control of the new company will not be the same. If equal amounts
of stock are distributed to each, each partner will have one third
of the votes, but the capital contribution will in effect be altered.

The problem of evaluation. Since the assets of the partnership,
after making provision for the debts, are in effect sold to the cor-
pbration, the problem of the evaluation of the business is always
present. The fact that the partnership business is sold to the cor-
poration for stock rather than for cash does not affect the nature
of this problem. If the company has been making a smaller rate of
profit than the expected reasonable and normal return in the in-
dustry, the assets may be overvalued on the books, and the selling
partners then should be given securities of a value less than their
indicated capital. In such case it might be necessary to write down
the value of the assets.

If, on the other hand, the company has been earning at x rate
substantially higher than that made by similar businesses, the assets
are in effect undervalued on the books. In that event the selling
partners might be given securities of a value greater than their
proprietary interest as shown on the balance sheet. It might be
necessary to write up the value of the assets, that is, to include an
item of good will. The introduction of such good-will item would be
justified in theory, first, because it represents value arising out of
a superior earnings record, and, second, because it is purchased by
the new corporation from the partnership.

Though the giving of extra stock to the selling partners and the
creation of a good-will item seem to be the orthodox method of
recognizing the superior earnings record of the partnership, a differ-
ent method is also possible, especially if additional stock is to be
sold to various outsiders who are willing and able to “buy into” the
new corporation at a new price above that paid by the partners.
This does not put a good-will item on the books, but since the excess
paid by the additional stockholders must go into a surplus for the
benefit of all the stockholders, this-transaction does in effect give
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the old partners a higher price for their assets than that actually
shown by the stock issued.

The problem also arises as to exactly which portions of the pro-
prietary interests of each partner shall be “bought” by the new
company and which shall be settled individually with each partner
before the transfer takes place. For instance, shall the drawings
be left and compensated for by stock in the new company or, since
they are really undistributed profits, shall they be withdrawn by the
partners? Then, also, there is the unique and interesting “reserve
for contingencies.” This was created out of earnings over the years
and is really also an undistributed-profit account, presumably owned
by the partners in accordance with their agreed share in the profits,
namely, equally.

Finally, there is the treatment to be given Anthony. It will be
rccalled that he wishes to retire from the active management but
in retain an investment in the business. What kind of securities
shal’ be given to him and how many?

The plan. The result of the negotiations is an agreement under
which each partner is to take out his drawings in cash,* Anthony
is to be given a prior claim security, without voting rights, of an
amount equal to his capital, and Barr and Cooper are each to be
given common stock in the new corporation equal to their respective
capital plus one half of the reserve for contingencies. Mr. Anthony
is willing to give up his share in this reserve in exchange for the
priority assigned to the securities to be given him in exchange for
his interest.

The new corporation is immediately .o sell $61,000 par value of
common stock to three or four interested bLusinessmen in the com-
munity at $125 cash for a $100 par share. The $25 premium is
justified by the past success and reputation of the company. This
will go inta a paid-in surplus account.t

* The amount of cash on hand and in the bank is not sufficient to pay all
the items that are to be paid in cash, namely, drawings and many of the cur-
rent liabilities. To raise the money it might be necessary to sell some of the
more liquid assets and investments, but it will be noted that the sale of addi-
tional stock takes piace immediately and some of the proceeds from this can
be used to replenish the depleted assets as well as to add to the property
owned by the company.

T The suggestion was made that part of this premium be used to write off
the intangible items. While the’ company does apparently have excellent credit
and good earning capacity, it might be hetter and more conservative account-

ing to have no intangible accounis on the books. Strictly speaking, the old
partners have been reimbursed for the good-will and intangible items, since
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After all these transactions have been carried out and the neces-
sary debts paid off, the right-hand side of the balance sheet will
appear as follows:

Mortgage. ............. $ 24,000

Accrued interest on mort-
gage................. 250
Tax reserve............ 5,400
Securities to Anthony.... 60,000
Common stock par. .. ... 175,000
Capital surplus. . ....... 15,250
$279,900

Since important decisions are yet to be made, several of these
items are indefinite and incompletely described. Exactly what kinds
of securities shall be issued? What shall be the rights and obliga-
tions of the parties?

Multiplicity of provisions in security contracts. In analyzing corpora-
tions one is frequently impressed by the numerous types of bonds
and stocks outstanding. Securities represent contracts. Just as ordi-
nary agreements among individuals contain various differer:t terms,
so stock and bond contracts may include an almost infinite variety
of provisions. Such multiplicity of terms generally results from the
needs of the issuing corporations and from the demands of the
purchasers of the security. All provisions must, of course, be in-
cluded in the agreement before the securities are issued. Any sub-
sequent changes would require the consent of the parties. There-
fore, the parties should consider all conditions and requirements in
advance so as to be ready as far as possible for any development.

It will be recalled that Mr. Anthony wishes to be relieved of all
responsibility in the active management while continuing as an in-
vestor in the business. Barr and Cooper, together with any new
members to be added, will be the active stockholders in the corpora-
tion.

It would be possible to give voting common stock to Barr and
Cooper and any new stockholders and to allot nonvoting common

they were paid their drawings and capital stock on the basis of their value
according to the books of the firm including the intangibles. The new stock- .
holders in a sense can be said to have paid for this good will since they paid
a premium for their shares.
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stock to Mr. Anthony. Anthony would then be relieved from re-
sponsibility in the management, but he would not have the priority
which the others agreed to give him in return for his surrender of a
share in the reserve for contingencies. Furthermore, there is an in-
creasing tendency on the part of government and stock-exchange
authorities to frown upon the issuance of nonvoting common stock.
Though the proposed corporation will be small and closely owned
and will, therefore, have little immediate contact with control agen-
cies, it might grow and be widely held some day. There is no ad-
vantage in flying in the face of accepted regulations.

A better solution would be to allot common stock to Barr and
Cooper and for sale to the outsiders and give nonvoting preferred
stock tc Mr. Anthony. If Anthony is to have no additional share in
tne income of the company beyond his regular dividends, the pre-
ferred stock can be made nonparticipating. In this case he would
give up his right to participate in the management in exchange for
2 priar claim on the earnings, but he would have no right to re-
ceive additional or extra dividends.

Freferred stock to Mr. Anthony. Mr. Anthony favors this solution
to the problem, and it is decided that he shall receive $60,000 of
preferred stock in the corporation. He remembers, however, that
he was the original proprietor, the well-known “Bill” of the early
business. If the company happens to become even more profitable,
he does not want all the extra earnings to ‘“slip away.” He figures
that part of its future success will have been due indirectly to his
prestige and spadework. He quite na‘urally wishes to reserve a
right to participate in such additiona! earnings. This participating
privilege may take different forms. 'the company could first pay the
specified dividend on the preferred stock and next distribute to the
common stock an amount per share equal to that given the pre-
ferred. After this the preferre: could be allotted extra dividends, if
available, up to a limited amount, say $3 per share. Finally the
common stock would get the balance of any earnings distributed.
This is called limited participation. In contrast, unlimited partici-
pation would give the preferred stockholder the right to share pro
rata with the common in all the earnings distributed after each
had received the same rate.

The preferred stock could be given conversion privilege. When
preferred stock is convertibl:, the holder has the right to demand
common stock in exchange for preferred. He may exercise this option
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in accordance with pre-arranged terms. Thus, if Anthony holds this
kind of preferred stock, he may resume his old position as a par-
ticipant in the management and a recipient of residual earnings,
giving up, of course, his position as a preferred stockholder.* A
still different type of participation consists of stock purchase war-
rants attached to a bond or preferred stock. These give the holder
the right to buy a certain quantity of common stock at a stipulated
price. This privilege may become of real value if the market price
of the common stock rises substantially. Its exercise merely gives
the holder some common stock in addition to his preferred holdings.

Mr. Anthony may insist on the inclusion of various “protective

rovisions” in his preferred-stock contract. Preferred stock of indus-
trial and public utility companies is generally cumulative; that is,
if “the company passes the dividends” (or as it is often put, “the
directors take no action”) on the preferred stock, such unpaid or
passed dividends are “accumulated” and added to the regular rate
for the next quarter, year, or number of years until dividends are
resumed. All dividends in arrears, as well as those for the current
year, or for the current period, must then be paid in full before divi-
dends may be distributed to the common stock.

Many preferred-stock agreements provide that if the dividends
are not paid, say, for three consecutive quarters, the holders get a
special right to vote, which right may range all the way from one
vote per share, like the common, to the privilege of electing a ma-
jority, or even in some cases, all, of the board of directors. Anthony
may insist on such provisions not only to give immediate protection
but also to facilitate the marketability and general credit position of
his stock. It is, of course, obvious that the concessions or special
privileges which Mr. Anthony can command depend upon the ‘horse-
trading” abilities of the parties.

Following a common practice in preferred stock financing, Anthony
may also demand the inclusion of provisions protecting the relative
position of his security. The consent of two thirds or even three
fourths of the preferred stock is often required before the com-
pany may issue and dispose of prior securities or even additional
preferred stock of the same class. The preferred-stock contract may
prohibit the board of directors from paying dividends on the com-
mon stock under certain conditions. These restrictions must be care-
fully stated in specific language.

*For a further discussion of convertible securities, see Chapter 11.
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Details of security contracts are included for the benefit, protec-
tion, and convenience of the corporation as well as of the investor.
The corporation may insist, for instance, that if valuable privi-
leges, such as the conversion rights, are given to the bondholders
or preferred stockholders, the directors must be given the privilege
to “call” the securities at any time according to previously an-
nounced terms. This is not the only reason for inserting the call
feature, but it is a very important one.* With adequate notice the
corporation may thus force the holder of convertible securities to
convert within a certain time; otherwise the corporation will call
such bonds or preferred stock. The holder of the convertible secur-
ity mav thus find himself in a state of uncomfortable indecision.
Practically all bonds and many preferred stocks are callable.

‘We have thus seen that Mr. Anthony could be given cumulative,
nonvoting, callable participating or even convertible preferred stock,
shielded by numerous protective devices. Any of these provisions
-+ould be omitted or made different from those which we suggested,
with, the possibility of numerous combinations.

‘Lreatment of mortgage holder. So far we have considered only the
treatment given to Mr. Anthony. But what about the mortgage
holder? We have assumed that he “goes along” and remains a
creditor of the corporation. What kind of security will be issued to
him? He might accept debenture bonds, which are based only on
the general credit of the company. They are in the position of the
ordinary unsecured note. The holder of the note and mortgage is
likely to insist, however, that the new note or honds be backed by
the same security as before. The choir: made by him and the pro-
visions suggested by the company will depend upon numerous cir-
cumstances.

Provisions in bond contracts. Whether the bonds are mortgage or
debenture, they may be given many of the characteristics already
described for the preferred stock. They will probably be made call-
able. They may be convertible and may even have a stock purchase
warrant attached.

The bonds may be registered or coupon, or (less frequently)
registered as to principal only. If a bond is registered, it is payable
on its face to a specified persor only. The company sends him a check
for each interest payment and at maturity for the principal. To
transfer a registered bond the purchaser must send it in to the
company which will then issue a new one in the form requested.

* For further discussions of the call feature, see Chapter 6.
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If the bond is coupon, both the interest and principal are payable
to bearer. The interest for each period is represented by a small
attached piece of printing called a coupon. The interest is then pay-
able to anyone who merely clips the appropriate attached coupon
at the proper time and forwards it through the banks for collection,
much as he would forward a check or a note about to fall due. The
principal, as just stated, also is payable to the bearer. Coupon bonds
pass freely from hand to hand without formality.

If the bond is registered as to principal only (sometimes the term
“registered coupon’’ is used), a bearer coupon is to be clipped on
each interest date and sent through for collection, but the principal
is'registered and can be paid only to the specified holder. This com-
bination form is not widely used.

A coupon bond is likely to command a slightly higher price than
a registered bond of the same issue. Though coupon and registered
bonds are generally interchangeable at the request of the owner,
frequently without charge, nevertkeless, to change the corporation’s
record when the registered bond is transferred involves extra trouble,
delay, and expense. A coupon bond, on the other hand, is transfer-
able by mere delivery or passage from hand to hand. The corpora-
tion makes no change on its records; in fact, it is probably not even
informed of the transfer.

An individual who intends to hold the bond for many years will
generally want the registered bond, while the short term investor
may prefer the coupon bond. If a registered bond is lost it may be
duplicated. The loss of a coupon bond, however, is almost irrepa-
rable, since, according to the law of negotiable instruments, if such
a bond falls into the hands of a purchaser who pays value with-
out notice of its loss or theft, the innocent purchaser gets good
title. The corporation cannot safely replace lost or stolen coupon
bonds.

The holder of the note and mortgage on the partnership assets
may demand that his bonds be protected by a sinking fund. By
such provision in the ideal situation the company might be required
to set aside and invest each year out of earnings a sum which if
built up, with interest, over, say twenty or thirty years, would be
sufficient to retire all the bonds. The amount to be so set aside
each year can be fixed in accordance with any of perhaps a dozen
different formulas, ranging from a percentage of the gross earnings to
a more or less arbitrary annual figure, or to the most precise mathe-
matical calculation. Instead of investing the sinking fund in its own
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business or in some other institution, the company might use each
year’s fund immediately to buy up and retire the appropriate amount
of bonds. Failure to set aside the sinking fund may give the bond-
holders a right to bring special legal action against the corporation.

Instead of providing for a sinking fund, a corporation may find
it advantageous to issue what are known as serial bonds. For in-
stance, if the over-all term is ten years, a specified one twentieth
of the bonds could be made to mature at the end of the first half
year, one twentieth at the end of the second half year, and so on,
until at the end of the twentieth period, only one twentieth of the
total remains to be paid. If the longest term were twenty years,
cne fortieth could mature at the end of each half-year period.*

The goid clause was found frequently in bond contracts issued
befere 1933. This clause provided that payment of principal and
tatecest was to be made in gold coin of a weight and fineness in
effect at the time of the issuance of the bonds. Gold bonds became
the vogue in the United States toward the end of the nineteenth
certury when investors both here and abroad feared that this coun-
try would abandon gold and be forced into a bimetallic, or what
would really have become a silver, standard. Alarmed investors
began to demand gold bonds instead of the ordinary dollar bonds.
Congress removed this source of danger for the time being by the
passage of the Gold Standard Act of 1900, but the clause continued
in common use. The unfortunate experience of many countries with
inflation during and shortly after World War I give an additional
impetus to the use of the gold clause. In such situations the weight
of custom, if nothing else, would h:.e caused the holder of the
mortgage to demand the inserticn of this provision. A joint reso-
lution of Congress in 1933, however, nullified the gold clause in
American bond contracts, and ii is nc longer used,. or, if present
in old bond contracts, is rot enforced.

The holders of bonds may demand even further protection. They
may insist, for instance, that the bonds comprising the present
series be the only cnes that can be issued under that mortgage.
This is then known as a closed-end mortgage. In contrast with this
we often find the open-end mortgage, under which provision the
company may seli additional series of bonds under the same mort-
gage, possibly without limit. All these issues will then get the same
pro rata mortgage claim. Sometimes we find the limited open-end

* A discussion of the relative advantages and disadvantages and the uses of
the sinking fund and the serial bond will be found in Chapter 10.
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mortgage. This provision allows a further issuance of bonds under
the mortgage, but it limits the additional bonds to a stipulated
amount or requires that they meet certain tests; for instance, the
amount issued must not exceed two thirds of the value of any new
property acquired, or the interest on all the bonds, including that
on those newly issued, must be covered by the previous earnings
by at least two times.

The mortgage agreement may contain the after-acquired property
clause. Under this provision any additional real property coming
into the hands of the corporation is to be automatically covered
by the existing mortgage. The combination of the closed-end provi-
sion with the after-acquired property clause places a strait jacket
upon future financing by the company. These two provisions ought
not to go together, but if they are to be used, the company will do
well to protect itself with the call provision, under which it may
retire the bonds.

It is now apparent that a bond contract, like that of a preferred
stock, may carry numerous provisions. Anthony, Barr & Cooper’s
security could, for instance, be designated as a first mortgage, sink-
ing-fund, coupon, closed-end, callable bond with the after-acquired
property clause.

A preview. Let us assume that all the foregoing factors have been
considered and acted upon. The corporation has now come into
existence. There are, however, numerous problems to be considered.
Any adequate discussion of the detailed accounting processes in-
volved in the “sale of the partnership assets to the corporation,”
though extremely important, would, in the scope of the present
treatment, carry us too far afield. Numerous problems strictly in the
field of finance must occupy our attention. These problems may be
classified under two heads: (1) corporate—that is, problems in-
volving a company’s financial policy; and (2) social—that is, prob-
lems created by the impact of the corporation upon our economic
structure and our social thinking. Some of these questions belong
in both groups and interact upon each other. The corporation’s
approach to its financial policies may have important effects upon
the experience of individuals and upon social attitudes. Social be-
havior and pressures, in turn, may have far reaching influences
upon corporate organization and practice.

Summary. In the first three chapters we have watched Bill’s candy-
peddling enterprise develop into a large business. With such growth
came problems of finance and organization. Most of these will be
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COMPARISON OF THE GENERAL PARTNERSHIP AND THE BUSINESS

CORPORATION

Point of comparison

Partnership

Corporation

How is the organization
formed?

What is the basic rela-
lationship among the
members—that is,
among the partners or
among the stockhold-
ers?

Is the organization a
separate entity—that
is, is it separate under
the law from “‘its mem-
bers”’?

In general, how is the
organization con-
trolled and managed’

What is the proéceduie
in changing the nature
. of the business?

By informal agreement
among partners, oral
or written, generally
written (articles of co-
partnership).

Personal (personae delec-
lus).

No; the partners arc the
partnership. In a few
special situations the
statutes recognize the
partnership as an en-
tity.

By majority vote of the
partners, each partner
having one vote Xach
partner can b ud the
organizatiou and tne
other partners within
the scope of the busi-
1SS,

By agreement among all
the partners.

By obtaining formal per-
mission from the state
by the required number
of incorporators (often
three) in compliance
with law. (Charter or
articles of association.)

Impersonal.

Yes, generally, but in
some instances courts
have “punctured the
corporate entity.” (See
Chapter 30.)

Directors are selected by
majority vote of the
shares at a meeting
held according to law,
each voting share gen-
erally having one vote.
Board of directors man-
ages the corporation
through selected offi-
cers. Stockholders as
such cannot act as
agents for the corpora-
tion.

By amendment of the
charter, requiring gen-
erally the consent of a
specified majority of
the stock,
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COMPARISON OF THE GENERAL PARTNERSHIP AND THE BUSINESS

CoRrPORATION (Continued)

Point of comparison

Partnership

Corporation

What are the require-
ments necessary to in-
crease or decrease the
authorized capital?

What procedure is re-
quired to “draw out”
the earnings of the
company?

Can a member bring a
lawsuit against the or-
ganization?

Can a member {reely
transfer his interest or
share?

How much freedom of
movement does the
form of organization
possess?

How is the organization
dissolved?

Mere agreement among
all the partners.

Informal process, ‘‘Just
leave a record of the
amount.”

No; but in certain cases
a partner may go into
equity court and seek
an accounting.

No; the arbitrary with-
drawal by a partner
would dissolve the
partnership.

Great freedom theoreti-
cally, since members
are generally ‘“citi-
zens.”

By expiration of term or
accomplishment of ob-
ject, by agreement
among members, and
by a variety of condi-
tions or developments.
Some, such as death of
a partnér, bankruptcy
of a partner, or bank-
ruptcy of the firm, will

Amendment of the char-
ter. Creditors must not
be directly injured by a
reduction. Consent of
specified majority of
stockholders generally
required.

Formal resolution of quo-
rum of board of direc-
tors at properly an-
nounced meeting.

Yes.

Yes, although certain
limited restrictions are
sometimes perm.tted.

Some freedom. Corpora-
tion might not be rec-
ognized outside of state
of its creation unless it
is engaged in interstate
commerce. Actually
there is much comity
among the states.

By expiration of the term
for which chartered or
if perpetual by certain
processes under the au-
thority of law. Circum-
stances affecting mem-
bers individually do not
affect the corporation.
Corporations may
through action of stock-
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COMPARISON OF THE GENERAL PARTNERSHIP AND THE BUSINESS

CorPORATION {Continued)

Point of comparison

Partnership

Corporation

Wnat 1s the liability of
the members?

An organization earns,
after all expenses,
costs, and intcrest, a
total net income of
$60,000. There are 6
equal partners or 6
equal stockholders
Disregarding exemp-
tions and personal de-
ductions and credit,
what is the tazable in-
come of the organiza-
tion?

automatically dissolve
the firm. Others, such
as insanity, incompe-
tence, or misconduct
of a partner, or the
utter improbability of
operating at a profit,
may be a cause for dis-
solution upon applica-
tion to a court of eq-
uity.

Unlimited. Sometimes

joint or several; some-
sometimes joint and
several. Actually this
unlimited liability is
generally of little value
to the creditors.

None. .\ partnershb.p has

no incotne.

holders apply for per-
mission to dissolve or to
merge into another cor-
poration. May be ended
by bankruptcy pro-
ceedings. The state un-
der certain conditions,
such as nonuse of fran-
chise or illegal or witra
vires acts, may take
steps to dissolve the
corporation.

Nore, except in some

states double Lability
in banking corpora-
tions and occasionally
for unpaid wages or
debts due to suppliers
of materiais in case the
corporation becomes
bankrupt. This is gen-
crallv of little value to
the creditors.

i $60.000.
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COMPARISON OF THE GENERAL PARTNERSHIP AND THE BUSINESS
CorPORATION (Continued)

Point of comparison

Partnership

Corporation

If nothing is distributed
to the members—that
is, if the entire net in-
come is left with the
business—what is the
taxable income of each
merpber?

1f the entire income is
distributed, what is

$10,000—one sixth of
total to each partner.
The federal tax law
considers the income
of the partnership as
in:ome of the partners.

$10,000 (same as if it
were not distributed).

None. (There are certain
exceptions. See Chap-
ter 30.)

$10,000.

the taxable income of
each member?

If nothing is distributed
to the members, does
this affect the tax lia-
bility?

No. Probably. If earnings are
unjustifiably withheld,
there may be a special
federal tax on the
amountnotdistributed.
Also special tax on cer-
tain personal corpora-
tions. See Chapter 30.

discussed in detail in the chapters which follow and need not be
summarized at this point. But the chief characteristics of the gen-
eral partnership and the business corporation should be reviewed.
The nature of the sole proprietorship, which is the oldest form of
business organization and which prevails in agriculture and in many
forms of small business, can easily be worked out trom the descrip-
tion of the partnership. In law, though not in accounting, the sole
proprietor is the sole proprietorship, just as the partners are the
partnership. We have also included a few of the elementary but
basic differences between the corporation and the partnership in
respect to the treatment of their income under the federal tax law.

PROBLEMS
Chapters 1, 2, and 3

1. In his Memoirs, Jay Cooke states that his banking firm (part-
nership) had had some difficulties in that the profits were distributed
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among the partners instead of being held in liquid cash securities.
He concludes that if he were to “pass through the same experience
again, he would capitalize all profits except moderate living ex-
penses.” In what sense is the word “capitalize” used in this quo-
tation? .

2. The prospectus (dated April 2, 1947) of New England Gas and
Electric Association, a Massachusetts trust, for the sale of common
shares of beneficial interest, par value $8 per share, gives certain pro-
visions of the Declaration of Trust, among which are:

The trust property shall be held in trust by the trustees in the manner
and witn and subject to the powers and provisions of the Declaration for
tha bencfit of the shareholders.

. every written agreement and obligation entered into by or on
brhalf of the Trust shall refer to the Declaration and particularly [to
the part] providing that every person, firm, association, trust, and corpora-
rion shai! look only to the trust property for the payment of money for
damages or otherwise. No trustee, officer, or agent of the trust shall be
entitied to look to the shareholders personally for indemnity against any
liabiity incurred in the execution of the trust or to call upon them for
the payment of any source of money or any assessinent except in the
cose of shares of the trust which by their express terms are issued part-
paid and assessable and then only as provided therein.

a. Why are each of these provisions included?

b. Why are the shares called “common shares of beneficial in-
terest”’? '

¢. This association is a ‘“partnership type of trust.” Are Massa-
chusetts trusts generally considered as earning an income of
their own under the federal incor.e tax regulations?

d. Are the above provisions nece:sarily effective in protecting the
shareholders from liability?

3. “The charter of-a corpovation having a capital stock is a con-
tract between three parties and forms the basis of three distinct
contracts.”—Cook on Corporations, Baker Voorhis Co., 5th ed., Vol.
2, Sec. 492.

Who are the three parties? State the basic nature of each of the
three contracts. -

4. Limited liability in the case of the corporation comes from
statute. How is such limited liability gotten in the case of the Mas-
sachusetts Trust? How is it notten in the case of the limited part-
pership?
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5. Refer to “Extracts from Original Articles of Association, with
amendments thereto, of Union Pacific Railroad Company” in Ap-
pendix B.

a. Do you see any evidences in this charter (Articles of Associa-
tion) that the original company was chartered by the United
States?

b. Is the preferred stock of the Union Pacific Railroad Company
participating? Ts it cumulative? Would you say that it carries
voting rights? (See also Chapter 5.)

¢. Does the charter of the Union Pacific Railroad Company give
perpetual life to the company?

d. Identify the section providing for limited liability of the share-
holders.

6. Following mainly the New York law of 1811, the states began
to substitute general incorporation laws for the process of negotiating
special charters with the legislature. What advantages does a general
incorporation law have over special incorporation?

7. A stockholder happens also to be an officer of his corporation.
Is his salary subject to social security taxes? A partnership pays a
salary to one of its members. Is this salary subject to social security
taxes? Is this partner’s “salary,” as such, subject to the federal indi-
vidual income tax? What about the salary of the officer of the cor-
poration? A partner draws out a part of his share of the earnings of
his firm? Is this withdrawal as such taxable to him as income? The
stockholders of a corporation receive cash dividends by appropriate
and legal action of the board of directors. Are the stockholders sub-
ject to the federal income tax on these dividends?

8. Prepare a table showing the advantages and disadvantages,
from as many points of view as you can name, of each of the follow-
ing forms of organization: general partnership, limited partnership,
Massachusetts Trust, and the corporation.
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Chapter 4

Capital Stock

CORPORATIONS may bc stock or nonstock. Membership in a non-
stoek corporatioh, such as a church or a fraternity, can come only
through individual selection and through the meeting of the condi-
tions of the organization as set forth in its rules and bylaws. Mem-
bership in a stock corporation, such as the typical business cor-
poration, on the other hand, can come only through the acquiring
of its stock. Such stock is a symbol of membership and ownership
and may as a general rule be freely transferred. Since the only way
to become a member is through the ownership of its stock, it fol-
lows that such corporation cannot come into existence without the
issue of stock. Stock is, accordingly, the fundamental and basic
form of corporate security. The consideration received by the issu-
ing corporation for such stock at the time of its sale becomes the
initial source of its permanent funds.

Corporations first financed by stock. The early corporation, develop-
ing in many instances out of the partnership,* was at first financed
only by means of stock. This stock was divided into shares, each of
which was exactly like all the others and represented an undivided
and aliquot part of the total. The typical corporation was financed
much in the same way as the commercial bank of today, which
raises its permanent funds as a general rule only by the issuance
and sale of shares of one kind of capital stock.

Comparison of stocks and bonds. Corporations may also raise long-
term funds by the issue and sale of bonds, often somewhat loosely
referred to as “funded debt.” The chief differences between stocks
and bonds are set forth in outline form:

* While the development from the partnership to the corporation was a
common process, the impression must be avoided that this is the only method.
Most corporations are organized in the beginning as corporations or to take
over the business and assets of other corporations.

51
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Stocks

1. Stocks represent a proprietary or
equity interest. They are often
called equity securities.

2. Stockholders have primary and
direct rights in the election of the
board of directors and in certain
other important matters.

3. Stocks do not carry a fixed rate of
dividend. The payment of divi-
dends, even of preferred divi-
dends, is entirely at the discretion
of the board of directors.

4. Stocks have no maturity date.
There is no promise by the corpo-
ration to repay anything, not even
the par value of preferred stock.

5. Stocks represent a residual inter-
est, the stockholders having an
equitable interest in the remain-
der of the assets and earnings
after all prior claims and shares
have been paid.

6. No business corporation can exist
without stock in some form.

PROBLEMS

Bonbs

. Bonds represent a creditor or le-

gal interest. They are often called
nonequity securities.

. Bondholders generally have no

immediate share in the manage-
ment. In case of financial diffi-
culties, they may be given some
form of contingent control.

. Bonds carry a legal promise of a

fixed rate of interest.

. Bonds carry a maturity date.

There is a legal promise to repay
the principal . *

. Bonds represent a prior legal

claim, and the nholders generally
have no legal right to anything
above that promised them by the
contract.

. A business corporation need not

have bonds outstanding.

* There have been some illustrations of perpetual bonds such as the British
consols. Some of our railroad bonds have such a Jong term as to be virtually per-
petual bonds. In practice, many bonds are te . certain extent perpetual in that
the debtor follows the practice of refunding rather than paying them off.

Let us first consider the nature of capital stock, leaving the sub-
ject of bonds for later ireatment.

Powers and rights cf stockholders. We have already seen that the
corporation, as an entity, owns the assets. The stockholder merely
has an equity in the corporation. The stockholder and the corpora-
tion are not the same individual, not even in a “one man corpora-
tion.” The stockholder can bring a lawsuit against the corporation,
and the corporation can sue the stockholder. The stockholder, as a
stockholder, does not act as an agent for the corporation. He can-
not interfere with the normal and legitimate processes of his cor-
poration.

Though he cannot act for the corporation or interfere with its
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normal processes, the stockholder does have broad powers and rights.
They are six in number:

1. The right to vote at stockholders’ meetings, and, in some cases,
on extraordinary matters by a referendum ballot.

2. The right to receive in proportion to his holdings any divi-
dends declared by the board of directors to his class of stock and
any assets available to be distributed in the event of liquidation
of the company.

3. The right to maintain his relative position in the company.

4. The right to sell and transfer his stock.

5. The right to inspect the books and papers of the corporation.

6. The right to interfere in the management under certain ex-
treme and unusual circumstances.

1. The right to vote at stockholders’ meetings, and, in some cases,
on extraordinary matters by a referendum ballo:. The broadest
power of the stockholder is the election of directors. He also votes
on various extraordinary questions which come before the stock-
holders’ meeting or are submitted on a referendum ballot. These
unusual matters include the recapitalization of the corporation by
decreasing the par value or the number of shares; the sale of the
corporation’s permanent assets; the dissolution of the corporation
(with the consent of the state) or its merger with another com-
pany; the amending of the charter or the bylaws: and, somctimes,
certain unusual matters of operational policy, such as officers’ bonuses
and pensions. The statutes or sometimes the corporation bylaws
often require that these extraordinary and referendum changes be
made only with a two-thirds or three-fourths majority vote.

The board of directors, when duly elected, is responsible for the
operation and the finances of the corporation. For the most part its
powers may be delegated to properly elected or appeinted officers
who then are the agents of the corporation. Powers involving the
exercise of discretion by the board of directors as a body, such as
the declaration of dividends, cannot be delegated but must be per-
formed by the board. As we have already seen, all actions of the
directors must be taken by formal resolution, passed at properly
announced meetings attended by a quorum. Directors cannot vote
by proxy. As a general rule no individual director, as a director,
may bind the corporation. If he i: also an officer, he may, of course,
in that capacity act as an agent for the corporation. The board of
directors comprises an independent body. The directors are not the
agents or employees of the stockholders. They are in a position of
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trust and confidence both in respect to the stockholders as a body
and to the corporation.

Though there are some matters which may be voted by ballot i»
absentia, as a general rule the right of stockholders to vote must be
exercised collectively at regular or definitely called meetings. Under
the early common law each stockholder, regardless of the amount
of his holdings, had one vote, this being somewhat similar to the
practice in the partnership or in the present-day cooperative. By
modern corporation procedure and, it may be said, by custom with
almost the force of common law, the most frequent practice now
is one vote per share. The management in announcing the stock-
holders’ meeting indicates the date on which the stockholder’s name
must be or the record in order to give him the right to vote. This
is called the date of record.*

- 2. The right to receive in proportion to his holdings any divi-

dends declared by the board of directors to his class of stock and
any assets available to be distributed in the event of liquidation of
the company. The board of directors has the final decision as to
wheiher, and how many, dividends shall be paid. Outside the gen-
eral prohibition against paying cash or property dividends out of
capital, the only basic limitations on the power and discretion of
the directors are: (a) If any dividends are paid, they must first be
given to any class of stock which happens to have prior claims. (b)
In deciding whether any, or how many, dividends are to be paid,
the directors must act in good faith and for what they honestly
consider the long-run welfare of the corporation. Lven though earn-
ings are substantial, the board may corsider it wise to retain them
in the business either because of the aeed for expansion or because
the condition of assets does not favor a cash disbursement. Unless
the dividend-hungry stockholders can prove that the board has
acted abusively or fraudulently or oppressively in making its deci-
sion, they will receive scant sympathy in any equity suit they may
bring to compel the payment of dividends.

Dividend announcements generally carry three dates: (a) the
date on which the directors took action; (b) the date of record,
that is, the day on which the directors close the stock books for the
purpose of determining to whom the checks shall be sent; { and

* For a further discussion of the voting rights of the stockholders, see Chap-
ter 28. .

 Unless ruled-otherwise, the stutk becomes ex dividend the second full busi-
ness day preceding the day of record. Buyers of stock on the ex dividend date
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(c) the announced date on which payment will be made. Frequently
a period of a month or two elapses between the first and last of
these dates.

Closely related to the right to receive dividends is the right of
the stockholder to share pro rata in the proceeds of dissolution
after all prior claims have been met. Though certain classes of
stock may have a preference, the statement is, nevertheless, true
that stock as a general rule is a residual claimant. Preferred stock
is generally assigned a liquidation figure which is often par and
accrued dividend or in the case of no-par stock is a definite figure
per share plus accrued dividends.

8. The right to maintain his relative position in the company.
Since the two fundamental rights we have so far discussed are the
right to vote (generally in proportion to the number of shares held)
and the right to receive any legally declared dividends (also in
proportion to the holdings of that class of stock), as well as to
participate pro rata in case of dissolution, it follows that the stock-
holder has the right to insist that his relative position in the com-
pany be maintained.

Assume the following figures:

Assets of various kinds.... $10,000 | Common stock, 50 shares,
par $100......... ... .. $5,000
wurplus. ... 5,000

If Mr. Smith owns ten shares of common stock in this company,
he should have one fifth of the total votes. If the directors declare
total dividends of $100, he should have the right to receive one
fifth of them, or $20. If the corporation decides to dissolve with the
approval of the state, Mr. Smith should have the right to one fifth
of the assets remaining after all claims or costs have been paid.
He has the right to maintain his position.

get only the stock certificates, the dividends being paid to the “stock of rec-
ord.” If a purchase is made so close to the ex dividend date as to prevent the
transfer of the stock on the books of the corporation by that day, the dividend
check will be sent to the person who is the holder on the books that day. An
adjustment for this may be made in the price paid for the stock in the settle-
ment between the parties and the brokers. In determining the ex dividend date, ,
remember that Saturday is not a full business day. Thus, if the day of record
is Monday, the ex dividend date is the preceding Thursday.
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The net worth or proprietary interest of the common stockholder
in the above illustration is $10,000. Since there are fifty shares of
common stock, the book value per share is $10,000 -+ 50 or $200.
If Smith owns ten shares, he has an equity of $2000 in the cor-
poration. If the corporation is earning a net of $2000, or 20 percent
on its assets, the earnings per share are $40. The amount equitably
attributed, though not necessarily paid, to Mr. Smith’s shares will
be $400.

Assume now that the corporation sells to Mr. Newman fifty addi-
tional shares of common stock in all respects similar to that already
outstanding, and that Mr. Smith is given no opportunity to pur-
chase any of these shares. Mr. Smith now has only one tenth of the
voting rights and will get only one tenth of any dividends disbursed
by the company.

If the stock is sold to Mr. Newman for $150 a share, the new
balance sheet becomes as follows:

Assets including the addi- Common stock, 100 shares,
tional cash received. ... $17,500 par $100........ .. ... $10,000
Surplus.............. . 7,500

The book value of a share is now $175 instead of $200.* If the
corporation continues to earn the same percentage on its assets as
before, namely 20 percent, the net income will now be $3500, or
$35 per share, instead of $40. It is, therefore, clcar that Smith’s
rights not only as to control but also as 10 earnirgs and assets have
been decreased. The directors are guiity of a breach of trust in
selling the new shares to Mr. Newman without first offering them
to the existing stockholders. It is as though they had handed part
of Mr. Smith’s share in the control and part of his right to any
dividends to someone else without compensation to him.

To prevent such an unfair situation as this, the law early in the
nineteenth century developed the doctrine of the pre-emptive right.
According to this principle, when a corporation sells a new issue of
voting or surplus-sharing stock, the owners of the already outstand-
ing voting or surplus-sharing stock shall have the first right to pur-
chase it in proportion to their holdings, so as to enable them to
maintain their relative position in the company.

* The concept of, book value of u share of common stock is discussed more
fully in Chapter 8 and in Appendix A.
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If this rule had been applied in the above theoretical illustration,
Mr. Smith would have been permitted to preserve his position by
buying one new share for each old. If he had exercised this option,
he would have had twenty shares after the transaction, which would
still be one fifth of the total. The book value and earnings per share
would have fallen, but he would continue receiving one fifth of the
total dividend payments and in case of liquidation one fifth of the
residual assets. The fall in the book value and in the earnings per
share would not harm him in the aggregate or proportionally to the
other stockholders, as he would theoretically have received his
new shares at a “saving” arithmetically exactly enough to make up
the loss. This leads to the valuation of stock rights which will be
diseussed in Chapter 15

Holders of common stock have no pre-emptive right to the issue
of nonparticipating and nonvoting preferred stock. Such stock has
no share in the surplus and no portion of the control. Nor do the
holders of nonparticipating nonvoting preferred stock have a pre-
emptive right in the issuance of additional common stock. If the
preferred stock is voting and participating, however, the pre-emptive
rule applies in both directions. The voting and participating pre-
ferred has a pre-emptive right in the issuance of additional com-
mon stock and the common stock has such right in the sale of
more preferred.

Common stockholders also may have a pre-emptive right to their
proportion of a new convertible bond issue, but the owners of such
convertibles have in turn no pre-emptive right to subscribe tu any
new common stock unless they have actually converted, in which
case they have the pre-emptive right by virtue of their position as
stockholders.* Treasury stock—that is, a corporation’s own stock
originally issued in return for full value and bought back by or
donated to the corporation and held by it-—can be resold without
it being first offered to existing stockholders. The pre-emptive right
is generally held to apply only to new issues of stock, not to a con-
tinuing sale of stock already authorized, unless a very long time
has elapsed since the last sale.t

Courts generally agree that if the new stock is to be issued in
exchange for specific property or services, the pre-emptive right does

* Convertible bond contracts do contain provisions safeguarding the con-
vertible bondholder against dilution. See Chapter 11.

+ The case of Stokes v. Continental Trust Company of City of New York

(1906), Court of Appeals of New York, 78 N.E. 1090, contains an excellent
discussion of the principle of pre-emptive right.
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not apply. To the extent that the old stockholders do not have the
specific property or are not able to render the peculiar service re-
quired, they cannot possibly exercise the right. There would be no
point in giving them something they could not use* But the argu-
ment has also been advanced by some courts that the property or
service acquired will become a part of the assets of the corporation
and will benefit both old and new stockholders alike.t The pre-
emptive right does not apply to stock lawfully issued in order to
accomplish a consolidation.

The pre-emptive right became a part of the law when corporate
organizations were simple and there was generally only one kind of
security. I Today the more complex capital structures make this
principle difficult to enforce or to apply, and there is some tendency
in the statutory law to eliminate or at least to modify the common-
law doctrine. The acts of the legislature in some states, for instance
Delaware, allow companies to abolish the pre-emptive right by a
statement to that effect in their charters. Other states, such as
Indiana, provide that the right does not exist unless the charter
specifically includes it or unless the directors adopt it by resolution.
Such elimination or weakening of the pre-emptive right will have
serious effects unless stock is sold at its full value and unless laws
prohibiting manipulation and discrimination against minorities are
strengthened and enforced. Setting the subscription price of new
stock at that figure at which the old was sold dves not necessarily
protect the interests of the old stockholder. The value of the stock

*See Lewis Mayers, Introduction to the Law of Business Corporations,
Longmans, Green & Co., 1939, pp. 47-48.

t There are weaknesses in these argumer.ws for excepting stock issued for
property or services from the pre-emptive privileges. The fact that the old
stockholders do not have the property cannot justify a possible thinning out
of their control or interest. The fact that the property becomes the assets of
the corporation to be used for the common benefit is no more true when stock
is sold for property than when ii js sold for cash. Cash could probably have
been used to buy the property. Moreover property acquired by a corporation
is likely to be liberally valued with a correspondingly excessive issue of stock
in payment. ) )

} See Henry S. Drinker, “The Pre-emptive Right of Shareholders to Sub-
scribe to New Shares,” Harvard Law Review, vol. 43 (Feb. 1930), pp. 586-616,
for history of this right. Mr. Drinker (p. 590) refers to William Gray v. The
President, Directors and Company »f the Portland Bank (1807), 3 Mass. 363,
as possibly the first case upholding the pre-emptive right.

See also Alexander H. Frey, “Shareholders’ Pre-emptive Rights” in Yale Low
Journal, vol. 38 (Mar. 1929), pp. 563-83. Mr. Frey (p. 572) thinks the pre-
emptive right is feasible regardless rf the complexity of the capital structure of a
corporation.
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may have risen greatly since the first shares were issued, and sale
of new stock to a newcomer at the previous subscription price may
decrease the present equity of the old holder.

4. The right to sell and transfer his stock. One of the advantages
of the corporate form of business organization is the free transfer-
ability of its securities. The assets of the corporation belong to the
corporation but the shares of stock belong to the shareholder. Shares
of stock are personal property which generally can be transferred
with little legal formality. The development of the corporation has
made for a “shiftability of investments” which is not possible under
any of the personal forms of organization.

Stock contracts have sometimes contained a stipulation that a
stockholder can sell his shares only with the consent of the cor-
poration. This limitation has generally been held to be contrary to
public policy. Courts tend, however, to uphold a bylaw giving the
corporation a right to purchase, if it wishes, any stock offered for
sale by its stockholders. Such bylaw may be inserted because of a
fear by the corporation that information may, through the sale of
stock, fall into the hands of competitors. Stockholders subject to
double or extra liability, often the case with banks, felt they should
have the right to insist that any new stockholders have financial
resources adequate to meet their share of such liability.*

* Not all the characteristics of stock are of equal importance in all cases.
Frequently the free transfer privilege is of little significance. Charles M.
Schwab, for instance, said that the Carnegie Company, the successor of the
old partnerships dominated by Mr. Carnegie was considered as essentially the
same old organization. “We made the shares $1000 each in order that they
might not he traded in, . . . and I think I can say that in the ycars of the
existence of that company there was only one sale of stock of ten shares; it
was practically a partnership continued.” (Testimony of Charles M. Schwab,
before the House Committee on the Judiciary, H.R. 11380, 11381, 15926,
19959, May 11, 1901, p. 449.)

In response to the query as to why the shrewd Mr. Carnegie formed the
corporation out of the partnerships, Mr. Schwab replied that, though Mr.
Carnegie had the controlling interest in all the firms, “it was found that this
partnership had grown so large and the business was of such a varied char-
acter, there were so many companies to control and so many partnerships hold-
ing varied interests, that for the sake of harmony among our partners it was
decided to put all in the control of one corporation, to be known as the Car-
negie Company. One of the chief reasons for that was Mr. Carnegie’s idea that
a partner in the coke interest, for example, should not have a greater interest
in coke than he had in steel, as it might affect the contracts between the two
parties . . . so he put all these interests into one company, so that each part-
ner’s interest was as a whole.” (Ibid., p. 449.)

Most closely held corporations, of course, are not interested directly in the
free transferability feature.
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The transfer of a stock certificate is usually made on a form
contained on the back of the certificate which probably reads as
follows:

For value received .... hereby sell, assign and transfer
unto . ... L L L .

(Please print or typewrite name and address of asslgnee)
........................... ... . shares

of the capital stock represented by the within certiticate
and do hereby irrevocably constitute and appoint

Atto:ney to transfer the said stock on the books of the
within named company. with full power of substitution in
the premises.

Dated . .. ... .. .. Signed
In presence of .. ... ... ... .

If this form is signed by the seller without the naming of an agent
to transfer the stock and without the designation of a specific pur-
chaser to whom the stock is to be transferred, the certificate be-
comes bearer in effect. This is known as an indorsement in blank.
When this is the case the corporation can naturally make no change
in the record of its stockholders. The certificate may remain thus
indorsed for a long time, especially when the company is not pay-
ing dividends or when there is no particular reason for the pur-
chaser to have the stock recorded in his name. With such blank
indorsement, the stock can pass easilv from hand to hand.

When dividends are being paid. or if the purchaser thinks he
will hold his stock for a long time, the usual procedure is for such
transferee to request his broker to turn the certificate over to the
corporation so that a new one may be issued in his name. This
request, when obeyed by the corporation or by its transfer agent,
makes the new purchaser a stockholder of record and eligible to
vote and to receive dividends. Before the corporation issues a new
certificate, it may require the guarantee of the selling stockholder’s
signature. Generally this guarantee is given by the firm which acted
as broker for the seller or retiring stockholder.

Since the canceling of old and the issuance of new certificates
have become a tremendous task in the case of widely held cor-
porations, many companies maintain a separate transfer agent, usu-
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ally a trust company, to carry on this function. The New York
Stock Exchange and some of the other exchanges insist that all
listed corporations maintain such transfer agents. The transfer
agent, who does the work of canceling the old certificates and pre-
paring the new, operates on behalf of the corporation. In addi-
tion, these securities exchanges require the appointment of a regis-
trar. The duty of the registrar, who represents the stock exchange,
is to make sure that the stock issued is authorized within the limits
of the legal capitalization of the corporation. The New York Stock
Exchange requires that both these officers be located in Manhattan.
Both transfer agents and registrar independently sign the certifi-
cates. The rule requiring these separate offices arose as a result of
aBuses by some corporate officers who have been known to issue
stock beyond the amounts authorized by the charter.

5. The right to inspect the books and papers o] the corporation.
We have seen that in a partnership each partner is both a principal
and agent for the other members of the firm. Any partner, there-
fore, by virtue of his position has unlimited access to information
concerning the partnership affairs. The stockholders of a corpora-
tion, on the other hand, do not act as agents for the corporation;
nor are the officers of the corporation the agents of the stockholders.
A stockholder, especially one in a widely held corporation, knows
the identity of the other stockholders only by chance.

However, some courts early recognized the fact that stockholders
are in an approximate sense the beneficiary holders of the cor-
porate property and that the officers of the corporation cai in an
indirect and fictional way be said to be agents of the stockholders.
Other courts considered the corporate books, though necessarily
kept in a central place, as a form of common property of all the
stockholders. The law also recognized that occasion might rise when
stockholders would be justified in seeking certain information and
in learning the identity of the other stockholders. The possession
of this information would then permit these holders, if they wished,
to act as a unit or in groups for their own protection, particularly
if there was evidence of dishonesty or of illegal or wuitra vires*
acts by the directors and officers or by the corporation.

From considerations such as these developed the common-law
doctrine that the stockholder has the right to inspect the books and
papers of his corporation. This right was restricted only by the

* By an ultra vires act is meant a transaction of a corporation which is be-
yond the scope of its powers as expressed in the charter or implied by law.
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requirements that the request be made at a proper time and place
and that the motive be legitimate, such as the protection of the
interests of the stockholder and of the corporation, and not mere
whim, curiosity, or desire for ulterior gain. The right was generally
held to apply to stock books and other books of record, such as the
minutes of the directors’ meetings. Various states also enacted special
legislation on the subject. Some of these laws gave an unlimited
right to inspect the books; others placed restrictions on the privilege.

Wall Street heaved a sigh of relief in June 1933 when the news-
papers reported the death of Clarence Herbert Venner, the “bogy
man” of large corporations. “Old Man” Venner had made a prac-
tice of buying a few shares of stock in a company and then de-
manding the right to inspect the books, often under an unlimited
diatutory right where the motive could not be considered. If he
‘unearthed any skeletons in the corporate closet, he immediately
threatened suit. If the corporation officials hought out his shares at
& high price, he triumphantly withdrew to new pastures. If they re-
fused to yield to him, he let loose a flood of literature and propa-
ganda which brought shivers to the management. Courts called
Venner an “artificer of litigation.” Psychologists might have classi-
fied him as having tendencies toward “litigious paranoia.” But he
was successful. Many corporations capitulated to his demands. The
law reports are full of cases in which Venner or his organization,
the Continental Securities Company, was plaintiff. He has been
called the “only man who ever made money playing a lone hand
against the wizards of high finance.” * His arch enemy August Bel-
mont estimated that “Old Man” Venn.. collected from $1,000,000
to $2,000,000 from James J. Hill’s Great Northern Railroad.t As
a result of Venner’s “accomplishments,” some of our states amended
their statutes so as to prohibit the acquiring of information for ulte-
rior purposes and to prevent a stockholder from using his right to
inspect as a way of developing a nuisance value.

6. The right to interferc in the management under certain extreme
and unusual circumstonces. If a corporation is injured by the acts
of an outsider, the company itself must naturally be the one to
attempt to redress rhe wrong. Likewise, if an injury is done or is
threatened to the corporation by wltra vires acts, the corporation
must be the one to attempt to stop the abuse. If the company’s
welfare is threatened by fravdulent and self-interested actions by

*The New York Times, June 26, 1933,
+ Time Magazine, July 3, 1933,
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the management or by illegal and oppressive measures of the ma-
jority stockholders, the corporation is theoretically the one injured
and must be the one to apply for relief. As we have said so often
in these pages, the corporation and the stockholders are legally
separate and distinct. The aggrieved stockholders cannot bring a
suit at law to remedy the situation.

But what if the corporation wrongfully fails to bring suit or does
not attempt to stop the damage? What if the majority stockholders,
dominating the directors, override the protests of the minority and
are determined to carry through the illegal action? Here the “King’s
conscience,” or equity, has softened the law. If the aggrieved stock-
holders have made all reasonable efforts to get the corporation to
bring a lawsuit or to force the management or stockholders to stop
their abuse, they may bring a suit in equity. This is technically
called a representative or derivative suit, since the cause of the
action really belongs to the corporation. Any damages collected
above the costs of the suit would go into the corporation treasury,
for the benefit of all the stockholders. If the protesting holders lose
their suit, they will have to pay the costs themselves. And so stock-
holders hesitate to bring derivative suits.

The nature of a typical suit of this kind is indicated by these
passages in the head notes and the opinion of the Court of Appeals
of New York in Continental Securities Co. et al. v. Belmont et al.
(1912) 206 N.Y. 7; 99 N.E. 138:

Action by the Continental Securities Co. and Clarence H. Venner,
stockholders in the Interborough Rapid Transit Company on behalf of
themselves and other stockholders similarly situated and on behalf of the
company against August Belmont and others, impleaded with the Inter-
borough Rapid Transit Company . . . an action to require said individual
defendants to account to said company for fifteen thousand shares of its
capital stock alleged to have been issued fraudulently and illegally and
without any valid or adequate consideration therefor, but upon an alleged
consideration that was a pretense and subterfuge and intended to cover
a gift or bonus to defendants Belmbnt (and others). . .

It will be noted that the action was on behalf of the Interbor-
ough Company and also named it as a defendant. Any net damages
collected would go into the company treasury. And one of the plain-
tiffs was “Old Man” Venner!

Summary. Corporations engaged in business must have an owner
and must, therefore, have capital stock outstanding. They may also
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issue bonds. The essential difference between stocks and bonds lies
in the fact that stocks represent a proprietary and equity interest
while bonds are a creditor or legal interest. The capital stock of a
corporation is divided into shares, each of which carries with it cer-
tain rights and powers.

In considering the position of the stockholders it is important
to remember that as stockholders they cannot act as agents for the
corporation; nor can they directly interfere with the corporation
in the conducting of its normal processes. They do, however, have
important rights and powers. With few exceptions they may vote at
stockholders’ meetings and on certain unusual matters. They also
have the right to receive any dividends lawfully declared by the
directors. The holder of voting stock carrying a share in residual
earnings generally has a common-law right to preserve his position
m the company, but such pre-emptive right has frequently been
avoided. In many instances the statutory law either eliminates it or
permuts the charter to restrict its application and use.

Since transferability of shares is a distinguishing characteristic
cf the impersonal type of business organization such as the corpora-
tion, a stockholder may dispose of his holdings freely and at will.
Though a stockholder has no power to act for the corporation, he
may inspect its books and papers, the extent and exact nature of
this right ranging from an unlimited privilege t¢ one qualified by
reasonableness of motive under the common law. Finally, a stock-
holder may interfere in the corporation’s affairs by a derivative or
representative suit in cases where harm inay come to the company
through fraudulent or wltra vires acts Ly, or negligence on the part
of, the management. To bring such suit, however, the aggrieved
stockholder must show that he has exhausted all legal steps to get
the corporation to prevent the damage and to force the manage-
ment to amend its ways.

|Problems for this chapter and for Chapter 5 will be found on
pages 75-77.]



Chapter 5

Preferred Stock

Special uses of preferred stock. Until almost the middle of the nine-
teenth century most corporations had outstanding only one kind
of stock—common stock or, as the English call it, ordinary stock.
By the year 1840, however, another kind of stock—the preferred
(though it was not known at first by that name)—had appeared on
the financial horizon. It is believed * that the first issues of pre-
ferred stock in the United States came in 1836, when the state of
Maryland agreed to advance money for construction purposes to
certain internal improvement companies. In 1837 this state pur-
chased stock from the Annapolis & Elk Ridge Railroad Company
which “guaranteed” a prior 6 percent dividend. This dividend was
to begin twelve months after the completion of the contemplated
project and was to continue until the income of the company was
sufficient to enable it to pay that same percentage on all its out-
standing stock. When this condition was met, the special stock held
by the state of Maryland was to lose its priority.

Another phase in the early development of the preferred stock
came in the 1840’s, when railroads began to sell such prior stock in
order to obtain funds which could not be raised from investors
under the customary terms. The companies promised to pay “in-
terest” out of earnings for a specified time on these new subscrip-
tions. Thus, some companies had both “old” and ‘“‘new” stock out-
standing. Dividends could not be paid on the old until the “interest”
—actually dividends—had been paid on the new. Accordingly, there
was “Housatonic stock” and “Housatonic new stock,”  “Erie old
stock” and “Erie new stock.” Since the “new stock” was not provided

* The data in this and the next paragraph are taken from George H. Evans,
Jr., “Early History of Preferred Stock,” American Economic Review, Vol. 19,
(March 1929), pp. 43-58.- :

t The Housatonic Railroad had been authorized in 1843 by Connecticut to
sell “new stock” with a preference of 3.5 percent dividends out of earnings.

05
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for in the charters of that early day, permission to issue it had to be
obtained through a special act of the legislature.

The “new stock” was intended to be a temporary expedient. But
financiers learn quickly, and soon developed new uses for the pre-
ferred stock. Why not reduce interest charges by forcing or inducing
weak bondholders of bankrupt and financially embarrassed railroads
to accept preferred stock in place of their bonds? This idea emerged
shortly after 1850 * and by the turn of the century the use of pre-
ferred stock for this purpose had become a common device in cor-
poration finance.

Ano.her outlet for preferred stock was much in evidence during
the high finance of the 1920’s. Promoters and company managements
realized that the issuance of preferred stock would give a company
additional funds without subjecting it to the risk of fixed interest
nayinents. At the same time, if the new preferred had no vote and
wes made nonparticipating, the old common stockholders retained
thei- control of the company and their undiluted right to the residual
share in the earnings. Moreover, if a company could earn a higher
rate on its total investment than that which it had to pay to the
rreferred stock, the residual common would be that much “to the
good.” Thus, preferred stock became a favorite device for trading
on the equity.}

Characteristics of preferred stock. Preferred siick, or “stock with
a preference’” as some call it, is capital stock. Tt is similar to ordinary
or common stock in all respects except where the law or the charter
or the contract make it different. Simply designating a stock as “‘pre-
ferred” does not adequately describe .cs characteristics. It is neces-
sary to indicate in what respects 1t is preferred.

Let us assume that a company has outstanding 500 shares of pre-
ferred stock of a par valve of $100 per share and 1000 shares of
common stock, also of a par value of $100. The contract and charter
state that the preferred stock has a preference as to dividends to the
amount of ¢ percent annually. Nothing else is said. The contract
and the charter, as well as the law and usage, are silent as to other
characteristics or privileges of the preferred stock. Exactly what are
the rights of its holders?

*K. T. Healy in The Economics of Transportation in America, Ronald
Press, 1940, p. 296, gives 1858 as the date when preferred stock was first used

in reorganization to reduce fixed »r interest charges.
1 For a detailed analysis of trading on the equity, see Chapter 9.
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1. Does this specific stock have preference as to assets in the
event the company is dissolved or liquidated? 1t is important to re-
member the principle that preferred stock is ordinary stock except
in those respects in which it is made different. Common stock, of
course, has no priority as to assets, but it does represent a residual
claim. Since the preferred stock in our illustration is not made dif-
ferent in this respect, it has no priority as to assets, but it does have
a right pro rata, share for share, with the common stock to share in
the assets after all legal claims have been paid. Thus, since there are
500 shares of preferred stock and 1000 shares of common stock, or a
total of 1500 shares, each share of preferred stock represents a claim
to Y1500 of any assets available for distribution after the payment
of all legal debts and obligations.

As a matter of fact, most charters or preferred-stock contracts
provide specifically that the preferred stock has a priority as to
assets. A frequent provision is that in the event of involuntary liqui-
dation the preferred holders are to have a prior claim to par value
plus dividends, or if the stock is no par, to some arbitrary stated
figure, such as $100 plus dividends. If the liquidation is voluntary,
they have a prior claim to an amount slightly above par, such as
$105 or $110, which generally corresponds to the call price of the
stock.*

2. Does this preferred stock have the participating privilege? Let
us assume that the net earnings of this company after the payment
of all expenses, costs, interest, and taxes, are $15,000. Since the con-
tract provides that, if any dividends are distributed, the preferred
stock is to get 6 percent, the preferred dividends will be $3000.
This leaves a balance of $12,000. If the directors see fit to distribute
the balance of $12,000, should they give it to the common stock
exclusively, or would the preferred stock have a right to extra divi-
dends above the 6 percent stipulated in the agreement?

This question, also, can be answered on the basis of the principle
already referred to: preferred stock is like stock except in those re-
spects in which it is made different. As we have seen, stock repre-
sents a residual claim. The contract says that the dividend rate shall
be 6 percent. No limit is found in the contract or charter on the

* Corporations usually insert in their bond and preferred stock contracts a
provision that they may “call” these securities—that is, pay them off—at a

stipulated price and after giving the required notice. This price is referred to as
the “call price.” See Chapter 6 for further discussion of the call feature.
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dividend rights of the preferred stock. Consequently, the preferred
stock has, in this respect, the same rights as the common stock. The
answer to our question then is that the preferred stock has a right,
share for share with the common, to any distributed dividends after
the common stock has received its 6 percent. Thus, the preferred
stock is first given $6 per share, or a total of $3000. Then, when
each share of common stock has been given $6, which amounts to
$6000 on: the 1000 shares, the balance of $6000, if the directors de-
cide to distribute it, must be paid equally, share for share, to both
classes of stock. Since there are 1500 shares, this would be $4 extra
per share. If the directors decide to distribute, say, only $1500 of
the balance, retaining $4500 as surplus, the extra dividend for the
nreferred as well as the common, would be $1 per share.

1, oi the other hand, the contract or the charter had said “6 per-
cent and no more” or “6 percent and 6 percent only,” or had used
other limiting language, the preferred stock would have a claim to
that amount only. If, however, no such words of limitation are in-
cluded, the preferred stock would have the right of unlimited partici-
pation.* Generally preferred stock is specifically made nonpartici-
pating.

The 7-percent cumulative participating preferred stock of the
former Westinghouse Electric & Manufacturing Company was one
of the best-known illustrations of the unlimited participating type.
This stock had a par of $50 and carried a $3.50 dividend rate. It
shared equally with the common stock after the common had been
paid its $3.50. Some companies permit cheir preferred shares to par-
ticipate even before the common has received the full dividend rate
assigned to the preferred. Virginia-Carolina Chemical preferred, for
instance, carries a dividend rate of 6 percent on a par of $100, but

* The weight of opinion amurg the American courts seems to favor the
theory that the rate of preferred dividend is restricted to a maximum of that
stipulated, even if the contract contains no limiting language. The courts favor-
ing this view argue that the words “preferred stock” carry “to the ear of the
ordinary investor no prumise of participation in earnings beyond the preferred
dividends” and that the law should follow this common understanding on the
part of the businessman. The author has in the text outlined the minority view,
however, in the belief that it is tre sounder of the two. At any rate, if a cor-
poration wishes to limit the dividend on its preferred stock to that mentioned
in the contract, it should do so in plain language, in as much as in this con-
troversial subject a court is likely to swing either way. See 18 Corpus Juris

Secundum, par. 229, and H. W. Ballantine, Ballantine on Corporations, Cal-
laghan and Company, 1946 ed., p. 506.
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the unlimited participation by the preferred begins after the common
has received $3 per share.

Even when preferred stock is participating, there are limits placed
upon the amount of the extra dividends. A common practice is to
give the preferred an additional dividend not in excess of a certain
maximum, such as 50¢ in the case of Poor and Company (claim A),
after which the balance is to be considered earned by the common
stock. The 4-percent cumulative participating preferred stock of
Eastern Bakeries, Ltd., participates with the common stock up to
$1.50 per share. Three percent on the par value has been a common
figure for the amount of limited participation.

Other limits on participation may involve the use of some kind of
Sliding scale. The Budd Wheel cumulative participating preferred
had a regular dividend rate of $7 per $100 share. If the net operat-
ing revenues were between $600,000 and $800,000, the rate on the
preferred became $8, if between $800,000 and $1,000,000, $9 per
share, and whenever the net was above $1,000,000 the preferred
dividend rate was $10 per share. Metropolitan Ice 7-percent cumula-
tive participating sinking fund preferred receives in addition to its
regular 7 percent, 20 percent of the amount paid on each share of
common stock *

3. Does this specific preferred stock have voting rights? The
charter and the contract in our illustration, it will be rcmembered,
are silent on this matter. Since one of the basic rights of stock is the
right to vote, and since preferred stock has all the characteristics of
stock, except those in respect to which it is stated to be different,
it follows that our preferred stock carries the vote. Some state laws
provide, however, that preferred stock has no vote unless specifically
given to it by charter or bylaws. This type of statute, of course,
modifies the general common-law rule.

4. Is the stock cumulative or noncumulative? The general rule
seems to be that if there is no provision in the contracts in regard
to this matter, the preferred stock is cumulative.} After all, common
stock would share in any withheld earnings later distributed. So why
should not a preferred stock silent on this matter be treated the
same as ordinary stock? It has been pointed out, however, that, if

* Illustrations taken from various editions of Moody’s Manual of Investments
(Industrial). Each issue of this Manual contains in the Special Feature Sec-
tion a list of participating preferred stocks.

t See 67 A.L.R. 773 and Hazel Atlas Glass Company v. Van Dyk and Reeves,
8 Fed. (2d) 716 (1925, CCA 2d), writ of certiorari denied in Van Dyk v. Young,
(1925), 269 U, S. 570.
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by a fair construction of the entire contract the preferred dividends
seem to be made dependent upon the profits of each specific year,
they are not cumulative. But if, as is the usual situation, the con-
tract is interpreted to provide that the preferred shares are to be
entitled to dividends of a certain amount if earned and declared,
regardless of the year when earned, the stock would probably be
held to be cumulative, even though the contract or charter is silent
in this regard.*

The history of the preferred stock furnishes an additional reason
for the conclusion that if nothing is implied to the contrary, pre-
ferred stock is cumulative. Very early these peculiar securities were
considered by some courts as a kind of debt. The “interest” would,
of course, then legally be considered cumulative. The courts after a
liftie vacillation and uncertainty soon put the new preferred stock
inr its proper place as a stock, but the old reasoning seems to have
heen carried through to contribute to the building up of the view
that dividends on preferred stock are cumulative unless provision is
made tc the contrary.t

Since most preferred stock is specifically made cumulative, it be-
comes necessary to consider exactly what is meant by such provision.
Tn general this means that, if the dividend is passed or is paid only
in part, the deficiency, including the dividend rate for the current
period, or perhaps for the entire current year, must be completely
made up before the company may lawfully pay dividends on any
junior stock. Assume that a preferred stock carries a dividend rate
of $7 per share, payable $1.75 per quarter, anc that this has for
some time been declared regularly. T :en, assume that during one
bad year the directors pay a dividerd of only $3, the next year $1,
while during the third year thc directors ‘‘take no action,” “no
action” meaning “no dividends.” During the fourth year fortune
again smiles on the company, and the directors consider the idea
of resuming dividends. Befere they can legally distribute anything
to the common stock, they must first pay $24 to each share of pre-
ferred stock, that is $4 arrears for the first year, $6 for the second,
$7 for the third, and the full $7 for the fourth year.

There is some question as to whether preferred dividends for the
entire current year would have to be paid or only up to and including
the current quarter. The situation would depend upon the exact

* See 18 Corpus Juris Secundnm, par, 229 (c).

1 See George H. Evans, Jr., in “Early History of Preferred Stock,” American
Economic Review, Vol. 19 (March 1929), p. 56.
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wording of the contract. There would seem to be a difference between
the expression (a) ‘“entitled to cumulative dividends of 6 percent
annually, payable quarterly,” and (b) “entitled to quarterly divi-
dends of 1.5 percent.”

It requires little mathematical computation or financial imagina-
tion to appreciate the fact that it might become extremely difficult
for a company to pay off arrears of ten or fifteen years. In the face
of such large unpaid dividends, the common stockholders might de-
spair of receiving any further distributions during their lifetime.
Extraordinary measures are often taken to wipe these arrears off the
slate in order to open the way for the early resumption of dividends
on the common stock. But more about that later in Chapter 20.

Special problems with noncumulative preferred. Let us suppose now,
instead, that the preferred stock is noncumulative, as is the case
with a number of railroad issues.* Must the directors pay up the
arrears on the preferred before they may declare dividends on the
common? The answer seems easy: if the dividends on the preferred
stock have not been paid in the past, the fact that they are non-
cumulative leads to the conclusion that the directors do not have
to pay the past dividends on the preferred before they restore divi-
dends on the common. According to this principle, the directors
would have to pay only the dividend on the preferred for the current
year or perhaps only for the current dividend period, before they can
pay on the common stock.

But the problem is more complicated than that. Assume, for in-
stance, that the company had earned substantial net income during
one or more of the three years when dividends on the preferred had
been passed or not paid in full, but that the board of directors had
decided to retain the earnings in order to conserve cash or to finance
a legitimate expansion? If in paying dividends in the fourth year,
the directors could skip the omitted or unpaid dividends on the pre-
ferred up to that year, would not such act really constitute an en-
richment of the common stockholders at the expense of the pre-
ferred? Should not such dividends which had been earned but not
distributed, be earmarked, so to speak, even in favor of preferred
stock which is specifically stated to be noncumulative?

This has been, and remains today, a highly controversial prob-
lem. Many law writers, backed by important judicial opinions, have
answered these questions in the affirmative—that is, they have ar-.

* There are very few noncumulative preferred stocks outside the railroad field.
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gued that when dividends were earned in part or in full on the non-
cumulative preferred stock, but had not been paid, the noncumula-
tive preferred holders have a prior claim to such earned but unpaid
back dividends.

The Wabash casc. In 1930, however, the Supreme Court of the
United States in the case of Wabask Railwav Company v. Barclay,
280 U. S. 197, 203-04, took a contrary view. The Wabash had earned
money in a number of years during which it had not paid dividends
to the noncumulative preferred stock (designated as Class A stock)
which, incidentally, held the control of the corporation. The company
then wished to resume dividends on its stock, not only the current
on the A, but also on the B preferred and on the common, without
making up the dividends on the noncumulative preferred A which
had been omitted. The plaintiff in the lower courts, Barclay, and
other helders of this noncumulative preferred A stock, insisted that,
1o the extent that these dividends had been earned in the preceding
years but not paid, they should be considered as cumulative and
should be paid before dividends were declared on the common stock.

Tustice Holmes, speaking for the court, said in denying the claim
of Barclay:

We believe that it has been the common understanding of lawyers and
businessmen that in the case of noncumulative stock entitled only to
a dividend if declared out of annual profits, if those profits are justifiably
applied by the directors to capital improvements and no dividend is de-
clared within the year, the claim for that year is gone and cannot be
asserted at a later date. But recently doubts have bren raised that seem
to have affected the minds of the majorit: below. | The majority of the
United States Circuit Court of Appeals nad ruled in favor of Barclay. |
We suppose the ground for the doubts is the probability that the directors
will be tempted to abuse their power, in the usual case of a corporation
controlled by the holders of the common stock. Their interest would lead
them to apply earnings to impr~-.ement of the capital rather than to make
avoidable payments of dividends which they do not share. But whether the
remedies available in case of such a breach of duty are adequate or not,
and apart from the faci that the control of the Wabash seems to have been
in Class A, the class te which the plaintiffs belong, the law as remarked by
the dissenting judge below. “has long advised them that their rights de-
pend upon the judgment of mer subject to just that possible bias.”

When a man buys stock instead of bonds he takes a greater risk in the
business. No one suggests that he has a right to dividends if there are no
net earnings. But the investment presupposes that the business is to g0 on,
and therefore, even if ‘there are net earnings, the holder of stock, pre-
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ferred as well as common, is entitled to have a dividend declared only out
of such part of them as can be applied to dividends consistently with a
wise administration of a going concern. When, as was the case here, the
dividends in each fiscal year were declared to be noncumulative and no
net income could be so applied within the fiscal year referred to in the
certificate, the right for that year was gone. If the right is extended fur-
ther upon some conception of policy, it is enlarged beyvond the meaning
of the contract and the common and reasonable understanding of men.*

Safeguarding provisions. Preferred stock is fundamentally stock
with all its liabilities and risks. In return for its priority and for
other privileges, it is often deprived of some of the rights basically
belonging to stock. If a preferred stock is nonvoting and nonpartici-
pafing, for instance, its holders would have little chance of protect-
ing themselves against excessive stock issues or excessive dividends.
Moreover, such stock generally does not carry the pre-emptive right.
With certain rights taken away, preferred stock, in turn, may be
safeguarded by “protective provisions.” In addition to the cumula-
tive feature, the preferred stock contracts often contain *‘safeguards”
which

1. Protect against the issuance of too much additional stock of
the same kind;

2. Protect against the issuance of too many securities ranking
ahead of the preferred stock:

3. Protect against the thinning out of the equity behind the pre-
ferred by the payment of too many dividends on the common stock;

4. Provide for the possible thickening of the amount of equity
behind the preferred stock; and

5. Give preferred stockholders special powers if dividends are not
paid or if other protective provisivns are not heeded.

A brief summary of the pertinent provisions of the General Mills,
Inc., 3% percent cumulative convertible preferred stock will illus-
trate some of these safeguarding provisions.{f The company may

* It is important to bear in mind that the Wabash noncumulative preferred
stock contract gave the directors full discretion as to the payment of divi-
dends, regardless of whether there were any available earnings. If the contract
had provided that dividends were to be paid to the extent that there were
carnings but that if no earnings were available the dividends were to be non-
cumulative, the decision would probably have been different. Sce Ballantine,
op. cit., pp. 518-23.

+ Appendix C contains a detailed account of the 3.65 percent cumulative pre-
ferred stock of H. J. Heinz Company and a table showing the characteristics
of registered preferred stocks of various industry groups.
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issue additional shares of this stock only if (a¢) the net current
assets are equal to at least 60 percent of the total preferred out-
standing after the new issue, and (b) the net earnings after all ex-
penses and charges during at least two of the last three years have
been equal to 200 percent of the total preferred dividends including
those on the new issue. The company agrees not to place any mort-
gage upon its assets or to issue any prior or equal-claim preferred
stock except with the consent of a majority of the preferred. The
company is not to pay cash dividends on its common stock unless
after such payment the net current assets are equal to 60 percent of
the preferred stock. Finally, though the preferred ordinarily carries
10 voting right, it has the power to elect a majority of the board if
the preferred dividend or the sinking fund is in default for one
year.* On an older issue the company was required to set aside a
sinking fund sufficient to purchase annually 1 percent of the pre-
ferred stock outstanding. We shall see later in Chapter 20 that these
saicguarding provisions are not always effective.

Summary. In considering the rights and liabilities of preferred
stockholders it is important to remember that preferred stock is
stock. Preferred stock is the same as ordinary stock and has all its
rights and powers and disabilities except in those respects in which
the contract or the law or the charter makes it different. Accordingly,
where nothing is said to the contrary, preferred stock has the vote,
is participating in the residual profits (courts strongly disagree on
this, the minority view being advanced here ), is cumulative (there are
some exceptions also), and shares prc rata with the common stock
(but has no priority) in the assets of the corporation in the event of
its dissolution. The essential char:cteristic of prelerred stock is pri-
ority as to any dividends lawfully declared by the board of directors.

Since preferred stock is deprived of at least some of the privileges
usually belonging to stock It is customary to insert in the contract
certain “protective provisions.” These usually give special voting
rights in case dividends are not regularly paid or grant certain pow-
ers to prevent the issuance of additional preferred stock or prior
claim securities unless specified conditions are met.

An interesting and vexing question is that of the status of non-
cumulative preferred stock when dividends have been earned but are
not declared. Many law treatises and some court cases are authority

* This skeleton description is adopted from Moody’s Manual of Investments,
Industrials, 1947,
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for the conclusion that where dividends are earned in part or in full
on the noncumulative preferred stock but are not distributed by the
directors, the noncumulative preferred stock has a prior claim to
such earned, but unpaid, back dividends. However, the Supreme
Court of the United States held in the Wabash case that dividends
not declared on noncumulative preferred stock even when earnings
were adequate to pay them were gone forever, provided the directors
in withholding the dividends acted sincerely and honestly for what
they considered the long-run welfare of the corporation.

PROBLEMS
Chapters 4 and 5

1. A Pennsylvania statute of 1828 provided that the incorporators
might turn in coal land and other property to their corporations.
These would then “form a common stock and be divided into a con-
venient number of shares.” (Harvard Law Review, Vol. 43 (1930),
p. 609.) Does this meaning of the term ‘“common stock’ seem more
accurate than the sense of inferiority in which the words seem to be
often used today?

2. According to Henry S. Drinker (Harvard Law Review, Vol.
43 (1930) at p. 590), the earliest case enunciating the doctrine of
pre-emptive right was that of William Gray v. The President, Di-
rectors and Company of the Portland Bank (1807), 3 Mass. 363.
The company involved in this litigation had just changed from a
partnership to a corporation, the old partners becoming stockholders.
The court held that “natural justice requires that the majority should
not have authority to exclude the minority.”

a. In a large, modern, widely held corporation with numerous kinds
of securities outstanding, including preferred stocks and bonds,
do you think the principle of the pre-emptive right is

(1) as necessary as in the Portland case;
(2) as easy to apply?

b. From the above brief account of the Portland Bank case would
you say the principle of the pre-emptive right is of common
law or statutory origin?

c. Consult the statutes of your state to see whether the legislature
has passed any law in regard to the pre-emptive right. (The
Prentice-Hall Corporation Service, Vol. 1, gives a digest of the
corporation laws of all our states.



76 CORPORATE PROBLEMS

3. A stockholder’s derivative suit is not a much-used device, be-
cause, if the stockholder loses, he pays his own expenses and if he
wins “his victory is a victory for the corporation and only indirectly
one for himself.” (E. M. Dodd in Haervard Law Review, Vol. 54,

p. 925.)

a. When may a stockholder bring a derivative suit?
b. How does the fact implied in this statement really increase the
power and prerogative of the directors of a corporation?

4. As reported in a news item of September 2, 1947:

Directors of Stokely-VanCamp, Inc.,
have declared a quurterly dividend of
25 cents a share on the S-percent cu-
mulative preference stock and a divi-
dend of 25 cents a share on the com-
mon stock, both payable Jan. 1, 1943,
to stockholders of record Oct. 31.

The p-eferred stock is callable at $21 and is nonparticipating.
It has ne vote regularly but, on the nonpayment of preferred divi-
dends of $1 per share, the holders have the right to elect a majority
of the directors.

a. Referring to the table ‘“Characteristics of Registered Preferred
Stocks . . .” in Appendix C compare this stock with the gen-
eral characteristics of that kind of security. Also consult Ap-
pendix C for the characteristics of H. J. Heinz cumulative
preferred stock.

b. Of what importance is the term “stockholders of record”?

¢. From the news item can you !igure out the par value of the
preferred stock?

5. If the contract, charter, and bylaws, and the law of the state
are silent on the matter, does preferred stock carry the vote? Is it
participating? Cumulative? Does it carry a prior claim to assets in
the event of dissolution? Does nonvoting. nonparticipating preferred
stock have the pre-emptive right?

6. Find two illustrations of the recent issuance and sale of pre-
ferred stocks, noting particulaily the protective provisions and the
rights of the holders as to dividends and vote. Compare with the 3.65-
percent cumulative preferred stock of H. J. Heinz and the “Charac-
teristics of Registered Preferred Stocks” found in Appendix C. (To
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locate such illustrations, consult Moody’s ‘“Advance Sheets,” prefer-
ably the industrial, public utilities, and railroad sections; the news
section of Standard Corporation Records, the General Corporation
and Investment News sections of the Commercial and Financial
Chronicle, The Wall Street Journal, or your daily newspaper.)

7. The reluctance of courts to compel the distribution of dividends
may result in great damage and hardship to minorities in jurisdic-
tions which follow the rule of the Wabash Case.

a. Why are courts reluctant to compel the distribution of divi-
dends? Is an action to compel a payment of dividends a lawsuit
or an equity suit?

b, Why is the reluctance of the court to compel dividends likely
to be more of a hardship on noncumulative preferred stock than
on common stock?



Chapter 6

Bonds or Funded Debt

Bomzowmc constitutes the second general method of raising long-
term fund< from outside sources. The corporation may borrow with
the ordinary promissory note or it may issue and sell formal, sealed
jnstruments which have their basis in what is popularly called the
“corporate indenture.” These formal promises to pay are known as
bonds, though, when issued for a short term such as three or five
years, they are frequently referred to as “notes.”

Ronds may be'broadly classified into two general groups:

1. Those that are secured by the pledge of specific assets. This
group includes mainly mortgage bonds, collateral trust bonds, equip-
ment trust obligations.

2. Those that are secured only by the general credit of the issuing
corporation. This class includes chiefly what are known as debenture
bonds.*

SECURED BONDS

Corporations at first raised most c. their funds by stock issues.
But shortly after 1800—we dc not know exactly wiien the movement
began—American corporations started to raise large amounts of
money through the issue of mortgage bonds. This development came
partly at least in respunse {0 « demand for greater security by Euro-
peans who invested in American enterprises. At first there was some
doubt as to whether corporations could legally mortgage their prop-
erty without the permission of the stockholders, but today, in the
absence of a prohibition by charter or by statute, a corporation which
has the implied power to Lorrow money also has the incidental
capacity to expedite and to strengthen such loans by executing a

* For characterigtics of numerous bond issues, see Appendix D. See Appendix
D also for various provisions in the Atchison, Topeka and Santa Fe Railway

Company General Mortgage of 1895,
78
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mortgage on its property. Bonds secured by a mortgage are known
as secured bonds.

Nature of the mortgage. In a discussion of secured bonds it is
necessary to analyze the nature and legal significance of the mort-
gage.

When a farmer or householder borrows money, he signs at least
one instrument—the promissory note. By this document he promises
to repay the principal amount at a specified time and in the mean-
time also a designated amount of interest at regular intervals. This
is known as an unsecured note—or we may call it a debenture note.
The unsecured note rests on the general credit and the earnings of
the debtor. The holder of such note has no priority over other claims.
THere is no specific or segregated asset to which he may look. The
unsecured note is a “general credit obligation.”

The person advancing the money may, however, want a prior
claim. He may demand that some specific asset be designated as
security. To provide this priority and greater certainty of repay-
ment of principal, the borrower may be required to execute a mort-
gage. This mortgage is generally on land, but may also be based on
other property. An unsecured note represents a right only against
the debtor personally, with recourse ultimately, with other creditors,
against the debtor’s property, but a note backed by a mortgage
gives the creditors certain specific, direct, and exclusive rights in rem,
as the lawyers would put it. By such right in rem is meant imme-
diate recourse against the specific things mortgaged, that is generally
against the land, if the debtor defaults on principal, interest, or fails
to meet some other important condition.

In the ordinary mortgage loan the creditor has possession of both
the promissory note and the mortgage. The note represents and is
the evidence of the indebtedness. It can be enforced separately from
the mortgage. The debtor who executes the mortgage is known as
the mortgagor, the creditor is the mortgagee.

In the early stages of the law of mortgages the debtor or mort-
gagor transferred both the title and the possession of the land to
the creditor or mortgagee. Any revenues or rents from the land went
to the mortgagee, who was not required to apply them to reducing
the debt. This early practice helps to explain the derivation of the
word mortgage. The land, that is, the pledge, was dead as far as any
value to the mortgagor was concerned. This was then called mortuum
vadium or dead pledge. The French words for the equivalent con-
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cepts give us mort and gage, from which we get the word ‘“mort-
gage.”

Slowly the procedure changed so as to allow the mortgagor to re-
main in possession of the land. We do not know exactly when the
final breach with the ancient custom was made, but even as late as
the middle of the seventeenth century the practice of the mortgagor
giving up possession to the mortgagee was still common.*

Under the terms of the early common-law mortgage, the debtor or
mortgagor transferred to the mortgagee a defeasible title. Then under
a proviso known as the defeasance clause, the debtor could defeat
this passing of the title and restore it to himself, if he paid the debt
according to the specified terms. But if the debtor did not pay
strictly according to the terms and conditions on the “law day” (due
date), the land which had been pledged became the absolute prop-
erty of the creditor, and any right which the debtor may have had
to defeat the complete passing of the title to the creditor was then
absolutely and forever lost.

But what if the failure to pay was due to some irivial or temporary
cavse beyond the control of the mortgagor? Even so, the law said,
the mortgagor could not recover the title. The law provided that if
the privilege of defeating the passage of the title had not been exer-
cised by the payment of the debt on or before the law day, the title
vested absolutely in the mortgagee.

Equity of redemption. For a long time this was considered the cor-
rect law. But the chancellor or ‘“keeper of the King’s conscience” dis-
liked such extreme penalties, and through a long p:ucess of evolution
the chancellor’s courts or courts of chasr cery (eryuity) developed the
concept called the equity of redemptiun. According to this principle,
which became accepted about 1700, the mortgagor continued to have
a right to redeem his title for a time even after the legal day for de-
feating the title had passed and after the land had been forfeited at
law for nonpayment.t

The equity courts reasoned that the absolute forfeiture of the
debtor’s right to defeat the passing of the title merely because of
a failure to meet payments on a specified day was too severe and
rigorous. This is really a penalty—drastic and unreasonable. Equity
abhors penalties. The intenticn of the parties after all was merely

* Theodore F. T. Plucknett, A Concise History of the Common Law, Law-
yers Cooperative Publishing Co., 1936, p. 544.

*R. W. Turnet, The Equity o/ Redemption, Cambridge University Press,
1931, pp. XI, XI1.
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to pledge the property for the loan and then upon its repayment to
have the title revert to the mortgagor. The purpose was normally
not to have the title continue in the mortgagee. Equity courts devel-
oped the concept of equity of redemption to prevent hardship.

Therefore, said equity, the mortgagee must let the mortgagor ex-
ercise his right to defeat the title even after the breach of the condi-
tions. This privilege of regaining the title even after the breach of

the contract is technically known as the equity of redemption. If
the mortgagor does not now meet the conditim

<of a reasonable time, the mortgagee will have the privilege of apply-
ing to the equity court for foreclosure, that is, for final cutting off
or barring of this equity of redemption.

The privilege to the mortgagor of defeating the title by paying
the debt according to the contract is sometimes called the equity of
redemption. It is probably more accurate, however, to call this the
right of redemption. Equity does not enter in until after default in
the contract. The privilege of redeeming after such default is an
equitable remedy and this right is properly called the equity of re-
demption.

The title and the lien theories. The principle that the title to the
land is transferred to the mortgagee at the time of the executing of
the mortgage, subject to the proviso that the passage is to be defeated
by the meeting of the conditions of the note, is known as the “title
theory,” or the “common law theory.” By the wording of a mortgage
agreement used in a state following this procedure, the mortgagor
grants, bargains, sells, assigns, releases, and conveys (or a combina-
tion of such words) to the mortgagee and to his successors and as-
signs forever the designated real estate, subject to a defeasance
clause.

A large number of American states, on the other hand, have
adopted what is called the “lien theory.” According to this, the mort-
gage simply states that the debtor “mortgages” the specified prop-
erty to the creditor. Both the possession and the title remain in the
mortgagor until default occurs. The mortgagee then exercises his
lien if the debtor defaults. This theory recognizes a mortgage for
what it really is—a lien or legal claim on certain property for pur-
poses of security. An advantage of the lien theory is that it clearly
recognizes the right of the mortgagor to sell the mortgaged property.
Such sale is possible, of course, under the title theory, but only
through a bit of legal subterfuge. The sale of mortgaged property,
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it must be pointed out, technically involves only the transfer of any
value existing over and above the amount of the mortgage.

Indenture and indenture trustee. The promissory note and the
mortgage are two separate instruments. The basic one is the note,
which furnishes evidence of the debt and the amount due. Accord-
ingly, in the usual foreclosure and sale, if the sale brings in more
than the amount of the note, the balance after costs must be turned
over to the holder of the next mortgage in line, if any, or to the
mortgagor against whom the action was primarily brought. If the
sale nets less than the amount of the indebtedness, the debtor is, as
a geneial rule, still liable on the note. He can be personally held
for any deficiency. As to such deficiency the debt is unsecured and
the creditor must take his place with other claimants. Sometimes
eceptions are specifically made to this rule. The federal government
1gencies, for instance, often lend to a farmer on the sole security of
certain crops. Let us say, a loan of 90¢ per bushel is made on corn.
If the price of corn goes below 90¢, the government simply takes the
corn and has no right to seek a deficiency judgment against the
farmer.

As already suggested, where a farm or a residence or a small place
of business constitutes the security, the creditor generally holds both
the note and the mortgage. This is possible because the total debt
usually represents an amount which some individual or family or
bank can easily advance. If there is default on the note, the holder
-brings his own action on the mortgage.

When a large corporation borrows money, however, the situation
may be far different. A corporation not.. may, of course, be in terms
of thousands, but it may also rur into millions or even hundreds of
millions of dollars. It is difficult, if not impossible, to find a single
investor willing to advance millions to one individual debtor. It may
be necessary to split the corporation’s note into numerous notes or
bonds of convenient and popular denominations.

The corporate note is only a short document. The bond which the
investor buys occupies only one sheet. But the full contract of the
debtor corporatior: requires more space. There are other obligations
besides that to pay interest and principal. Perhaps there are restric-
tive provisions. Perhaps there is provision for a sinking fund. Stipu-
lation must be made as to  who is to pay taxes and make repairs.
Numerous working details as ‘0 the relations between the debtor and
the creditor must be put down on paper. Furthermore, explicit details



BONDS OR FUNDED DEBT 83

as to the form of the bond and the technique of paying interest and
principal must be included in the agreement.

It would be possible to issue a promissory note and a copy of all
these supplementary contracts, including one of the mortgage, if
there is one, to each person furnishing funds. This would have dis-
advantages, however, from the point of view of both the corporation
and the investor. The investor would have a bulky document. The
simplest corporate mortgage may run fifty pages—many are 100 or
200 pages—it is awkward to handle, is generally hard to understand
and is expensive to record.* It would be almost impossible for the
investor to bring an effective suit alone, and it would be difficult to
get the other creditors to join with him in a legal action. The cor-
poration might find itself harassed by numerous suits in many courts.

Out of the needs represented by such situations have developed
an instrument known as the trust indenture and an institution or
official called the indenture trustee. The trust indenture is an elab-
orate document which contains the full agreement by the debtor
corporation, including the mortgage, if any, and all details in regard
to the form of the bonds and the responsibilities of the parties. The
note and this indenture agreement are turned over to an indenture
trustee, who holds it in trust “for the equal and proportionate benefit
of any and all [bonds] issued hereunder.” t

The corporate note is thus, in effect, divided into many smaller
units, of one sheet each, called bonds, which are sold to those in-
vestors who care to buy them. Each bond states on its face that it
has been issued under the terms of a specified mortgage and inden-
ture. The bond is both signed by the appropriate corporation offi-
cials and authenticated by the trustee. By such authentication the

* A mortgage for $10,038,000 made by the Northern Indiana Power Com-
pany to the First National Bank of Chicago and Harold Eckert as trustee and
recorded with the county recorder of Putnam County, Indiana, required a
mortgage recording fee of $96.60. The recording charge is $1 for the first 600
words and 10¢ for each additional 100 words. This mortgage included 223
pages of printed matter. At about the same time a mortgage of the Indiana
Associated Telephone Company was recorded in the same courthouse, the fee
being $70.00. These are typical illustrations.

1 Quotation from general mortgage of 1895 of the Atchison, Topeka and
Santa Fe Railway Company. When the title to certain property is turned over
10 a trustee, who is to hold it for the benefit of creditors, to become theirs in
the event a certain debt is not paid, the transaction is often called a deed of
trust. Such deed of trust is for practical purposes considered the same as a

mortgage. Extracts from the Atchison, Topeka and Santa Fe general mortgage
are given in Appendix D.
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trustee guarantees that the bond is genuine, was properly issued, and
is one of the bonds authorized or covered by the mortgage and in-
denture.

The trust indenture not only gives the terms of the mortgage and
the nature of the security but it also sets forth the obligation of the
corporation as to such things as the making of repairs, the payment
of taxes, the establishment of a sinking fund. It also describes the
duties of the trustee. If the corporation fails to make payment of
interest or principal or if it defaults in carrying out other specified
requirements, the trustee, though he was probably appointed by the
corporztion or by the bankers who underwrote and sold the issue of
bonds, is in theory supposed to act on behalf of and for the protec-
tion of the holders of the bonds.

Work and position of the indenture trustee. The work of the trustee
i generally of a three-fold nature: (1) as just indicated, he authenti-
cates each bond. (2) He acts for the bondholders in seeing that their
rights are carried out. In theory if a substantial number of bond-

“holders appear to have a just claim that the deltor corporation is
not following the provisions of the contract, the trustee must study
the validity of such complaints and, if necessary, use pressure against
the corporation. (3) If the corporation defaults on principal or in-
terest on the bonds or fails to carry out some other important pro-
vision, such as that requiring the setting up of a sinking fund, the
trustee must, if the complaining bondholders assure him reimburse-
ment for his expenses, bring suit to remedy the default or he must
start appropriate proceedings to foreclose on the mortgage, if that
is necessary.

Since widely separated bendholders, who are probably legal
strangers to one another, cannot expediently bring action on their
own account, it is the duty of the trustee to represent them in a col-
lective capacity. The trustes is a sort of conductor between the
corporation and the bondholders. Interest payments or installments
on the principal are channeled through him, by way of a fiscal agent,
into the hands of the bondholders. Grievances of the bondholders
are funneled thrcugh the trustee to the corporation. The trustee is
the nominal and legal mortgaeee. The bondholders are the beneficiary
mortgagees.

There are thus really three parties to the trust indenture agree-
ment: the corporation, the bondholders, and the trustee. The trustee
theoretically has duties both to the corporation debtor and to the
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bondholders, but, as we shall see later, with little actual responsibil-
ity to either one.*

The early practice was to have only natural persons act as trustee.}
But this had disadvantages. A natural person might die before the
note matured or was paid, which would raise complicated problems
of succession. Furthermore, an individual probably possessed limited
facilities and did not have the varieties of skill necessary to carry out
the functions successfully.

It then became the practice to have an incorporated trust com-
pany or bank act as the trustee. This probably supplied a more
capable management and a greater reservoir of assets. It certainly
increased the continuity and permanence. But the corporation also
ha$ limitations, particularly in the scope of its power and in its re-
stricted mobility from state to state. In a number of instances there
are two trustees—a corporation trust company or bank for continuity
and permanence, and a natural individual, who should obviously be
a citizen, for mobility and a greater freedom of action. In such case
the banking company becomes known as the corporate trustee and
the natural person as the individual trustee. The most common prac-
tice is still the use of one trustee—a trust company, which is known
as the corporate trustee or simply as the trustee under the inden-
ture.t

Name of bond and nature of mortgage. A mortgage usually is
thought of as representing a prior claim or a senior lien. This is not
always the case, however. In fact, a inortgage may occupy a “junior”
position, by which we mean that it may be a second or a third mort-
gage or have a position even subsequent to that. When prior mortgage

* See Chapter 21 for a discussion of the failure of the trustee to carry out
his nominal duties.

1 In some of the earlier mortgages an officer of the debtor corporation, such
as the president, acted as the trustee.

i That the individual trustce is becoming more or less obsolete is illustrated
by the following statement in the indenture of the Northern Indiana Power
Company Mortgage. “Said Harold Eckert [The individual trustee] has been
joined as individual trustee in order to comply with any legal requirements
respecting trustees under deeds of trust of property . .. such trustee shall
. . . possess such powers, and such powers only, as may be necessary to com-
ply with such requirements. If by reason of the repeal of such requirements it
shall not be necessary that one of the trustees hereunder be an individual the
company shall file with the trustee—that is, the corporate trustee—a written
request for the removal of the individual trustee. . ..”

In indentures if the word “trustee” is used alone, it generally means the cor-

porate trustee. The individual trustee, whenever he is referred to, is called
“individual trustee.”
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bonds mature or are called, second- or third-mortgage bonds may
actually become a first mortgage. In other words, the backing may
be different than that indicated by the name of the bond. Mergers
and consolidations may also be instrumental in changing the position
of bonds. This may now be illustrated.

Company X has outstanding first-mortgage bonds due in 1950 and
second-mortgage bonds due in 1960. Company ¥ has outstanding
first-mortgage bonds maturing in 1950 and second-mortgage bonds
to be repaid in 1965. Company Z has no bonds outstanding. Let us
assume that these companies are merged into The X¥Z Corpora-
tion. All the mortgages and bonds remain in force, the mortgages
continuing on the respective properties, but the merging corporation
has assumed the debts. The bonds on the liability side of the balance
sheet of The XYZ Corporation will now appear as follows:

First-mortgage bonds on the real property turned in by X, due 1950
Second-mortgage bonds on the real property turned in by X, due 1960
First-mortgage bonds on the real property turned in by ¥, due 1950
Second-mortgage bonds on the real property turned in by ¥, due 1965

All these bonds have been assumed by The XVZ Corporation.

The XY Z Corporation now issues new bonds due in 1985, secured
by a mortgage on all real estate of the Corporation. This mortgage
is a third mortgage on the property which had been turned in by X,
a third mortgage on the property originally owned by ¥, and a first
mortgage on any real property turned over to the consolidated com-
pany by Z. This new issue is both a third-mortgage and a first-mort-
gage bond. It might be described brief': - as a “consolidated- and first-
mortgage bond,” the word ‘“consclidated” showing that it is secured
by the consolidated properties ¢r was issued by a company which
resulted from the consolidation, and the “first” indicating that it is
secured by a first mortgage on part of the property, that is, on the
real estate turned in by Z 2nd perhaps on any other unencumbered
real property owned by The XYZ Corporation. The designation
‘“general-mortgage bond” might also be used to describe these new
bonds.

If, now, The XYZ Corporation decides to call, or if at maturity
it pays off, the first-mortgag: bonds which it had assumed and which
had followed through on, the real estate turned in by X and by ¥,
the second-mortgage bonds will in effect become the first mortgage.
If, later, the corporation pays off these second-mortgage bonds, the
general-mortgage bonds (or consolidated- and first-mortgage bonds)
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will really become first-mortgage bonds, though they would probably
still be referred to in the financial news and on the exchanges as the
“XYZ general-mortgage bonds.”

Collateral trust bonds. Other assets of a corporation besides real
estate may serve as security for bonds. A holding company, for in-
stance, will often issue collateral * trust bonds which are backed by
the securities issued by the subsidiaries, mainly stock, which it owns.
The issuing company, however, does not have to be a holding com-
pany nor is the collateral necessarily in the form of stocks of sub-
sidiaries. The collateral may be any eligible securities owned by the
issuer. Though the collateral trust bond is a perfectly legitimate and
respectable form-of security, it has sometimes been used by finan-
ciefs in connection with the holding company as an instrument to
increase and multiply their control.}

Equipment-trust certificate. The equipment trust certificate is still
another form of secured note. A railroad company wants a locomo-
tive of certain specifications. If it does not have the necessary cash
to pay in full for such equipment, it will make arrangements for
credit. These are made with some bank or trust company, which is
to act as trustee. The railroad company then places its order with
the locomotive manufacturer, making appropriate down payment of
probably 20 percent. When the locomotive is completed, the manu-
facturer delivers possession to the railroad company, but the title
goes to the trustee. Thus, the possession and the title are split. A
name plate is placed on the locomotive giving the name of the owner
trustee. The trustee has in the meantime arranged for the leasing of
the locomotive to the railroad company. The railroad company prom-
ises to pay semiannual “rentals,” such rentals to be sufficiently large
to include a specified fraction of the unpaid price of the locomotive
as well as the amount of the interest. It is, indeed, the intention of
the parties that after the arranged ‘rentals” have been paid, the
title to the locomotive shall pass to the railroad company.

The lease contract is in effect divided into certificates due serially
at semiannual intervals. These are sold to investors as equipment

* “Collateral” in this usage means stocks, bonds, notes, or even accounts re-
ceivable, often referred to as “choses in action,” which are placed in trust to
back up a specific promise to pay. Generally the items making up this col-
lateral are in a form, or are so indorsed, as to make them easily and quickly
salable, with the minimum of legal formality, in the event of default on the
promise to pay. The collateral is generally left with a trustee. Bonds issued on

the basis of such collateral are called “collateral trust bonds.”
t For further discussion of the holding company, see Chapter 29.
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trust certificates. The receipts from such sale, together with the down
payment made by the railroad, are planned so as to permit payment
in full to the manufacturing company and to cover all commissions
and expenses. Then, from time to time as the railroad company pays
the semiannual “rental,” the trustee uses the money to pay interest
and to cancel a portion of the equipment trust certificates. If the
lease runs for fifteen years, one thirtieth of the certificate will be
canceled at the end of each six-month period. Equipment trust cer-
tificates issued under this lease system are known as ‘‘Philadelphia
plan car trust certificates.”

The equipment trust certificate of the type just described gen-
erally occupies a very strong position from the investment point of
view. In the first place, in the event of financial difficulties for the
railroad, the retention of the title by the trustee gives the holders
of the equipment trust certificates a peculiarly strategic position. If
the certificate holders are not “treated right,” the trustee can simply
take the equipment. In the second place the term of the lease is gen-
craily shorter than the life of the asset. Since the lease arrangement
is rarely for more than fifteen years and since most equipment lasts
for a longer period than that, the excess of the net value after depre-
ciation of the locomotive over the remaining outstanding bonds in-
creases steadily each half year until the maturity of the final series
of notes or certificates. For example, assume the cost of the rolling
stock to be $6,000,000 and the down payment 20 percent. This leaves
$4,800,000 balance to be financed by certificates. If these mature in
thirty semiannual installments of $160,000 each, the following
sample figures will result: At the beginring, ratic of equipment value
($6,000,000) to total certificates ($4 500,000) is S to 4. At end of
the tenth year (twentieth period), il we assume the life of the equip-
ment to be twenty years with no scrap value, the depreciated value
will be $3,000,000 and the outstanding certificates $1,600,000, giv-
ing a ratio of equipment value to total certificates of 15 to 8.

Sometimes the equipment security takes a form known as the
“New York equipment obligation.” In this case the conditional sale
is used instead of the lease. The conditional sale amounts to a con-
tract to sell, under the terms of which possession of the article is
passed immediately to the conditional buyer but title remains with
the seller for the purpose of security until all the payments have
been made.

The New York plan is comparatwely little used for various rea-
sons. One difficulty is the fact that though the full legal title under
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the conditional sale remains with the trustee or the vendor, the
railroad company does get a semblance of title. Such semblance may
cause misunderstanding and can form the basis of an action by the
general corporate creditors. They can argue, without solid legal foun-
dation undoubtedly but with enough plausibility to make themselves
a real threat, that they have at least an apparent lien on the equip-
ment. Under the lease, or Philadelphia plan, it will be remembered,
the railroad company does not even have the semblance of a title.

Another obstacle to the use of the conditional sale has been the
difficulty of complying with the conditional-sale registration laws.
If the buyer of an article under a conditional bill of sale moves
the property from one county to another, he should notify the con-
ditienal vendor. If the vendor wants to protect himself against the
sale of the article to an innocent third person, he may be required
by the law to record the conditional sales agreemert with a speci-
fied office of record in such new jurisdiction. Under such statutes, if
the seller fails to do this, he is not protected in case the conditional
buyer sells or mortgages the property to an innocent third person.
Such registration or recording requirement in the case of much rail-
way equipment may become burdensome. For reasons such as these
the New York equipment obligation, based upon the conditional sale,
is not common. The more important form is the Philadelphia plan
car trust certificate based upon the lease.

UNSECURED BONDS OR BONDS SECURED ONLY BY
THE GENERAL CREDIT OF THE ISSUER

A large number of bonds are backed by no specific collateral
whatever but are based completely on the general credit of the issuer.
These are called debenture bonds (from the Latin debeo, debentis =
owe). All of the bonds issued by the United States government and
almost all those issued by our state and local governments are of
this nature. So-called “revenue bonds” based on the receipts from
some municipally owned public utility have some characteristics of
secured bonds. Nearly all foreign government bonds are debentures,
though some countries have issued bonds backed by a specific source
of government income, such as the customs receipts, or by the reve-
nues from a fiscal monopoly, suchk as matches.

Protective provisions for debenture bonds. Among private business
corporations debenture bonds are not as numerous as bonds based
on security of some sort, but they are fairly common. Sometimes the
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borrowing company’s business is of such a nature that it has no
suitable real property to pledge. Sometimes the credit of a company
may be so bad or its assets may already be so fully pledged that it
has no available security with which to back a new bond issue.
Chances are such a company cannot borrow at all, but if it does, it
will probably have to do so through the sale of debenture bonds at a
very low price, that is at a very high cost or yield. On the other
hand, some companies possess such a high credit standing that they
can borrow additional money at a very low cost without pledging
any specific property at all, though they have plenty of it available.
It is sometimes said that the issuance of a debenture bond by a pri-
vate corporation is an admission of weakness or a sign of strength.

Holders of even strong debenture bonds may often find themselves
in a hazardous position. The management is often tempted to place
a mortgage, if none already exists, ahead of the debenture bonds or
to add to the quantity of mortgage bonds already outstanding. The
corporation might even want to issue additional debenture bonds.
To prevent the management from exploiting the debenture holders,
the contract often includes so-called “protective provisions,” the most
frequent of which provides that, if the corporation subsequently
issues a mortgage bond, the debenture holders must be secured rat-
ably with the new mortgage. This is another way of saying that the
debenture bonds would then also become mortgage bonds. A fairly
common restriction provides, in effect, that if additional bonds are
issued, whether prior to or in the same class as the debentures, the
total interest bill, including that on the proposed issue, must be
covered by at least, say, twice the amcunt of available income. An-
other provides that the total bonds, including those proposed, must
not exceed one third of the value of the fixed assets of the company.
There may also be special restrictions on the payments of dividends
on the stock. ’ )

THE AFTER-ACQUIRED PROPERTY CLAUSE AND THE CALL FEATURE

A mortgage is generally based on the real property of the cor-
poration. What happens if the debtor or mortgagor acquires addi-
tional real estate after the mortgage has been placed? Does the old
mortgage cover this after-acquired property?

Many mortgage agreements do contain an “after-acquired prop-
erty clause.” According to this provision, the mortgage is to cover
not only the asset designated in the contract but it is automatically
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to include any property subsequently acquired, particularly real
estate, franchises, and leases. This clause is inserted for the direct,
primary benefit of the investor. If it permits the issuing corpora-
tion to sell its bonds at a higher price (or lower cost or yield)
than would be possible in the absence of such provision, the com-
pany will also benefit, at least for the time being.*

The after-acquired property clause may be a boomerang both
to the investor and to the corporation. It may seriously hinder fur-
ther financing by the corporation, particularly if the mortgage is
closed-end. Under a closed-end mortgage, after the company has
disposed of the bond issue currently authorized, it is prohibited
from issuing any further bonds having the same lien or mortgage
clatm. Since the holders of the outstanding closed-end bonds would
not normally permit the corporation to issue new bonds with a prior
lien, and since the closed-end provision excludes the authorization
of additional bonds having the same lien, and since the after-acquired
clause automatically brings any newly acquired real estate under
the existing mortgage, it follows that the combination of the after-
acquired property clause and the closed-end mortgage would consti-
tute a deadly strait jacket upon further financing by even a healthy
and prosperous corporation.

The immediate answer to this may seem to be: do not insert the
after-acquired property clause in the contract. But the problem is
not as simple as that. Many corporate mortgages already in existence
do contain this provision. The closed-end mortgage is also in fairly
wide use. Faced by such a situation, corporations have devised sev-
eral ways of avoiding or evading these provisions. These methods
may be classified under two heads: (1) the direct and forthright
methods; (2) the indirect or subterfuge methods. We will consider
the indirect methods first.

* The common law at first frowned upon the after-acquired property clause.
When the debtor or mortgagor inserts the after-acquired clause, he in effect
promises to execute additional defeasible conveyances whenever he acquires
new property. But there is only onc agrcement, namely the conveyance at the
time of the signing of the mortgage. If there is only one conveyance, how can
there be several conveyances? Furthermore, how can a man dispose of some-
thing which he does not own or which may not even be in existence?

One answer to this riddle is furnished by the principle or maxim of equity
to the effect that “that which ought to be done is done.” Thus, when the
mortgagor becomes the owner of new real property, he is considered to be
under a duty to transfer it to the mortgagee. Equity will then consider this as
being done because it ought to be done. See David Cohen and Albert Gerber,
“The After-acquired Property Clause,” University of Pennsylvania Law Re-
view, Vol. 87 (April 1939), pp. 636-38.
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Indirect methods. First, there is the purchase-money mortgage.
This involves placing a mortgage on the property before it is ac-
quired or during the process of purchase. If Corporation X wishes to
buy a $25,000 piece of land, it might settle for it by paying $10,000
cash and by giving a mortgage to the seller for $15,000 as security
for the payment of the unpaid balance. Thus the land when acquired
already has a mortgage on it. Really the company buys only the
equity over and abcve the mortgage. The after-acquired property
clause in the company’s original mortgage, of course, will immedi-
ately fasten onto this equity in the new property. The purchase-
money" mortgage is a very common device.

Then, there is the use of the subsidiary. A corporation whose
financial style is cramped by the after-acquired property clause in
its bond contract may organize a subsidiary company to purchase
new property. This subsidiary can then place a separate and inde-
pendent mortgage on such assets. The corporation which organized
the new company becomes the owner of its stock. This stock is not
real estate and, therefore, cannot be brought under the usual after-
acquired property clause. This device is fairly common. It is gen-
erally considered to be a legitimate use of the concept of the cor-
porate entity.

Still another device is the merger. A debtor corporation bound
by the after-acquired property clause may merge with or into an-
other company by an appropriate vote of the stockholders, which
act in effect forms a new corporation. The old company loses its
separate entity and existence. This method can be used only through
a careful heeding of the requirements :s found in the consolidation
statutes. The resulting corporation may now purchase additional
property without its being considcred as acquired by the old cor-
poration. Thus, any additional land obtained by the. new company
cannot be regarded as coniing under the provisions of the old mort-
gage. The old mortgage iollows its pledged real property into the
new company. The new corporation naturally assumes the old
mortgage.

Still another method is the Jease. A company leases a building
or other piece of property from its owner, paying enough in pe-
riodic installments to cover ‘he rental and the appropriate part of
the purchase price over a number of years. When such schedule of
payments has been completed, the title to the building, probably
by now greatly depreciated, will pass to the company and will be-
come subject to the after-acquired property clause of any mortgage
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outstanding. The equipment trust certificate, which we have already
discussed, is generally based on a lease. Though the desire to evade
the after-acquired property clause is probably at times the purpose
of the Philadelphia plan, there are other stronger reasons for its use.

Forthright methods. The two best-known devices under this head-
ing are reliance upon short-term bonds and the use of the call pro-
vision. Bonds may be given such a short term as to cause them to
fall due before there is need for other financing or before substantial
amounts of real property will be acquired. This method has several
obvious disadvantages. Even the best forecasters may be unable to
plan accurately for the future. Funds may be needed for such a
comparatively long time that short-term arrangements may not
adequately serve the corporate purpose. A company issuing short-
term bonds may have to pay them off when it should use its funds
to acquire extra plant or add to its current assetz rather than to
cancel obligations. ‘The borrowing of funds anew at that time may
be expensive.

Wise corporate managements will include the call privilege in the
bond contract. By the call feature is meant the right of the debtor
to pay off the bonds before maturity under certain conditions at a
stipulated price. The call privilege can be exercised only on an ade-
quate pre-arranged notice, often thirty or sixty days. The bonds to
be called are selected by a lottery or drawing unless the coinpany
decides to redeem the entire issue at one single time. The most
frequent call prices are 105 and 110, though the call price may
be at par (or conceivably below par) or (rarely) even as high as
120 or above. The figure 105 is often used because it permits the
investor who has his money thrown back at him to wait a year or
so to place his funds advantageously elsewhere without loss of inter-
est. The amount above 100 may be said to constitute a sort of
“dismissal wage.” The call price may be on a sliding scale from a
higher figure, say 110, at the beginning of the term, to a par or a
point very close to it as the maturity date draws near.

The call method involves some of the same disadvantages as does
the use of short-term bonds. Since the company may feel the de-
sire or need to call before the funds originally borrowed have been
fully utilized, it may not have adequate funds for the purpose.
Furthermore, if the desire is to release the company fully from the
tyranny of the after-acquired property clause, it will be necessary
to call the entire issue.
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The short-term bond method and the call feature have another
weakness in common. The company must have begun operations
with the short-term bonds or it must have included the call feature
in its bond contract. If there is no provision for the calling of long-
term bonds, the company may be forced to use one of the indirect
or subterfuge methods. Theoretically the company might be able
to buy up the entire issue on the market, but the knowledge that
the company was taking this step in the case of noncallable bonds
would certainly drive their price to prohibitive levels.*

Reasons for insertion of call feature. It is important here to analyze
the important reasons for the insertion of the call feature in both
bond and preferred-stock contracts. These reasons are:

1. To permit the company to get rid of a security contract con-
taining provisions that may some day limit the freedom of the com-
pany in its financial policies. The elimination of a mortgage bond
protected by the after-acquired property clause, which we have
just discussed, is an illustration of this purpose of the call feature.

2. To permit the company later to simplify its capital structure.t
Many corporations have done their financing piecemeal over a pe-
riod of time in a haphazard manner. Their capital structures, re-
sulting from original financing, as well as from mergers and com-
binations, may have ‘“just grown.” A corporation developing through
various steps or processes of growth might have eight or ten or, in
the case of many railroads and public utilities, even twelve or
fifteen different kinds of securities outstanding.} The call feature
would permit the company to substitute perhaps as few as two or
three securities for a heterogeneous gr-up of siocks and bonds with

* It is possible virtually to “cail the uncallable” by the use of the merger
device. A Pennsylvania law, for example, provides that if the required majority
of the stockholders vote to have their corporation merge with another, any dis-
senters will be limited to the appraised cash value of their stock. This opens
the way for a change in the rights and characteristics of the securities of the
merged company. See Business Week, Nov. 23, 1946, p. 86, for the proposal
in this way to change the dividend rate on the noncallable participating pre-
ferred stock of the Westinghouse Electric Corporation from 7 percent to 3.5
percent.

t The term “capital structure” refers to the proportion of the long-time
funds raised by a corporation by means of bonds compared with those raised
by means of stocks. For a further discussion and analysis of the capital struc-
ture of corporations, see Chapter 9.

1 These are normal and commonplace illustrations. Getting into the unusual,
we note that the Missouri Pacific Railroad had seventy-two different classes
of securities outstanding as it en:ered its reorganization. See E. M. 