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INVESTMENT AND SPECULATION
CHAPTER I

NATURE OF INVESTMENT AND SPECULATION

Investment and speculation are closely associated with
each other and with the well-being of trade. They are
the propelling forces governing the money market, which
in turn is the vital life-blood of business.

Every head of a corporation, every business man who
holds a responsible position and upon whose judgment
the success of an enterprise largely depends, should pro-
vide himself with a general knowledge of the problem of
investment and speculation.

Many a merchant and many a manufacturer who has
mastered the problem of investment and speculation has
been able to put his knowledge to great financial advan-
tage. Through his ability to foresee a drain upon the
money market and its consequent effect mpon interest
rates, he can provide for all his banking accommodations
long before interest rates have hardened. He has been
able, by anticipating a depression in trade, to curtail
expenditures and guard his credit accounts from weak-
ness. Such a knowledge prevents him from being caught
off his gnard by a sudden dropping-off in business. And,
vice versa, he is in a position to detect a revival in trade
by the same barometer, the money market.

As it is also true that business, whatever may be its
nature, is a calling devoted solely to the making of profits,

1



2 Investment and Speculation

some time or other surplus funds are accumulated which
are intended for investment. The intelligent and safe
investment of such idle funds requires a general knowl-
edge of investment and speculation. Fortified with such
knowledge, the owner of surplus funds guards himself
from serious errors. It shows him the importance of
being guided by actual facts and not by the hearsay
advice of others. It can harm no one to know how to
differentiate between investment and speculation; it can
only benefit him. '

DErINITIONS

Defining the difference between investment and specu-
lation is not easy, as there are no hard and fast rules to
distinguish them. The ,dictionaries commonly define
investment as follows: ‘‘To lay out capital in the pur-
chase of property for permanent use as opposed to
speculation.”” And then they say that speculation is ‘‘to
make a purchase or investment that involves risk in the
hope of probable gain,’’ ‘‘a more or less risky investment
of money in expectation of considerable gain.’’

It is plain that in each case the word means the employ-
ment of capital for gain. Broadly speaking, there is no
distinction between the two methods of laying out capital
beyond that made in the public mind by the measure of
risk involved. Now experience shows that the measure
of risk in any given case may vary from day to day, so
that what seemed free from all danger yesterday may
present all the elements of hazard tomorrow.

IrLUSTBRATED BY (ROVERNMENT BoNDS

This may appear rather a strange statement, but a
simple example will easily establish it. There is no safer
investment in the mind of the public than a government
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bond, but suppose a government conquered and its pos-
gessions invaded by the forces of a foreign foe; what
is the natural outcome of such a disaster? The securities
issued by the stricken nation rapidly decline in value,
through the general uncertainty as to how the invaders
will deal with the nation’s creditors. They can, if they
so desire, wipe the slate clean of all debts, or they can
compromise, or they can pay in full. As long as it is not
known what the outcome will be, the quotations of all
the nation’s obligations fluctuate violently. As securi-
ties, in regard to the safety of the funds invested in them,
they cannot properly be classified as investments.

Of course such a turn of affairs with us is an unlikely
contingency. I mention it as a remote possibility, merely
to emphasize my statement that there are really no
immutable rules that will make an investment always an
investment. Unforeseen events will often transform an
investment into a speculation or change what at one time
appeared a risky speculation into a very desirable invest-
ment, '

It was not very long ago, measured in years, that our
government bonds were looked upon by foreign investors
more or Jess as a speculation. This was during the dark
days of our Civil War, when Gladstone, the British Pre-
mier, seemed to speak the truth when he declared that a
new nation was born by the secession of the southern
states from the United States of America. The bonds

“then issued by our government to raise money to carry
on the war were viewed with suspicion in England. Only
the German and French investors took kindly to our
securities and then only when they were obtainable at
bargain-counter terms.

Nor does a clash in arms between nations alone tend to

have a serious effect upon their securities. It sometimes
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happens that economic influences depress their values to
such a degree as to make them a poor investment for
those who placed their money in them when they were
regarded as gilt-edged securities and were bringing high
prices. This is what has happened with British consols,
the government obligations of the English nation. They
have steadily declined in price until under the normal
conditions prevailing before the great European war
they were selling as low as seventy. I shall not enter
here into a discussion of the causes responsible for this
striking decline in one of the premier securities of the
entire world. I cite it only as another illustration in
support of my contention that the dividing line between
investment and speculation is very elastiec.

What may be good today may be worth much less
tomorrow or may be even worthless.

TLLUSTRATED BY MORTGAGES

A mortgage upon a building or a parcel of land may be
at the time a very desirable investment, but an upheaval
of nature’s forces may occur on the spot where the
pledged land is located and destroy all the value in less
time than it takes to write this paragraph. Did this not
happen in Pompeii? Can it not happen again? The
ashes of Vesuvius in a few hours swept into total destruec-
tion all the capital permanently laid out in homes and
in other structures of the doomed city. Only a few years
ago an earthquake attacked Messina and, while the city
. was not completely destroyed, the catastrophe did irre-
trievable harm to capital permanently invested in
property. And that capital, in the light of subsequent
events, could not be properly classified as being invested,
since it was at all times subjected to extraordinary risks
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—risks such as are grouped under the term ‘‘specula-
tion.”’ | '

Men make values, but they merely assist in making
conditions. As long as values are thus made, uncer-
tainty, naturally, will surround them. If the human race
preferred stones as money, gold would immediately:
- decrease in value, its only uses being in the industrial
arts. Gold is valuable because it is accepted as a com-
mon and standard medium of exchange. Anyone will
take it in return for some commodity or article he wishes
to sell. It is the distinction mankind makes between the
degrees of security which defines the division between
investment and speculation.

It is popularly supposed that a bond or a mortgage is.
an investment because some physical property is pledged
to secure it. However, this is not always the case.
The property securing a bond may be as valuable as it is
represented to be for the purposes for which it is pledged,
but, should it be employed for other uses, it might not
realize anything like the sum represented by the bond.
So also with a mortgage.

There are bridges on some of our principal railroad
systems that were built with the money raised from the
sale of bonds. As long as the railroads use these bridges
and pay rental for their use, these bridge bonds are
desirable investments, but should the railroads abandon
them, whence would the interest for the bonds come?
The property, as old iron and steel, would never realize
the capital invested in it. So with a mortgage on a
water-power plant: if the water supply should be
exhausted there would be no need for the power plant
and its machinery, and the essential security which had
made the mortgage a good investment would pass with
the passing of the water.
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Tae ELEMENT oF Risk

Investment of money is, therefore, wholly a problem
of human judgment, so far as safeguarding it against
extreme risks is concerned. It is taken for granted from
the very beginning that speculation involves taking large
chances for extraordinary gains. Speculation consists
in forecasting changes of value, and buying or selling in
order to take advantage of them. It may be wholly legit-
imate, or pure gambling, or something partaking of the
qualities of both. Mr. Pratt,in The Work of Wall Street,
says: ‘‘Speculation is an investment of money in which
large risk is taken in expectation of great gain.’’ I have
already tried to show that there is an element of risk in
most investments. In Mr. Pratt’s definition the emphasis
is laid on the largeness of the risk, which alone distin-
guishes a speculation from an investment.

TEST QUESTIONS

1. Why is a knowledge of investment and speculation of great
value to the business man ¢

2. What is the distinction between investment and specu-
lation?

3. What conditions cause the amount of risk to vary in dif-
ferent securities?

4. Show what factors will cause government bonds to flue-
tuate in value.

5. How may a mortgage become a speculation ?

6. Why is physical property by itself not an adequate pledge
behind a bond? Illustrate.

7. According to Mr. Pratt, what is the determining factor
that distinguishes an investment from a speculation



CHAPTER IT

THE INTELLIGENT‘ EMPLOYMENT OF CAPITAL

AscertaiNasLE Risks

Under the circumstances it is best to eliminate from
consideration all hazards to investments caused by the
caprices of unforeseen forces and conditions which
human judgment and foresight are powerless to control.
"Their interference with the intelligent employment of
capital is similar to their effect on the duration of human
life. It is as possible for a parent to feel certain before-
hand that his new-born offspring will reach the scriptural
age of three score and ten as it is for an investor, no
matter how careful he is in his selection, positively to
assume the safety of the capital he has laid out in a given
security. ,

However, we do know, in determining the length of
human life, the average age reached when the simple
rules of health are carefully followed and when no fatal-
ity, whether accident or disease, intervenes to cut it short.

So it is with investments. By observing ordinary
precautions they can be safeguarded against every contin-
gency except unknown eventualities.

DistriBuTION OF Risks

Large investors even go so far as to protect themselves
against unexpected surprises. They diversify their
7
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investments; that is, they distribute their capital among
different securities.

The life insurance business is based on a principle
‘somewhat similar. Instead of selecting their risks, life
insurance actnaries have successfully worked out a
standard mortality table which is wonderfully accurate
in determining the average death rate. By means of
this mortality table life insurance companies can tell
almost to the exact figure, the number of people out of
every thousand who will die each year.

Underlying their mortality table is one broad law,
which is that each person, before being insured, must be
physically free from all traces of disease which can
terminate fatally. This is simply the law of averages.
Although not recognized very many years, not over
seventy-five years at the most, this law has more than
justified itself as a reliable measure of safety, and the
proof is the enormous assets which the life insurance
companies have accumulated. Collectively, their assets
mount up into the billions of dollars. They represent the
funds that are the bulwarks of protection for outstanding
policies representing between ten and fifteen times as
much. Fire, marine, and other types of insurance are
operated in a similar manner. All their premiums are
based on different average tables.

The same principle is now applied, more or less, to
investments; that is, our large banks and institutions,
with millions in capital at their command, divide their
investments among different classes of securities as an
ins\urance against all risk. In this way, financial loss
resulting from an unforeseen hazard is so distributed as
to cause very little harm, and risk is reduced to a
minimum.
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Laws based on the theory of averages have been
enacted by various states for the protection of savings
bank depositors. These laws govern the character of
investments in which savings banks are permitted to
place their funds. Some states demand of a railroad,
before its bonds are acceptable as an investment for sav-
ings bank deposits, that it shall have paid dividends on
all its outstanding stock uninterruptedly for a certain
term of years; others require that only first mortgages
on real estate shall be considered desirable and safe
investments, and then only up to a certain amount of the
property’s appraised value. Loans to depositors are
also limited. In some states, loans are restricted to not
more than 10 per cent of g bank’s capital to any one
customer of the bank. As a protection against inflation,
other states have empowered commissions to supervise
the issuance of new securities by corporations. Even
cities, towns, and counties are now forced by statutes to
keep their bonded obligations within a certain percentage
* of the assessed value of their taxable property. All these
precautionary measures are adopted for the protection
of investors and as a check against reckless banking. It
must be remembered that bankers must invest their
deposits and make loans to pay interest to depositors.

You will often read in the desecriptive circular regard-
ing a bond that it is a legal investment for banks in
certain states. This means that the corporation issuing
the bond has strictly complied with the laws of these
states. ‘

The fulfillment of the requirements of some of the
states before a bond becomes a legal investment for their
chartered banks is regarded by investors as the hallmark
of a high-class security, just as the ‘‘sterling’’ mark on
silverware is accepted as a sign of its purity. :
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DiversiTy oF INVESTMENTS

The foregomg d1scuss1on suggests a practical applica-
tion of the principle of diversity of investments to the
needs of the individual investor. As a general rule, con-
servative investment demands: the introduction of the
element of diversity. This is true whether the fund is
large or small. Investments should be diversified in
order to secure safety of principal and income; to get
the greatest income compatible with safety; to secure
the greatest degree of marketability; and to insure the
greatest chance of price appreciation. However good
one particular security may be, it cannot satisfy all the
legitimate needs of a safe investment.

Intelligent investment demands that it be split up not
only into different kinds of securities of the same general
type, but into securities of different types. Five thou-
sand dollars invested in first mortgage bonds of five
different railway systems may not introduce any real
element of diversity into the investment. They are all
issues of identically the same type and as investment
propositions are likely to respond in the same general
way to economic and business conditions. To secure
diversity it is desirable to invest, for example, in such a
variety of securities as first-class railroad bonds, sea-
soned public utility bonds, and high-grade industrial
bonds. Then if the investor wishes to take a little risk,
he may try some reliable preferred or common stock.

A person’s own immediate and probable financial
demands must be considered in making these invest-
ments. If he is likely to be in immediate need of cash, he
should invest chiefly in securities that possess a quiek
market. If on the other hand no immediate needs are
in sight, he may choose securities less marketable but
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bearing a higher rate of income. One investment factor
must be weighed and balanced against another in deter-
mining the suitability of an investment for a particular
person. '

In diversifying an investment, it is important for some
people to choose securities on which the interest is pay-
able at different periods of the year. To the well-to-do
man it does not make much difference whether his income
comes to him in a lump sum or not; but to a great number
of investors, it is preferable to scatter as nearly as
possible on a monthly basis. This fact is easily accom-
plished by diversifying investments in such securities
as pay their interest at different times of the year.

DEGREE oF SAFETY

It is simply impossible to estimate accurately what the
per cent of losses has been on investments which have
proved disastrous. Nevertheless it may be taken for
granted that when laid side by side with the enormous
volume of capital which has been invested in securities
in this country, it comes to but an infinitesimal part of
the whole. Asg the country grows more settled, the per
cent of loss will gradually lessen. Such is the charac-
teristic of every nation as it grows older. Take England,
for example; also France and Holland; Germany and
Austria, only in a less degree. The resources of each of
these nations have been so scraped over by capital in its
search for opportunities of profitable employment that
they no longer offer the investment possibilities they once
did. As a result, the majority of their government and
municipal obligations, their railroad-securities and their
land and real estate mortgages, command, during normal
periods, in their leading financial market places, a pre-
mium which reduces the average income they yield to
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about 4 per cent per annum. There is always such a
large demand for these securities that they are scarce.
Ultra-conservative investors prefer them and are willing
to forego a part of the income which is obtainable from
securities of lesser safety.

SuppLy aAND DEMAND

Here we may explain briefly a fundamental law gov-
erning investments as well as speculations. I refer to
the economic law of supply and demand, which is as
immutable in influencing the prices of securities as it is
in deciding the price of all our leading commodities.
Artificial manipulation may stay the operation of this
law, but only temporarily; sooner or later it will express
itself. The panic of 1907 is a good illustration of the
immutability of this law of economics. Security prices
had been held up by sheer force for a year previous,
against the lessening available supply of capital, only to
break at last through the insecure support when all arti-
ficial means had exhausted themselves.

It is a natural sequence for investments to rise in price
when the demand for them outruns the available supply
and to decline when the demand is small and investments
glut the market. It is this rising and falling in demand
and supply which causes the fluctuation in prices, not
only in securities, but in wheat, cotton, hay, barley, oats,
and even in the precious metals. Even gold, the accepted
standard for coinage among all the principal nations, is
subject to the operations of this law. Some of our fore-
most economists contend that gold in recent years has
been mined in such large quantities as to cause the higher
cost of living and correspondingly to reduce investors’
income.

You will think this a strange theory, but the contention
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is logical. The more gold there is, the greater is a peo-
ple’s purchasing power, and as it increases, the demand
forces prices up. On the other hand, the income on a
secured investment is fixed. A bond or a mortgage may
have been purchased some years ago at a price to yield an
income of 4 per cent annually, or $40 on each thousand
dollars. At the time of the purchase the income may
have been attractive. At that time a suit of clothes may
have cost only $30, a hat $3, and a pair of shoes, $4.
Five years later the same suit of clothes may cost $35,
the hat $3.50, and the shoes $5, but the investor holding a
4 per cent bond or a 5 per cent first mortgage derives no
greater income, although his purchasing power is consid-
erably reduced.

The peculiar conditions in England, France, and Hol-
land heretofore mentioned are recalled for no other
reason than to show that the United States is assuming
somewhat the same characteristic. The investors of
these countries, for lack of opportunities at home, pour
millions of their capital every year into the development
of the resources of their colonies and of other countries.
While our country is far from exhausting its almost
unlimited resources, it has been apparent for some years
to keen observers that the wealth of our people is repro-
ducing itself at such a rapid pace as to supply far more
fresh capital than is needed at home, so that every year
finds us with a great deal of money to spare for invest-
ment in other countries. We are taking our place beside
England and France as a free and generous lender of

_capital to smaller but growing nations.

Only since the close of the Spanish War has the United
States participated with the much older nations in lend-
ing money to Japan, China, Mexico, and the South
American republics. In less than fifty years—one might
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almost say in twenty years—this country has attained
that position of .afluence which prompts the reference to
us as the land of a thousand millionaires.

The latest and most striking evidence of the growing
power of the United States in international finance has
been disclosed during the European war. Chiefly on ac-
count of the large trade balance in its favor, the lessened
demand for money in its own industries as a result of the
stagnation in business upon the outbreak of the war,
and the beneficial effects of the Federal Reserve system,
surplus funds piled up to undreamed of proportions. Not
only was she able to refinance her own maturities during
this period and buy back many million dollars’ worth of
securities, which were returned from abroad, but she was
able also to extend large loans and credits to both the
peaceful and belligerent nations of the world.

Beneath this phenomenal growth in wealth must be the

intelligent employment of capital. What does this mean
" but the making of shrewd investments? Were this not
a fact, we could hardly have financed the Civil and Span-
ish American wars, built over 300,000 miles of railroad
and twice as many miles of local traction and interurban
lines, vast public improvements, splendid harbors, and
gas and electric light plants; opened up mines of coal,
silver, copper, and gold; built immense refineries and
smelting plants; and reared all about us industries which
are simply gigantic in the wealth they control and the
amount of labor they employ.

If George Washington were to come back to life, he
would be lost in amazement at the changes wrought in
this country, although little more than a hundred years
has passed since he was laid to rest at Mt. Vernon. It
would seem to him as if some wizard had visited the land
and wrought this remarkable change. Yet this wizard
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has been none other than capital—money profitably
invested. Have we not here a concrete example of the
uniform success of intelligent investment? Does it not
plainly indicate that where prudence is exercised in the
diversification of investments there need be little fear as
to the safety of the capital employed?

TEST QUESTIONS

1. What sort of risks are unpredictable in business affairs?
2. By what means are risks distributed in investment?
3. How do savings banks use the law of averages of risk in
the management of their affairs?
4. What is meant by a bond being a legal investment for sav-
ings banks?
5. How may an individual investor apply the principle of
diversity of investments?
6. What are some of the principles to be observed in diversity
of investments?
7. What factors determine the degree of safety of bonds?
8. What effect does the degree of safety have upon interest
rates?
9. How does the law of supply and demand operate in the
security market?
10. What effect does the production of gold have upon security
prices?
11. What are some of the evidences of the growing financial
power of the United States?
12. What does all this indicate with reference to American
business ability ?

/



CHAPTER II1

FARM LOANS AND MORTGAGES

Loaxs oN Farm Lanps

Loans on farm lands were no doubt the earliest form
of investment, since the first and principal occupation of
civilization was agriculture. Originally such loans were
made in a most primitive way. When the human race
was young and acquiring its first taste of civilization, it -
was the practice of a landowner who prospered above
his neighbor from the bounty of Mother Earth to make
loans of seed or live stock on consideration that he
receive in return a certain portion of the borrower’s next
season’s harvest or a certain number of the offspring of
the live stock loaned.

As civilization made progress, it was found far more
convenient to settle for all obligations by the payment of
gold and silver; but in those early and primitive days,
when the commercial relations between men and races
were carried on crudely, lenders of capital were satisfied
to accept the pledges of borrowers as men of honor who
agreed to pay their loans on a stipulated day, or forfeit
their land, cattle, implements, or whatever they pledged
. to secure them.

Farm Morraaces

Out of such transactions grew the modern indenture.
By this is meant the mortgage or contract which today
16
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O“M;ally binds the borrower to reimburse the lender for a

in with a stipulated rate of interest and empowers the
"""""""""""" "der of the mortgage to proceed by law, through fore-
wte datedysyre proceedings, to take possession of the pledged
L OPErty and dispose of it in order to protect himself
.against any loss of capital and interest.

The phrasing of mortgages has undergone consider-
able change. There was a time when the holder of a
duein-—ortgage could take possession of property upon default -
which interf payment and keep it all. Now the law goes so far as
................ to protect the borrower in maintaining his full rights in
what equities may exist over a' loan. That is to say,
every dollar realized above the face of a loan, the accrued

" interest, and all costs involved by what legal proceedings
my  gre necessary to enforce payment, reverts to the borrower.
at.  The mortgage today is a legal instrument devised to
s protect lenders of capital to the extent of their loans,

interest due, and all costs, but no further. It does not
give them any unfair advantages over distressed debtors.
The form of a typical mortgage is shown in Figure 1.
Not only are loans on agricultural lands the oldest of
which we have any record, but they have also proved the
most satisfactory. Of the world’s available capital a
very large, if not the largest, portion is either invested
outright or loaned out in farm land and other real estate.
‘What makes loans so satisfactory when placed on the
individual’s home or farm is the fact that a man will
go to extreme lengths and exhaust all his available
resources to satisfy a mortgage and eontinue the prompt
payment of interest as it falls due, rather than lose the
place he calls his home. Next to the immediate members
of his family, his home is dearest to him. This is why
such loans are regarded as having, in‘addition to the
physical assets pledged as securities, a moral asset—the
pride of the individual in keeping a roof over his family.

payable
for the pr,
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Baxk Loans

Our small interior banks and insurance companies are
by far the largest lenders of capital on farm mortgages.
The private investor also furnishes large sums in the
aggregate. That this should be the case is largely the
outcome of a community of interest. Banks and private
bankers in the small towns and villages which are the
hubs for farming sections, must depend principally upon
the tillers of the soil for their business. The deposits of
the latter they in turn lend out to their customers on
the only collateral the farmers can offer, their land, live
stock, or crops.

These bankers also, knowing more intimately the value
of the farm lands by which they are surrounded, feel a
great deal safer about their loans when they are put out
on such collateral. Yet their aggregate resources, and
they are by no means small, have often proved insuffi-
cient to finance all the farm loans sought.

In the North, South, East, and West, everywhere in
fact where there is a prosperous farming community,
there are brokers who do nothing but make loans on farm
mortgages, which in turn they sell to institutions and
investors, for whom they act as agents for the collec-
tion of interest and principal when the mortgages mature.
The banks frequently find it to their pecuniary advantage
to let outside investors have part of their farm mort-
gages, for the oftener they are able to turn over their
loanable funds, the more money they can make.

Insurance Company Loans

The large insurance companies, on the other hand, are
impelled by two reasons in diverting part of their large
resources to farm loans: (1) It is necessary to diversify
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their investments; (2) the legal rate of interest in dif-
ferent states varies to such an extent that it affords them
the opportunity to increase their income yield on all their
outstanding investments.

RATE oF INTEREST

For example, the legal rate of interest which may be
-charged by lenders of money in Illinois is 6 per cent,
but in Georgia it is 8 per cent, while in some of the far
western states as high as 12 per cent can be demanded.
This difference in the rate of interest which borrowers
must pay is not brought about, as might be supposed,
by any variation in the degree of safety in the collateral
they furnish, but is determined by the abundance or
scarcity of available capital, Such states as New York,
Illinois, Indiana, and Massachusetts are more fortunate
in the abundance of capital than less favored states and
this is what makes it possible to borrow at a smaller rate
of interest than in the less populous states. In fact in
these more settled communities, capital, in its eager hunt
for desirable loans, comes into such keen competition as
to offer itself at less than the interest which the state
has fixed upon as legal. Thus it happens that in Massa-
chusetts, Illinois, and other eastern and central states,
the owners of fertile and productive farms can, without
difficulty, obtain loans on a 5 per cent basis.

Although Georgia may have lands whose output of
cotton and other crops indigenous to her soil will bring
as much profit as the wheat and maize of the loamy,
black belt of Central Illinois, its wealth is not sufficient
to finance all the needs of its people and it must provide
a legal interest rate attractive enough to draw to it cap-
ital which is beyond its borders. It is an axiom that the
less populated a state, the smaller its resources and
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the more are its people dependent upon capital from the
outside, for, after all, money is but a commodity to be
bargained for and lets itself out at the best price
obtainable. '

Maximum Loans ox Lanp

In different states the rules vary as to the extent to
which loans may be made on farm property. In some
places where farm lands, because of their productivity,
are in eager demand, money may be borrowed on them
up to 60 and even 70 per cent of their appraised market
value, whereas in states where the farms are still com-
paratively new and the lands are not as readily saleable
in the event that they must be sold to satisfy the loan,
their borrowing capacity is restricted to a much lower
percentage. It is the demand for the land which
determines the equities insisted upon before a loan is
obtainable, and not so much the fertility and productive-
ness of the land itself. It is true of the interest that is
exacted from borrowers. :

MorTcaceE axpD Boxp Houses

The history of this form of investment would not
be complete without a brief mention of an interesting
development in the placing of farm mortgages. I have
in mind the large business that is done in farm mortgages
today among the class of smaller investors, who, while
not in a position to purchase such securities outright, are
still favored with an opportunity to place their capital
in them.

" From the demand of the smaller investors for farm
mortgages as their ideal type of security, large com-
" panies have come into existence which sell notes of their
own, secured by farm mortgages. The capital they



Farm Loans and Mortgages 21

obtain from the sale of their obligations they place out
in farm mortgages, which mortgages are, in turn, depos-
ited with some trustee as a security for their pledges
to their clients. These notes are often known as ‘‘deben-
ture bonds.”” Sometimes they are otherwise designated;
for example, a large western concern calls its notes
‘‘land grants,’’ although they are in the usual form and
are sold in as small a denomination as $100. These insti-
tutions have made their notes so attractive to small
investors that it is possible to sell them on easy pay-
ments.

Tae INFLUENCE OoF LoaNs oN Moxey

At times the borrowing requirements of our farmers
play a very important part in our economic life. They
must move their crops, and only money will do this.
Thus it happens that around harvest time the interior
banks find it necessary and profitable to advance money
to farmers on their notes, secured by the crops, until
they can send the produce to the central markets.

It has often happened that these loans have been pre-
cursors of a tight money market at a time when the
available capital of the country has been insufficient to
finance both the movements of the harvest and the
expansion of industry. While a tight money market
may be produced by other causes, more often it is super-
induced by this annual crop demand upon the resources
of our banks.

‘When this effect is produced in our financial centers,
it is called a pinch in money. No doubt you have heard
the term. As a business man and accustomed to nego-
tiating loans at your bank, possibly you have personally
felt its effects when your banker informed you that it
was necessary to increase your interest rate until money
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became easier. By advancing interest rates, bankers
aim to keep down loans within their available resources.

An entirely new form of farm loan investments has
come upon the market since the Federal Farm Loan Act
went into operation. The bonds issued under the author!
ity of this Act are issued under strict regulations and
under conditions that insure great safety. The bonds
possess a national market and with their tax-exempt
features make specially attractive investments. The devel-
opment in this form of financing will be of interest to
investors and to the established systems of financing
farm loans. -

TEST QUESTIONS N

1. What was probably the earliest form of investment?
2. Describe briefly the history of farm loans.
3. What are some of the outstanding characteristics of a
- modern mortgage?

4. To what extent are bank loans empluyed in farm mort-
gages? '

5. Why do insurance companies invest heavily in farm
mortgages?

6. What determines the rate of interest on farm mortgages?
How does it compare with other securities?

7. What factors determine the maximum loans that may be
secured on land?

8. Explain the work of mortgage bond houses in placing
farm loans.

9. Show how harvest time affects interest rates on loans.



CHAPTER 1V ' :
CITY REAL ESTATE
City ReaL EstaTE VALUES

It is by no means as simple a matter to select invest-
ments in real estate in large cities as in farm lands.
When once a thorough knowledge of the fertility of
agricultural land and its nearness to a market has been
gained, there is a fair basis for safely determining its
value for the purpose of outright purchase or as col-
lateral for loans. But it is necessary to apply different
methods to city property. Location, the density of popu-
lation, and other factors in each urban community, have
much to do with its value. Under favorable conditions
and environment a parcel of city land may undergo a
phenomenal appreciation. Again, changes may occur
to cause a sharp decline, especially where property has
gone up too rapidly. Real estate booms are not always
the healthiest thing for a community; sometimes they
peter out fast.

The congestion of population in certain localities has
been remarkable, so much so as to result in making
the owners of property fabulously wealthy. That was
because the land, being a stationary quantity, always
located in the same place, had to serve the requirements
of a multitude instead of a few. It stands to reason
that the more the land is required by a population, con-
stantly growing in density, the higher prices it will com-
mand.

23
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We see and we wonder at the prevailing tendency, so
noticeable in gur large cities, to build high up in the air.
But there is really nothing mysterious about it; where
land has become valuable, as happens to be the case in
our many large cities, it has become, from an economical
standpoint, much cheaper to reach up than to spread out
over the ground. ,

Nowhere have we a more striking illustration of this
development than in New York: City, situated as it is on
a small island/, its growth restricted on all sides by water.
Almost all the available property is already occupied.
The city’s area is insufficient, and each year is growing
more so, to provide comfortably for the density of the
population. The natural outcome is that the city has
become a city of skyscrapers, each vying with the other
in a frenzied effort to pierce the clouds. Nor are these
tall structures confined to the business sections; resi-
dential property also has become scarce enough to force
the community to erect row after row of tall apartment
houses, providing homes for hundreds of families as a
measure of relief from the pressing demand for living
quarters. Similar conditions, in a less degree, prevail
in our other large cities.

‘Where land is in such demand, the natural evolution
will be a continuous enhancement in value. To what
astonishing lengths this appreciation can sometimes
reach is illustrated by a sale made a few years ago of a
small piece of property in the financial district of New
York, barely large enough for an ordinary sized dwell-
ing, at a price of $600 a square foot. By erecting on
this property a tall office building the investment was
made to pay. It was not difficult to fill the structure with
tenants willing to pay rents high enough to bring a
satisfactory income on the money put into the building.
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Four hundred years back, the whole island of Man-
hattan could have been purchased for the present price
of one square foot of this property, for the value of the
trinkets Peter Minuet turned over {o the Indians in order
to acquire possession of it, was hardly more than $600.
Yet were this land not serving a dense population and
situated where it could be used only for agricultural pur-
poses, it would be almost worthless, so rocky and barren
is the soil.

The growth of our urban population has opened a field
for the exploitation of capital on a scale, the magnitude
of which is almost inconceivable. It has made it neces-
sary in the purchase of a great deal of such real estate
to depend in a large measure on borrowed capital.
Savings banks especially find it profitable to place a
greater part of their deposits in loans on city property
in the form of first mortgages. But as a safeguard they
confine their loans to improved property already used
for either business or residential purposes and bringing
an income. Laws have been passed restricting the sav-
ings banks to loans of this character, to prevent their
deposits from being tied up in property not producing
any revenue. The idea is that this last-named class of
property is not quickly salable. :

TitLes To REAL ESsTATE

Where the individual investor places his capital in
loans on city real estate, whether he assumes the entire
loan or but part of it, he should exercise the greatest
care in selecting the property which is to serve as his
collateral. The title to the property should be without
a flaw, otherwise a cloud will be upon it, acting as a bar
to its free and quick transfer. Without a clear title no
loan should be n.lade. Again all loans ought to be con-
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fined to a certain proportion of the appraised value of
the property \to provide a sufficient equity to protect
the loan. Real estate values can easily be ascertained,
for many cities keep a careful record, for the purpose of
collecting taxes, of all transfers of property, and these
records are open to inspection.

Even here modern methods have simplified this neces-
sary work of investigation. In every city of importance,
institutions have grown up which make it their business
to search real estate titles, for which service they charge
a nominal fee. Their records are so complete that their
abstracts of title are accepted without question. When
they guarantee their titles, as most of these companies
will, they insure their clients against loss from any flaws.
They have reduced the work of searching titles to such
a degree of accuracy that today few sales or loans are
made without a guarantee of title from them.

MaxiMmoMm Loans

As for the borrowing capacity of real estate, this is
determined largely by its location. It is greater, the
nearer the land is to the center of business and to trans-
portation facilities. More money can be borrowed when
there are improvements in the form of buildings upon
the property, for such real estate is more readily salable
and is more likely to enhance in value as the population
increases. Of all property, outlying and unimproved
suburban real estate is the most unsatisfactory collateral,
as it lacks these essential requirements.

SoURCE OoF CAPITAL

The capital which finds its way into real estate invest-
mentg is drawn from various sources, coming alike from
large financial institutions, from wealthy individual
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investors, and from the humble and thrifty masses.
There is an enormous business transacted in real estate
mortgages. To serve investors who are not able to buy
mortgages outright, large financial institutions have
evolved what is called a first-mortgage real estate bond.
These bonds they guarantee for both the money invested
in them and the interest. This they can well do, for
they first thoroughly appraise the value of the property
on which the bonds are a mortgage, and satisfy‘them-
selves regarding the titles. In New York City there are
several of these concerns which have behind them
resources in excess of a hundred million dollars, and in
no case has there ever been a default in the payment of
principal or interest in the mortgage bonds behind which
stands their guarantee. This merely serves to show
how careful they are with their loans. Their mortgage
bonds are sold at a figure producing an income ranging
between 414 and 5 per cent, as they are a part of a first
mortgage loan and the laws of safety and prudence
require that such loans be confined to desirable property.

Large office buildings, factories, and apartment houses
are being financed more and more with outside capital.
A blanket mortgage or a trust deed is placed on these
structures and divided into bonds of small denomina-
tions. These bonds are then offered investors on an
attractive basis. This class of business is growing -to
large proportions. Conservative bankers find it profit-
able, and the bonds, when issued within proper restric-
tions, are an excellent security for the medium-grade
investor.

No first mortgage real estate bond should be accepted
as such unless it is so stipulated on the face of the bond
and in the indenture of the mortgage. There are secand
and third mortgage real estate bonds, but they are graded
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as more speculative, as they are but a lien on the value
of the equity above the first mortgage. This shows how
much care should be exercised in their selection. While
some of these mortgages may be perfectly sound, in
troublesome financial periods they are not the most
desirable class of securities to hold, especially when they
are a lien on out-of-the-way real estate. /

Unless such mortgages are secured by centrally located
property, with a liberal margin of value above the under-
lying mortgages, banks will hesitate to lend any money
on them, while savings banks are restricted by law in
most states from considering such mortgages at all as
collateral for loans.

Second and third mortgages are largely the creation
of builders. To make it as easy as possible for buyers
of homes to pay off their obligations, they undertake to
carry a second mortgage payable in a year or more. It -
is in this way that builders principally finance them-
selves.

To show how undesirable are such mortgages, I know
of an instance where a woman in the panic of 1907 was
compelled to pay a bonus of $100 to renew a second mort-
gage of $1,000 on a substantial home in Brooklyn. Her
interest for one year, including this bonus, came to 16
per cent. This is fairly indicative of the element of risk
that capital considers it assumes on such obligations.

Rear Estate DeEBENTURE BoNDS

There have also developed, as a result of the large
operations in real estate, corporations offering investors
somewhat more inviting inducements for the use of their
capital in extending their operations in real estate. A
number of these companies have been very successful,
and their securities are favorably received in conserva-
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tive financial circles. Their securities are kmown as
debenture bonds. They are.not first mortgage bonds,
but merely notes of these corporations and of course, to
make them attractive, they are placed on a 6 per cent
income basis.

Some of the younger real estate and holding corpora-
tions fix the interest on their debenture bonds at a still
more attractive figure, but it is well for the investor to
remember that his risk increases in proportion to the
interest that is paid on his money. In normal times it
is not difficult, in a large city, to raise money on real
estate at from 5 to 6 per cent, even when it is located in
the outlying sections, and any higher rate should be
carefully scrutinized.

As real estate debenture bonds have no other security
behind them than the credit of the corporations issuing
them, it is advisable to inspect carefully their financial
condition. The conservatively managed companies are
aware of the need of inspiring confidence in their obli-
gations if they are to find a ready market for them, and
they accordingly make known their actual financial con-
dition at least once a year. Some of them even go
beyond merely publishing a balance sheet; they employ
chartered accountants to certify to the correctness of the
various items of assets and liabilities, and reliable real
estate appraisers to check over their real estate holdings,
to assure their bondholders against any inflation or reck-
less management of the funds intrusted to their care.

" It is well for the purchasers of the securities of the
numerous real estate concerns to insist upon a complete
statement, not only of their financial condition, but of
the location of their properties. In recent years quite a
number of these concerns have sprung up, some of which
have since gone under as a result of their mushroom

\

|
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character. Their-real estate holdings may be situated in
the outlying suburbs, at a considerable distance from
transportation facilities; their value may also be inflated,
as there is no check upon their appraisals where no inde-
pendent estimate has been made by competent real estate.
experts.

Some of these concerns, with an idea of i msplrmg con-
fidence, have christened their securities with high-sound-
ing titles such as ‘‘participating bonds,”” ‘‘mutual
profit-sharing bonds,”’ and the likee. Names do not
impart security. A number of such securities, after a
personal investigation, have been found as hollow as a
bell.

LeasesoLp Bonbps

Leasehold bonds are the latest form of real estate
bonds. So far, they are a security largely confined to
New York City, where property has become too valuable
for their owners to sell it outright.

The Astor, Goelet, Rhinelander, and other large New
York estates owning valuable tracts of land in the heart
of the city follow the system of leasing their property for
a term of years at a stipulated annual rental. It is
arranged with the leaseholders that the improvements,
they make are to be turned over to the owners of the
property at the expiration of the lease for an agreed sum.
Leaseholds are transferable in the same manner and form
as are deeds. Bonds are also issued against these lease-
holds, but for the protection of the investors they should
mature before the lease expires, and ‘there should be set
aside a certain portion of the revenues each year as a
sinking fund to retire the bonds when they fall due.

The outright purchase of real estate must be largely
determined by location and the income it produces. No
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general rule can be laid down. However, it is advisable
under all circumstances, before buying real estate, to
make a personal investigation of the property or employ
a capable, experienced, and honest real estate agent to
make an appraisal of its value. Where this is done,
there is little danger of making any serious mistakes.

1
TEST QUESTIONS

1. Why are different tests necessary in valuing city real
estate than in valuing farm property ¢

2. What effect does congestion of population have upon city
real estate values?

3. Why are skyscrapers resorted to in large cities?

4. What factors determine the amount of a loan that may
be advanced upon city real estate?

5. Describe the source from which funds for real estate loans
are secured.

6. Explain the real estate bond.

7. How do second and third real estate mortgages arise?
‘What is their investment value?

8. Explain real estate debenture bonds.

9. What is the nature of leasehold bonds? N

10. What factor should be considered in buying real estate

outright?



CHAPTER V

LAND AND REAL ESTATE BOOMS

VaALUE oF Booms

We ought not to be too hasty in deprecating, as we are
often inclined to do, the periodical outbursts of specu-
lation in land in this country. This is a healthful symp-
tom of a growing nation’s strong vitality, which,
impatient of expanding normally, attempts to spread
out with leaps and bounds.

While it may be true that trying to forge ahead faster
than our resources permit brings exhaustion as a penalty
until we can again take breath to catch up with the fast
pace set, the benefits of a permanent character resulting
from extensive speculation in land are beyond computa-
tion. Without the speculation it is seriously to be
questioned whether this country would have grown as
rapidly as it has in the last fifty years or the Great West
have become so densely populated.

There is always the strongest sort of incentive for the
development of new agricultural resources behind every
boom in land. The people who participate in them are
largely farmers who are not satisfied, in the purchase of
new farm lands, to hold them for an increase in their
value. They intend to operate and to make their profits
out of the larger crops they expect to raise from the
new soil, more prolific because it has not been worked
over and over again. Moreover, where men flock, there

32
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the railroad follows, and other conveniences necessary
to a growing community. New towns spring up and a
demand for new industries develops, which capital is
always prepared to support when it sees there is a neces-
sity for them. Considering the general benefits arising
from land booms, we can, broadly speaking, well afford
to suffer what temporary ill effects follow in their wake.

UniversaL INTEREST IN Booms

Nor is it a racial instinet peculiar to us that we become
occasionally obsessed with a blind belief in the possi-
bility of making a great deal of money quickly out of
land through an immediate increase in values. The
same trait may be detected in the people of most of the
_ other nations whose agricultural resources have not been
fully developed. '

It is true that the Pilgrims who came over in the
Mayflower sought our Massachusetts shores to escape
religious persecution, but those who followed them in a
steady and constantly growing stream, were impelled by
a wholly different reason. The letters the Pilgrims sent
back home telling of the bounteous returns their farms
in the new world brought forth, inspired others to tempt
fortune in the larger opportunities the New World had
to offer. The same was true of the Dutch who settled in
New Amsterdam, and of the Cavaliers who established
themselves in new homes in Virginia and other neighbor-
ing southern states skirting the Atlantic Ocean.

The farmer is as instinctively human as are his
brethren in the large cities. He wants to make money.
If he can dispose of his farm at a good profit, there is a
strong inclination in him to take advantage of such an
opportunity. Such chances, farmers in our more densely
populated states have had in plenty. In comparing the
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statistics with respect to the value of farm lands in the
central and western states east of the Rocky Mountains,
shortly after the Civil War, with those of present values,
we are strucl; with the phenomenal increase that has
taken place within this comparatively short period.
Farms which in the early seventies could have been
purchased for from $10 to $15 an acre, are now not
obtainable at less than $100 to $125 an acre.

Even within the memory of the rising generation
startling increases in land values have taken place. The
opening of the Sioux Reservation in South Dakota is a
case in point. The settlers who flocked to this reserva-
tion when the Government opened it, were able to buy
the land for a trifling sum per acre. This very same
land, now cultivated, changes hands at $60 and upward
an acre, while lots in the new towns which grew up in
what was then only a grazing country, which might have
been had for a few dollars, have increased in value
from 100 to 1,000 per cent.

Thus it was also with Oklahoma and Indian Territory.
When these new territories were opened for settlement,
land was extremely cheap, but the pioneer farmers who
located there have become rich from the soil’s fertility
and the rise in values.

Within the last few years, however, we have witnessed
a remarkable change in land speculation. There has
been a steady migration of American farmers into the
new wheat belts of Canada. Those who have watched
this movement estimate, and their estimate is considered
conservative, that at least 300,000 American farmers
have gone into Manitoba, Alberta, and Saskatchewan, to
establigh new homes for themselves, having heard of the
possibilities of raising large crops in these lands. Rapid
extension in railroad building has followed in their foot-
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steps to provide adequate transportation facilities for
the movement of their crops.

But this migration to a neighboring country embodies
no unusual aspects. There is a good reason for it. Most
of the natural arable soil in-the United States has already
been taken up and exploited; there remains but very
little new land available, that is, adaptable to the money-
making opportunities associated with new and virgin
lands. What will be the result? Henceforth we are
less likely to witness such widespread land booms as
marked so conspicuously that period of our growth
between the seventies and the early nineties. The value
of our arable lands will, of course, continue to increase,
but this increase will be on a more uniform and conserva-
‘tive scale because of the restricted opportunities.

Within recent years speculations on a large scale have
taken place in irrigated lands. Where water has been
plentiful this form of farming has proved very profitable.
In some districts crops are being raised in proportions
impossible on arable farm lands. The Government and
private capital are working hand in hand to reclaim a
great many millions of acres of arid land capable of
being properly irrigated. In connection with the develop-
xment of these arid regions, there has been considerable
speculation. Some of the investments have proved prof-
itable, while others were nothing more than wild cat
schemes.

In a great many sections of the country, swamp lands
are being drained to meet the cry for more land. Some
of the gigantic undertakings in the Red River Valley,
Florida, and other regions have been very successful.
This work has opened large areas to profitable use and
consequently has stimulated a speculative interest in such
lands. The demand is constantly for more land to raise
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the common necessities of life for a continually increas-
ing population.

Daxngers 1N Lanp SrEcULATION

So far we have considered only broadly the beneficial
effects of speculation. For guidance to the individual
who may regard with favor the speculative opportuni-
ties in the purchase of land, the proposition must be con-
sidered from a different and more specific viewpoint.
Unless one is thoroughly familiar with the science of
farming, he is apt to blunder seriously in making an
investment in farm land, for not all land is what it is
represented to be. Associated with every land boom is
the violent tendency to rush values upward, far ahead of
the purchasing power, and in consequence there is always
the danger 'of buying at the crest of a speculative wave
and finding one’s self with property that has to be held
for some years before it can be sold at a profit. Mean-
while the investment yields no income such as capital is
supposed to produce to be profitably employed. In addi-
tion there is a direct loss, for taxes must be paid and
improvements made from time to time, all of which call
for the outlay of more capital. It may even happen that
the land will never again bring the price it cost. There
are many localities where this has been the general
experience.

With a person who buys farm land for the purpose of
cultivating it, there is not this danger. He can make his
property produce an income while he is holding it to
resell at a profit. In buying land, whether for invest-
ment or speculation, it is always the safer course, where
it is at all possible, first to visit the land and make a
thorough investigation, not only with regard to its own
fertility, but to obtain an idea of the value of neighbor-
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ing farm lands. Where this is done, the danger of buy-
ing at inflated values is very much lessened. If a
personal inspection is not possible, the next best step is
to depend upon the judgment of some one familiar with
farming. But the very best thing for a person who is
himself incapable of cultivating a farm, is to forego such
speculative opportunities, for the risk is always greatest
where one has the least knowledge about the character of
the enterprise in which he speculates.

Larce-ScaLe FarMming
\

It is impossible to elaborate in detail on the different
phases of speculation in land within the restricted space
which I am allowed. I can only discuss it in the broad-
est light and attempt to lay down such general rules for
guidance as are the most important, but I could not com-
plete this section without touching upon the many
schemes launched from time to time to interest capital in
co-operative farming,

So far as I can determine, only a few such plans have
proved profitable to those who have placed their money
in them. There have been plantation schemes innu-
merable, launched in the last few years, a great many in
Mexico, some in other tropical countries. These plans
appear feasible enough. The idea is to cultivate one big
plantation and divide the proceeds from each harvest
among the many different owners who are the certificate
holders. The main trouble with most of these enter-
prises is that they begin with an excessive capitalization,
representing more than the land can possibly be worth
even many years hence. Where this is not the mistake,
the chief trouble lies in inexperience in handling a plan-
tation. Overseers are employed who know little about
the climatic conditions and about raising the crovs indig-
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enous to a tropical country. One might as well trans-
plant a native of Mexico or Yucatan to an Illinois farm
and expect from him the same degree of efficiency as from
a farmer accustomed to the soil and methods of cultiva-
tion. Rubber plantations, for example, are plentiful,
but financially they have rarely proved successful. All
phases of farming seem to have defied so far all efforts
to reduce them to a co-operative basis. It still remains
an individual art.

Of late there has appeared a tendency to concentrate
the ownership of large agricultural properties in this
country into stock companies. In the Northwest there
bave sprung up orchard schemes in which private invest-
ors are solicited to take ‘‘units,’’ each unit representing
the ownership of either one or a given number of acres,
and the proceeds from the fruits raised on the property
are apportioned among the unit holders. This idea is a
new one. It is yet too early to judge whether the plan
can be made a permanent success, financially. So far it
has been experimental. The idea, however, is being
applied to other products of the soil, to oranges, to
bananas, and even to nuts in the South. I have even
become aware recently of an ambitious plan to operate
a large wheat farm in Canada on the same lines. But I
still hold that the most profitable farming is that in
which the owner of the land directly superintends the
cultivation instead of delegating it to strangers, who
cannot be expected to have the same interest in its suc-
cess as the real owners.

SusvrBaN REealn EstaTE

Suburban real estate is and always will be a popular
outlet for the speculative inolinations of a community,
because there considerable money has been made by

-
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those who were either wise in their selections or for-
tunate. As a city grows in population, the tendency is
to spread out on adjoining lands. Much money is also
lost in such speculations. Take for example New York
City. As the city is constituted at present, it covers five
- boroughs, including Staten Island. Boomers of New
York City suburban properties will so word their
announcements as to convey the impression that their
property is a part of the city proper, when this is far
from the case. How much one may be deceived is shown
by the case of two small suburbs on the Long Island
Railroad. One of these places is 36 miles distant from
the City Hall, the other but 29 miles; yet the price placed
on lots in the suburb farther away averages about $200
a lot, whereas lots of the same area in the suburb nearer
the city, which has equally good transportation facilities
and requires less time to reach, are to be had at less than
$100. Here is an object lesson which requires no further
discussion.

The same inflation can be found in suburban real estate
outside the limits of most of our large cities. Chicago,
when it had its suburban real estate boom previous to
the World’s Fair, was similarly afflicted. Lots bought
in some of the mushroom outlying settlements have never

“again seen their first offering price and are likely never
to see it again, as the city’s growth has not extended so
far or has gone in different directions.

Suburban real estate, or even city real estate proper,
should never be purchased on mere say-so or descrip-
tion. It should first be visited by the purchaser, who at
the same time should spend a little time looking into
property values in the neighborhood and finding out
about transportation facilities. Transportation really
makes the property and lays the foundation for an
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increase in its value. The people who live in the suburbs
do so for economical reasons. They can build their
homes and maintain them more cheaply than in the city
itself. But they must have quick transit facilities to and
from their occupations. Along the principal avenue of
the movements of this element of the population, real
estate will always prove profitable speculation. The art
lies in finding where that is and then getting property
on a reasonable basis of value,

TEST QUESTIONS

1. Show how land booms may benefit communities.

2. Give some notable illustrations of land booms.

3. Why are extensive land booms in the United States not
likely to take place again?

4. What factors should be considered before purchasing a
farm ¢

5. Explain the stock-company plan of owning large agricul-
tural properties. In what industries has it been used extensively ¢

6. Why are suburban real estate booms frequent? What dan-
gers do they present for the investor?

7. What are some of the essential matters to consider when
investing in suburban real estate?



CHAPTER VI

THE MULTIPLICITY AND COMPLEXITY OF BONDS

CLaASSIFICATION oF Bonbps

It is possible to form a clear conception of the many
different types of securities marked as bonds on the
shelves of investment dealers only when they are grouped
one after the other in their order of importance and
marshalled before the 'mental vision. We may then
gain a fair idea, not alone of their variety, but of their
multiplicity, and from that realize how their complex
character may confuse investors unless they are thor-
oughly informed on this kind of investments.

Bonds may be classified in many different ways. The
classifications used by financial writers differ in detail
even though they are built upon practically the same
foundations. The variety of bonds is so great that it is
impossible to make a classification that admits of no
variation. The important point is to understand the
basis of classification used in a discussion.

There are essentially five different bases that may be
used in judging the value of a bond.

1. The security for payment.

2. The purpose of the bond issue.

3. The manner of payment.
4
5
4

’

. Conditions of redemption.
. The nature of the issuing company.
41
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A classification based mpon the security of the bonds
involves a discussion of such terms as mortgage, termi-
nal, collateral trust, debenture, and income bonds.

"As to security, bonds are essentially of two kinds:
Those with specially pledged securities, such as mortgage
and collateral trust bonds, and those with no special
security, such as debenture and income bonds. Various
special classes, such as terminal and divisional bonds,
are really mortgage bonds with a limited portion of the
company’s property pledged for redemption. ‘

A classification of bonds based upon the purposes of
the bond issue involves the use of such qualifying terms
as unifying, refunding, construction, and extension.

A classification based upon the manner of payment
uses the simple divisioh jnto coupon and registered bonds.
Registration may apply to principal or interest, or both.

When the manner of redemption of bonds is con-
sidered, we get such classes as gold, redeemable, irre-
deemable, serial, and convertible bonds.

‘When the nature of the issuing company is used as a
basis for classification, we get the familiar market quo-
tation classification of railroad bonds, public utility
bonds, industrial bonds, and governmental bonds.

In connection with each class of bonds, the reader
should bear in mind that they may fall under several or
all of these classifications, depending upon the point of
view. Thus a first mortgage bond of a railroad com-

pany may be for construction purposes, registered as to
principal and interest, and redeemable at a fixed period
in gold.

The following classification of bonds emphasizes these
features, giving in the first columns a general classifica-
tion, in the second column the enterprises against which
issued, and in the third column the nature of the bonds
themselves:
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 United States r War
Canals
Internal improvements
Public buildings
Drainage
Governmental ....... J State 4 Pavement
Highway
Lighting
Gas
Waterworks
| Municipal L Si,aking fund
( Steam railway [ Mortgage
Improvement
. Extension
Railroad .....cco0000 ] Construction
Division
| Electric interurban Unifying
Collateral trust
‘Street railway D.ebe'nture
) . ) J Heating Smk.u'lg fund
Public Utllity ..... .o . Terminal
Gas and electric
[Water Land grant
Real estate
Car trust
Manufacturing Participating
Real estate Profit-sharing
R Timber Income
Industrial .......... Mining Convertible
Irrigation Serial
Power | Coupon or registered

This confusion in the varieties of bonds should not
center the investor’s interest in the methods of issuance
or in their manner of payment. The collateral that
secures them is what connts. Here is where the investor
must exercise precaution. Often his power of judgment
must be developed to a very high degree. Essentially
one factor must be determined by bondholders for their
protection, and that is the equity existing behind the
loan. In the process of making the simplest loan, no one

’
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would think of accepting as security any pledge which
will not, if sold, realize at once the face of the loan,
together with all accumulated interest and all the expense
caused by the legal enforcement of its payment. It is
necessary, as a precautionary measure against possible
loss in the event of a default on the part of the borrower,
whether for interest or the payment of the principal, to
exact a certain marketable value in excess of the loan.
This is referred to in financial circles as the equity.

Investors should measure bonds by the same yard-
stick. The smaller the equity the more speculative is a
bond, and in turn the better income should it yield to
balance the larger risk the holder must assume. Bond-
holders are creditors of a corporation. They are unlike
stockholders, who divide what profits are made. They
lend their capital in return for a fixed interest, and ought,
by the very nature of their position as creditors, to be
amply secured against any and all stressful business
weather a corporation may meet. For that very reason
the collateral pledged behind bonds ought at all times
to be subjected to the most exacting investigation.

Covuron aND RecisTERED BoNDs

Attached to the bonds are small coupons. If the
interest on a twenty-year bond is made payable semi-
annually on the first days of January and July and is
at the rate of 5 per cent per annum, there are appended
to each $1,000 bond 40 separate coupons, each stipulat-
ing that there will be paid on a given date, at a certain
place agreed upon, the sum of $25, usually in gold. In a
similar manner will the principal of the bond be paid
when ‘the date of maturity is reached. All that is’
required of the holder of the bond is to clip off these
coupons as they fall due and deposit them with his bank
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£ . .
or collection, or he can present them in person, or request -
that payment be made by sending in the coupons.

To make it as convenient as possible for bondholders,
these bonds may be registered with the corporations
issuing them; that is, the bonds can be left in their cus-
tody, with the name and address of the person to whom
checks for the interest and principal should be mailed.
Most bonds are made out to the bearer. This is done to
make possible their speedy sale and transfer. Therefore,
in case they are lost or stolen and fall into a third per-
son’s possession, the loss will fall upon the original
owner. To safeguard against such an event, timid invest-
ors and trustees of estates quite often register their
bonds, even though they are aware that their securities,
lacking the advantages of a quick transfer, may realize,
if sold, a fraction less on account of the delay in delivery,
as the bonds must first be released on the corporation’s
books. As the interest on the bonds falls due, it is
deposited with the bank where it is paid, and disbursed
as the coupons are presented.

RepemPTION OF BONDS

No bonds can be called for payment unless there is a
stipulation to that effect. Our early railroad builders
never expected to witness such a rapid expansion in
value in their properties as occurred in their lifetime.
Had they foreseen it, they would have made some pro-
vision to cancel their first mortgage bonds earlier than
the full term of the loan, so as to leave their path clear
of obstructions to raise additional money as the growth
of their railroads required it.

Only a few years ago some of the Chicago & North
Western first mortgage 7 per cent bonds matured. This
premier railroad system created these bonds when the
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West was still young, at a time when it was not as easy
to borrow money as now, and the builders of the system,
not to burden it for a long term of years with repay-
ment of the money for its construction, imagined they
were driving a shrewd financial bargain when they made
these bonds payable in forty and fifty years. But they
seriously erred. Long before these bonds reached their
date of maturity, the Chicago & North Western was able
to borrow whatever money was required to finance all
improvements and extensions with bonds bearing even as
low an interest rate as 314 per cent. Moreover (and this
would have been a still greater surprise to the founders
of this property) these low interest-bearing bonds
brought par, whereas in their day, to make their 7 per
cent bonds attractive, they were forced to offer them at
a considerable discount.
This hard lesson of our earlier financing of our rail-
roads has never' since been neglected. Now, when a
~ railroad or any corporation pledges any of its property
as security for a bond issue and anticipates that in the
course of time the property will enhance greatly in value
or the opportunity may arise to borrow money more
cheaply, it includes in the mortgage the privilege of call-
ing in the bonds for payment, on any given interest date,
usually at a premium of from 5 to 10 per cent. We often
see in a bond the words ‘‘callable on any interest aday on
weeks’ previous notice at ————— with accrued
interest,”” meaning the interest due for the period
between the last date when interest has been paid and
the date when payment in full for the bonds is to be
made.
A reduction of 14 per cent in interest on a large
amount of money represents a tidy annual sum saved.
Shrewd financiers fully realize this. Because of. their
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increased credit and the increased value of their prop-
erty, a good many of our railroads could, in the course
of years, have effected the saving of many millions of
dollars by a cheaper rate of interest, had they been in
the position to call their early bonds issued at a high
rate of interest. As it was, they had to allow them to
run out their term of issue.

CoxNcLusioN

What a multiplicity of all sorts and types of bonds
now exists may be judged from the following partial
list. There are government bonds, state, and municipal,
the last-named being divided into direct obligations of
the city, tax, drainage, pavement, road, highway,
improvement, lighting, gas, water, assessment, boule-
vard, ete.; there are the first mortgage railroad and
corporation bonds already described, and mortgage bonds
following in sequence in regard to security; there are
consolidated, extension, income, refunding, general, con-
struction, terminal, improvement, divisional, equipment,
convertible, collateral, lien, series, guaranteed, coal,
timber, bridge, tunnel, vessel, debenture, participating,
-purchased-line, unified, branch-line, joint, stamped,
adjustable, land-grant, canal, loan, underlying, redeem-
able, reorganization, tax-exempt, purchase-money, sink-
ing-fund, convertible-debenture, and real estate bonds,
and many other kinds. Besides these there are trust-
receipt certificates and short-term notes.

When the investor arrays all these bonds before his
mental vision, he will understand the full meaning of the
multiplicity and complexity of bonds, which has resulted
from the swift evolution of our modern finance. He will
realize that a trained mind is necessary to judge the
intrinsic value behind all these different names given
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to bonds in this modern,day, and he will also realize how
a clever financier, under the guise of a bond, can dispose
of a security which is no more a bond in the true sense
of the term than is the paper on which this is printed.

‘ .TEST QUESTIONS

1. What are the five different bases which may be used in
judging the value of a bond?

2. What are some of the distinguishing characteristics of
bonds as judged from these different bases?

3. What are the four primary divisions into which investment
bonds are generally grouped?

4. What is meant by the term ‘‘equity’’ as used in invest-
ment ?

5. How does a bondholder differ from a stockholder?

6. What is the meaning of coupon and of registered bonds?

7. What is meant by callable bonds? What are their advan-
tages from the standpoint of financing? How do they rank as
investment securities? .

8. How does the multiplicity of bonds make more necessary
an intelligent understanding of bonds before their purchase?
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CHAPTER VII
GOVERNMENT, STATE, AND MUNICIPAL BONDS
U~ITED STATES BONDS

Bonds issued by governments, states, and municipali-
ties form a distinct class. The vast majority of these
securities have no other pledge behind them than the
credit of the nation or the community issuing them. Still
they are looked upon as very desirable investments when
representing the obligations of a prosperous people. There
are some circumstances, however, under which bonds
of this type are not attractive to the individual investor,
in point of income.

Take our own government bonds before the war. The
‘great bulk of them were owned by our national banks and
" only a small proportion by investors, considering the
many millions of them that have been issued. If they
are held at all by investors or estates, it is not because
of the interest yielded, but on account of the assurance
of their absolute safety.

Our National Bank Act made it compulsory with a
national bank, before it could issue any bank notes, to
. deposit with the United States Treasurer, an equivalent
. amount of government bonds to secure the payment of
. these notes. Under the Federal Reserve Act of 1913, the
reserve banks have the same privilege. Provision is
'~ made for gradually relieving the national banks of their
bond holdings and canceling their note issues accord-

49



50 Investment and Speculation

ingly. The reserve banks may be required to purchase
these bonds, and they in turn will likely use them to
secure a portion of their federal reserve notes. Since
the reserve banks can secure note issues upon other
assets than United States bonds, it is likely that there
will be less demand among the banks for new bond issues
hereafter.

As a result of this banking legislation, there is a broad
market and a constant demand for our government bonds,
a demand created by an artificial market which has made
it possible for our Government to raise all the money
it needs to provide for its fiscal requirements on a 2 per
cent and 3 per cent basis and still place its securities at
a premium. The banks find it profitable to pay this
premium, for they secure a small income on the bonds
after paying the tax and, with the notes they can issue,
earn additional interest by lending this money out to
customers. The war has completely changed the situation
with reference to our government bonds. We have become
a nation of small bondholders. The ultimate effect of
this government’s financing of war, railroads, shipping,
and war industries remains to be seen.

Bonps oF ForREIGN GOVERNMENTS

In England, the government bonds are known as con-
sols. This name was derived from an act of the British
Parliament consolidating the public debt, and the word
is an abbreviation of consolidated. English consols,
until recently, commanded a price realizing slightly over
2 per cent, but they have steadily fallen, since there has
not been an artificial market for them as is the case in
the United States with its national debt bonds. The
banking system in Great Britain is also differently
organized. \ There the note-issuing power is concentrated
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in a central bank, the Bank of England. For a time,
however, English consols were under an artificial stimu-
lus through the adoption of a postal bank system which,
by enactment of Parliament, could invest deposits only
in British consols. As deposits fall off, so does the mar-
ket, for the Government’s securities narrow, at least,
the artificial market provided by law. But even with the
decline which has occurred and which at one time even
before the war brought the price down to a figure not
witnessed since 1848, consols still yielded less than 3 per
cent, which showed that the staid British investor valued
very highly the credit of his nation and was perfectly
content with an income ranging between 214 and 3 per
cent.

All this was suddenly changed by the great catastrophe
of 1914. The unprecedented demand of the European
governments for capital with which to prosecute the war,
and the element of doubt which existed in the minds of
investors as to the final outcome, forced even Great
Britain- to pay more' than 4 per cent on its war loans.
In order to protect the holders of the old consols against
the inevitable decline that would have taken place in
their price in the face of the more favorable war loans,
a conversion plan was adopted by means of which the
holders of the old consols could convert into the new
securities on such a basis as to protect their investment.

In like manner does the French peasant investor value
the Government Rentes, as the French Government
securities are called; the German, his government obli-
gation; and the people of other prosperous nations, their
own national securities. However, not all governments
can borrow money on their credit as cheaply as the
stronger powers. Credit with them varies, as it does
with individuals. Some of the smaller nations are forced

\
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to pay as high as 6 per cent for loans, and besides they
not infrequently allow the underwriting bankers who
take the loan and agree to place the bonds, a discount for
their services. Some of the minor countries, where there
is turbulence and internal strife constantly, cannot even
borrow money unless at usurious rate of interest, because
they have no stability to offer as an assurance that their
loans will not be repudiated. ;

It cost Japan almost 6 per cent on its loans to finance
its war with Russia. The Cuban Government had to pay
the same rate. Even Russia, although known to have
collected the largest reserve in gold owned by any
European power, found it necessary, when in conflict
with Japan, to tempt bankers and investors with a high
interest rate before they would take its securities. The
bonds issued by the governments of the Argentine
Republie, Brazil, Chile, Bolivia, Honduras, and other
South American Republics can be had on a basis close to
6 per cent. This does not at all reflect upon them; it
merely fixes the position of their credit in the money
capitals of the world. As their credit enhances they
will be in a position to refund their outstanding loans on
a lower interest basis. Mexico did this some years ago
when it replaced a 414 per cent loan with a 4 per cent
bond, thus effecting quite a saving in fixed charges to the
Government.

SecurIiTY BEHIND GOVERNMENT BoNDs

The interest that government obligations call for is
usually provided by the proceeds from taxation, external
or internal. Some countries place a tax on certain widely
used commodities and set the revenue aside for the pay-
ment of interest on the public debt. In no other way,
except in isolated instances, are government bonds
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secured. Should a government debt be repudiated, its
payment to the holders of its obligations could not be
enforced by recourse to law. The reason is that a gov-
ernment cannot be sued, since it is not amenable to the
statutes of any other government, while its own people
cannot recover from the institution that they themselves
have created and whose laws to govern them they have
enacted.

In our own country the freedom of the Government
from any civil action even goes so far as to exempt the
states. South Carolina repudiated some of the bonds
issued during the reconstruction days and neither the
interest nor the principal has ever been paid. Nor can
the holders enforce payment. Some of the bondholders
have attempted, and so far have succeeded, in getting a
number of these bonds into the possession of another