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PREFACE

THS textbook aims to present, in a comprehensive and
nontechnical manner, the numerous services of the or-
ganized stock market to the individual investor and to
financial and other business enterprises. It also aims to
bring together in compact and classified form those facts,
principles and practices of the business which enable the
student and layman to have a clear understanding of
the nature of our organized security markets and the
legitimate ways in which they may and should be em-
ployed.

To the uninformed, a stock exchange is little more
than the spectacular scene that is witnessed from its
gallery. This phase, however, by no means represents
the real soul of the institution. From our exchanges there
radiate numerous, far-reaching influences in the form of
enforced regulations, and standardized practices and
services, which not only influence vitally every angle of
the stock and bond business throughout .the nation, but
which in their results ‘‘are as broad as the business
interests of the country, affect in their most intimate and
important business relations all the people thereof, and
make our exchanges an integral and inseparable part of
the national financial system.’”’ The purpose of this
volume i8 to present these regulations, practices and
services in their true setting, with a view to clearing away
much of the misunderstanding that now exists. It may
be added that in 1904 the author inaugurated a course
of study at the University of Pennsylvania in ‘‘Organized
security and Produce Exchange Markets,”’ probably the

v



vi PREFACE

first course of this kind to be given in an Ameriecan
University, and that this volume embodies in large part
the conclusions arrived at during seventeen years of
teaching of this subject.

The twenty-five chapters of the text are grouped into
four distinct parts, dealing respectively with the ‘‘Services
of Organized Security Markets,’’ ‘‘The Organization and
Operation of the Market,”’ ‘““Factors Affecting Security
Prices,”” and ‘‘Legal Principles and Usages Governing
the Stock Exchange Business.’’ The first of these parts
of the volume is devoted to a discussion of the services
rendered by organized stock markets to the business com-
munity, a subject much misunderstood by the general
public. Separate chapters are devoted to the ‘‘Nature
and Scope of the Market,”” ‘‘Nature and Value of a
Continuous Market,’’ ‘‘The Discounting Function of the
Market,”” ‘‘The Functions of Short Selling,’’ ‘‘The
Regulation of Brokerage Transactions and the Conduct
of Brokers,’” ‘‘The Nature and Functions of Privileges,’’
and ‘‘Arbitraging and Its Services.”’

Part II of the volume deals with the scientific phases
of organization and operation. Under this heading the
several chapters present the essential considerations con-
nected with the legal status of exchanges; the listing of
securities; types of dealers, brokers, offers and orders:
the quotation service; the technique of a short sale; stock
exchange clearing houses; the transfer of securities; the
conversion of securities; and the nature and marketing
of privileged subscriptions.

Part IIT of the book relates to an analytical discussion
of the fundamental factors which govern prices of securi-
ties. The chapters of this portion of the book relate
respectively to ‘‘The Money Market in Its Relation to
Security Prices,’’ ‘‘Financial Panics and Business Depres-
sions,’”’ ‘‘Manipulation,’”’ and ‘‘Factors Influencing the
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General Level of Prices over Considerable Periods of
Time.”’

The last part of the book is devoted to an analysis of
those legal principles and usages governing the stock and
bond market with which all who deal with brokers are
most apt to come into contact and with which they
should be acquainted. Separate chapters are devoted
to a discussion of the ‘‘Principles and Usages Pertaining
to the Execution of Orders,’’ ‘‘The Legal Nature of a
Speculative Purchase,”’ ‘‘Legal Principles Pertaining to
the Repledging of Stock En Bloe,”’ ‘‘Extent to which
Customers’ Margins and Pledged Securities are Pro-
tected,”’ and ‘‘Identification of Securities.’’

Special acknowledgment is due to my departmental
colleagues, Professor Robert Riegel, and Assistant Pro-
fessor H. J. Loman. Professor Riegel very generously
asgisted me by his constructive criticism and in the as-
sembling of material for certain chapters. Mr. Loman
read the entire manuseript and gave the benefit of his
valuable criticism. I am also under special - obligation
to Mr. Loman for his active assistance in the preparation
and writing of the chapter on ‘‘Stock Exchange Clearing
Houses,”’ a subject to which he has given special study.
Many persons connected with the New York Stock Ex-
change, and other Exchanges, also gave me valuable
assistance throughout the preparation of the volume. To
them I desire to express my appreciation for their uniform
courtesy and to acknowledge my obligation for the
asgistance they rendered in explaining practices and in
giving other information.

8. 8. HUEBNER

UNIVERBITY OF PENNSYLVANIA
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CHAPTER 1
NATURE AND SCOPE OF THE STOCK MARKET

8tocks and Bonds Contrasted.—With the development
of large-scale production and transportation it was only
natural that there should be a transition from the system
of individual ownership or private partnership to that of
corporate organization, depending for its financial exist-
ence and support on the sale of stocks and bonds. The
several types of markets in which such sales are con-
ducted constitute, collectively speaking, the so-called
“stock and bond market.’’

The modern corporation has made it possible to combine
the small savings of the millions into huge sums for the
creation of mammoth enterprises, capable of performing
services entirely beyond the reach of an individual. Where
the funds merely have been lent to the corporation, the
owner is given a certificate, a so-called bond,* to indicate
that he is a creditor. Where, however, the funds have
been invested permanently in the corporation, with a view
to participating as part owner of the enterprise in its
success or failure, the investor is given a receipt, a so-
called stock certificate,® to indicate the extent of his
ownership. Few facts deserve to be impressed more upon
the investing public than this fundamental distinction
between bonds and stocks. Stocks are inherently specula-

Ll'ors-nmhfmdbondwﬁﬁmhww.
Ca

tFor a le form of common stock aeeA.nﬂ dix 1T,
ndofaptduadm stock certifieate see A, ix III. Fora jmifioats
and description of stock certificates see I :



4 THE STOCK MARKET

tive in character. . Bonds are credit instruments and, with
few exceptions, give a definite promise as to the payment
of interest and the return of the principal, although in
many instances the promise turns out to be impossible
of fulfillment. Stock certificates, on the contrary, promise
nothing at all. They merely constitute an evidence of
ownership, a certification of the holder’s privilege to share
in risk, that is, to participate in the varying fortunes of
the business enterprise.

National Wealth Represented by Securities.—Available
figures, although necessarily only approximate, clearly in-
dicate the great importance of stocks and bonds in our
financial life. Recent estimates® place the wealth of the
United States at $188,000,000,000. Corporation bonds and
stocks, issued against this wealth, aggregate about $35,-
000,000,000 and $65,000,000,000, respectively, or a total
of $100,000,000,000.¢ To this total, however, there must
be added approximately $25,000,000,000 in bonds issued
by the Federal, State, and City governments.** It would
seem, therefore, that stock and bond certificates represent
over half of the nation’s wealth. At the close of 1917
the nation’s banks owned approximately $8,500,000,000 in
stocks and bonds, a total equal to nearly six times their
total cash holdings, while in addition some $10,000,000,000
of their deposits, it was estimated, were loaned against
stock and bond collateral.® The various types of insurance
companies also have considerably over half of their
enormous assets, totaling between $6,000,000,000 and
$7,000,000,000, invested in stocks and bonds.

Exclusive of the numerous holders of Government bonds,
there are probably 4,000,000 persons who are shareholders

s rt of Census Bureau in 1915.
:.H. 8. Martin, The New York Stock Ezchange, p. 88.

Ibid.
¢ Ibid., pp. 95, 171.
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and bondholders in American corporations. ¢‘Corpora-
tions are no longer owned by a few rich men and rich
families, but by the small shareholder, the small investor
. « . by a multitude of small, or odd-lot, holders of securi-
ties.”’* The United States Steel Corporation and the
Pennsylvania Railroad have about 150,000 and 135,000
shareholders, respectively, while the number of corpora-
tions having between 10,000 and 25,000 shareholders is
very considerable. Various investigations. by financial
journals from time to time also show that, with respect
to our important corporations, the number of stockholders
is increasing faster than the number of shares outstand-
ing, that is, the average number of shares in these issues
owned per person is decreasing. This is true of both
railroads and industrials. Thus in 1906 the average num-
ber of shares per stockholder in a representative group
of the leading railroads of the United States was placed
at 188.5; by 1909, the average holding had declined to
144.2, and by 1913 to 133.2. For a representative group
of industrials the average holding for the corresponding
years was placed at 125.5, 92.75, and 85.0." A somewhat
less comprehensive investigation in 1915 plaged the aver-
age holding per stockholder as regards 36 railroads at
114 shares and for 52 industrials at 83 shares.®

The foregoing data with respect to the distribution of
American securities becomes all the more important when
it is remembered that the number of stockholders does
not represent individual holders in all cases, but often
includes corporations. One railway company may be the
holder of a portion of the stock of another railway cor-

¢ Testimony of William C. Van An bd'oretheCommMon
and Currency. Hearings on 8.
7 Thomas Gibson’s Market Letters, 1006 and 1900, and the Wall
&ulml,mmu
$ Philadelphia Ledger, January 2, 1916.
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poration, and may itself represent many stockholders; or
large blocks of securities may be owned or held by trust
companies, brokerage offices, life and fire insurance com-
panies, savings banks, and other investment companies
which in turn represent the investments or deposits of
an enormous number of persons, the great majority be-
longing to the poorer classes. How far this process of
subdivision must be carried in order to determine ac-
curately the extent to which the population of the country
is involved in the ownership of its corporate securities
is difficult to judge. Suffice it to say that enormous blocks
of securities are held in this way and that this indirect
form of investment is rapidly increasing.

Until the outbreak of the recent war, there was also a
remarkable tendeney for investors of foreign countries,
especially European, to enter our security market in addi-
tion to their own. At that time, for example, 13 per cent
of the stockholders of the Pennsylvania Railroad, and
18 per cent of the United States Steel Corporation, were
residents in foreign countries, and these were by no means
isolated cases. Estimates made at the time placed foreign
investments in American securities at from $5,000,000,000
to $6,000,000,000. As has been said, the security market
is ‘‘undergoing the same internationalizing gs commerce.’’

Types of Markets.—The term, ‘‘the stock market,”’ is
very comprehensive and may be regarded in the United
States as embracing the purchase and sale of stock certi-
ficates and other corporate securities (1) by salesmen,
advertisement, or ‘‘over the counters’ of offices; (2) at
street markets, commonly designated as ‘‘curb markets’’;
(3) at public auctions; and (4) on stock exchanges, which
operate under strict and comparatively uniform rules.
Of these several types of markets the last is by far the
most important.
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“Over-the-counter’’ transactions.—While the sale of
bonds by direct solicitation, that is, through salesmen, ad-
vertisements in the press, office circulars, and other similar
methods, represents a large and important branch of deal-
ings in securities, this method is used only to a limited
degree with respect to high-class and well-known stocks.
Investment houses pursue this method in distributing the
stocks of numerous comparatively small corporations whose
issues are not listed on any regular exchange, and, follow-
ing the original distribution, undertake to create an over-
the-counter market for their clientele. In recent years
numerous promoters of oil, mining, motor, and other highly
speculative promotions have distributed an enormous vol-
ume of securities to the American public through actual
canvass by salesmen or through more or less sensational
advertising. Unrestricted by any of the disciplinary rules
enforced by our regular exchanges and unhampered in
most of our states by adequate supervisory legislation, the
operations of many of these promoters have reached the
proportions of a mational scandal. Too often the un-
knowing confuse this phase of the stock market with the
infinitely more legitimate practices of the exchange markets
or of high-grade investment houses, with the result that
these are constantly obliged to encounter a great deal of
unmerited criticism.

Curb Markets.—Curb markets obtain their name from
the fact that the brokers composing them conduct their
operations in the open street, instead of being housed in
a building. While various cities have such markets,
usually of a very limited character, the leading market by
far of this kind in the United States is the New York Curb
Market, which has been in existence for over 40 years, and
which affords a market place for such securities as meet the
limited listing requirements of this particular market and,
at the same time, are not listed on the New York Stock
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Exchange.® The importance of this market may be judged
from the fact that security issues of 680 different corpora-
tions, some of them of great importance, are admitted to
trading thereon. Fifty-nine of these corporations have
listed in this market some 74,000,000 shares, without a par
value, while the shares of other companies listed on the
New York curb have a par value of about $1,700,000,000.
Some 61 bond issues, in some instances of very large size,
are also listed in this market. In the amount of business
transacted in the United States the New York Curb is
second only to the New York Stock Exchange.

There is real need for this type of market. The New
York Curb Market is essentially one for mining, oil, and
industrial securities, which either cannot, or will not, com-
ply with the stricter listing requirements of the regular
exchanges. As has been stated, this market is ‘‘the great
crucible in which are tested the thousand-and-one hasty
stock flotations of each new era of expansion in the coun-
try.’” It also affords an opportunity for dealing in securi-
ties prior to their being listed on a regular exchange or
even before they are issued. M the latter case the con-
tracts go under the name of ‘‘ when, as, and if issued’’ con-
tracts, such contracts becoming due and payable the day
after the final payment on them has been made under
the terms of the corporation’s circular.

Many stock-exchange houses have regular representatives
on the curb, and the Hughes Committee reported that
approximately 85 per cent of the orders executed on the
curb come from stock-exchange houses. The close rela-

* Recently the New York Curb Market has moved within a building,
and strictly speaking, should be now referred to as an Exchange.
The daily press, however, continues to refer to this market, owing
to its distinctive character, as the New York Curb Market. Accordi
to recent press accounts a certain limited element, formerly conn
witfh the furb market on the street, continues to operate on the street
as formerly.
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tionship between the New York Curb Market and the
New York Stock Exchange is indicated also by the fact that
the curb market, as expressed in its rules, permits dealing
only in securities not listed on the New York Stock Ex-
change. It is understood that when any security traded in
on the curb is listed on the New York Stock Exchange the
brokers on the curb shall at once cease to deal therein.
The hours of trading of the New York Curb Market as well
as all holidays are the same as those of the New York Stock
Exchange.

To a considerable degree, curb markets have found it
necessary to adopt regulations for the proper conduct of
business. Referring to the New York Curb Market, the
governing control is vested in a Board of Representatives,
and in standing Committees, in a manner and for pur-
poses quite similar to those that will be explained for the
regular exchanges. Membership js restricted to persons
who meet with the approval of the association. Although
such a market is legally ‘‘open to all who choose to trade
therein,’’ it is usually agreed among most of the members
that ““no one is obliged to accept any contract which is
not acceptable.”’ There are also regulations relating to the
types of orders for buying and selling, types of bids and
offers, the time and method of delivering securities, the
transfer of securities, commission charges, and listing re-
quirements. In many of these respects the New York Curb
Market has seen fit to imitate the business procedure of
the New York Stock Exchange. As a general proposi-
tion, however, curb-market regulations, although similar in
their general nature, fall far short of maintaining the high
standards enforced by the regular exchanges.

Auction Markets.—Many unlisted stocks and bonds are
sold at public auctions which are organized solely for the
marketing of securities, and the quotations for transactions
made at such auctions in New York, Boston, and Phila-
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delphia are published regularly in the newspapers and
financial journals. An examination of the transactions
shows that the stocks sold at these auctions are chiefly those
of banks, trust companies, insurance companies, and minor
industrial and mining corporations. Frequently, however,
stocks listed on the regular exchanges change hands at
these auctions. The auction affords a convenient place to
market (1) securities that are not listed on any exchange
or curb market; and (2) securities that, although listed
elsewhere, have been deposited as collateral without the
pledgee having reserved the right to sell the same on an
exchange. In law, stock exchanges are regarded as places
of private sale; therefore, the securities referred to above
can only be sold by the pledgee in satisfaction of the debt
at a public sale, in accordance with the law of pledgor
and pledgee.’® Stocks listed on exchanges and enjoying
an active market thereon usually command a price at these
auctions but slightly below the current price on the ex-
change, partly for the reason that arbitraging !* may be
practiced by buying the security at auction and promptly
selling it on the exchange, and partly because the pur-
chaser at an auction usually pays no commission.

As a rule the person desiring to sell a security at an
auction must notify the auctioneer by a stipulated time of
his intention and the auctioneer will then advertise the
security for sale in the press as well as in his so-called
‘‘catalogue.”” This catalogue, which is usually issued twice
before the day of the auction (auctions are usually held
once or twice a week at a stated hour), furnishes a complete
list of the securities offered and is given a wide distribution
among brokers and the auctioneer’s clients in all parts of
the country. It usually divides the securities offered for

10 l;\l)r a full discussion of the application of this law see Chapter
11 For an explanation of this practice see Chapter VII.
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sale jnto various classes, such as ‘‘for account of whom it
may concern,’’ ‘‘executor’s sale,’’ ‘‘trustee’s sale,’’ ‘‘ad-
ministrator’s sale,’”’ and ‘‘for other accounts.’’

According to the terms of the auction sale, which are
fully detailed in the catalogue, cash payment must be made
before delivery or transfer at a stipulated hour on or before
the day following the sale. As far as applicable, stock
exchange conditions are usually observed. Stocks are sold
flat, and bonds at ‘‘price and inte ?’ except income or
defaulted bonds, or those on which there are special rulings
by the New York, Philadelphia or Boston exchanges.

Unless announced to the contrary, purchasers may take
all or a part of the items advertised in the catalogue; and
the auctioneer reserves the right, unless stated to the con-
trary, to sell the listed items privately. No commission is
charged the purchaser as a rule. The seller is charged an
entrance fee for each week. This fee includes the cost of
advertisement in the catalogue or elsewhere. A commission
is also charged for any security advertised by the auction-
eer, where the security is sold privately outside of the
auction and, therefore, is withdrawn from sale.

As a rule the catalogue states that securities listed there-
in for sale are not owned or sold on behalf of the auction-
eer, but are owned by, and sold for, the client for whom
the house acts as auctioneer and agent, and not otherwise.
It follows, therefore, that sales at auction are made subject
to consummation. The right is reserved by the auctioneer
to require a deposit at the time of the sale, whether so
advertised or not. Sellers are also given the privilege of
specifying a ‘‘withdrawal price,’’ which is in the nature of
a limited stop order, that is, in case the bid price at the
auction is not equal to this withdrawal price the security
is withdrawn from sale and may be re-advertised for a
later auction.
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General Nature of Organized Stock Exchanges.—As
compared with the preceding types of markets, the regu-
lar exchanges are by far the most important. The securi-
ties of nearly all of the larger and better known corpora-
tions are dealt in on these markets. The most important
stock exchanges are those located in New York, Boston,
Philadelphia, Chicago, Baltimore, Pittsburgh, Washington,
Detroit, Cleveland, Cincinnati, New Orleans, Los Angeles,
and San Francisco. During 1920 the shares sold on the
New York Stock Exchange totaled 226,640,400, and bonds
$3,976,107,150 par value. During 1919 the respective
figures were 316,787,725 shares and $3,808,806,150. To
this enormous turnover there must be added the business
of the numerous other exchanges of the country. The New
York Curb Market represents average annual sales of
about 60,000,000 shares, while during 1920 transactions on
the above mentioned exchanges, exclusive of those in New
York, aggregated approximately 35,538,000 shares, al-
though with respect to several of these markets most of
the shares involved possess a comparatively low par value.

So huge is the volume of business on our exchanges that
this type of market is usually construed as synonymous
with the ‘‘stock market.”” A congressional committee has
stated with respect to our stock exchanges that ‘‘their re-
sults are as broad as the business interests of the country,
and affect in their most intimate and important business
relations all the people thereof,”” and a keen critic of our
exchanges has referred to the New York Stock Exchange
as ‘‘an integral and inseparable part of the national fi-
nancial system, as important as any part of the whole sys-
tem, as important as the banks themselves,’”’ and that its
quotations ‘‘are taken by banks all over this country as
a basis for loans on securities. Courts of Justice in every
section of the country figure their damages on the quota-
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tions of the New York Stock Exchange. These quotations
constitute evidence of value.’’ 12

The fundamental purpose of organized exchanges, to
quote the preamble of the Constitution of the New York
Stock Exchange, is to ‘‘furnish exchange rooms and other
facilities for the convenient transaction of their business by
its members, as brokers; to maintain high standards of com-
mercial honor and jntegrity among its members; and to
promote and inculcate just and equitable principles of
trade and business.”’ Later chapters will explain at length
the drastic manner in which exchanges supervise the con-
duct of their members, and the detailed way in which they
regulate all phases of brokerage transactions. Through
their efforts the moral tone surrounding security markets
has been raised immeasurably beyond what it otherwise
would be. To the uninformed, the New York Stock Ex-
change represents little more than the spectacular sceme
that may be witnessed from its gallery. This phase, how-
ever, by no means represents the real soul of the institu-
tion. From our exchanges there radiate influences, in the
form of enforced regulations and standardized practices,
that vitally influence every angle of the stock and bond
business, even to the remotest parts of the country. Thus
the entire personnel connected with the exchanges, includ-
ing all branch offices of members, is brought under a rigid
disciplinary control. All phases of the conduct of broker-
age transactions, such as the types of orders, settling of
contracts, commissions, making of bids and offers, distribu-
tion of quotations, advertising, ete., are standardized in the
interest of speed, economy, efficiency, and justice. To have
their securities admitted to dealing, all corporations must
observe a detailed set of requirements imposed by the ex-

13 Testimony of Samuel Un at Hearings before Committee
l;;::;h;;a.n mf‘éummm.onsasoslou
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change in question.’* All phases connected with the trans-
fer of securities are carefully controlled.* Moreover, as
already observed, curb and auction markets adopt stock-
exchange practices as far as reasonably applicable. These
are merely some of the ways and others will be referred to
in later chapters, in which our stock exchanges exert a
powerful influence for uniformity of practice and a high
standard of honor in a business that otherwise would be sus-
ceptible to the greatest irregularities in both of these
respects. In brief, our stock exchanges constitute the co-
ordinating force that tends to bring all of the many
separate elements of the stock and bond business into an
honest and smoothly running system.

But aside from this service, stock exchanges constitute
continuous markets, that is, places where nearly all
stocks and bonds admitted to dealing can be bought or
sold at a moment’s notice, the only question being that of
price.* Later chapters are devoted to a discussion of funec-
tions of exchanges so important that without their presence
the financial life of the nation would well-nigh come to a
standstill. Yet all of these important services, as will be
pointed out later, are fundamentally dependent upon the
existence of a continuous market and such a market, in
turn, is dependent upon the existence of a large group of
speculators and the practice of selling short.

Speculation and short selling have been subjects of mueh
adverse criticism by many writers. Our exchange markets
are organized with a view to facilitating a two-sided mar-
ket. The two elements in the market contending over
prices are known as the ‘‘bulls’’ and the ‘‘bears.’’ The

13 See Chapter IX on “ Listing of Securities,”” and Appendices VII
aEa;gVIII g?vmgthehshngreqmremenfsﬁ:f"theNevepg' ork Stock

“SeeCha terXVon“Tra.nsfer of Securities.”
15 See Chapter II on “ Nature and Value of a Continuous Market.”
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bulls strive to produce a rising market (the name having
probably been derived from the fact that a bull fights by
tossing his victim upward) and the bears seek to depress
the market (the name having probably been derived from
the fact that a bear fights by crushing his victim down-
ward). These two terms, however, simply represent an
interesting way of referring to the old law of supply and
demand. When the bulls are in the ascendency, that is,
when the demand for stocks is greater than the supply,
prices rise, and the market is characterized as ‘‘strong’’ or
‘‘riging’’ or a ‘‘bull market.’”” When the bears are in the
majority, that is, when the supply of stocks exceeds the
demand, prices decline, and the market is labeled in the
press as ‘‘weak’’ or ‘‘declining’’ or a ‘‘bear market.’’
‘When bulls and bears are about evenly matched, that is,
when the supply of stocks about equals the demand, such
terms as ‘‘firm”’ or ‘‘unchanged’’ are used. Other terms
commonly applied to the market to indicate its condition
are udun’n “stagnant,” “aetive,” and upanicky.n

It is difficult to trace the motives of the numerous inter-
ests composing the ‘‘bull’’ and ‘‘bear’’ groups. There are
investors, speculators, and gamblers. There are those who
buy or sell outright, those who buy on credit, and those
(short sellers) who sell what they do not possess in antiei-
pation of a price decline with a view to repurchasing the
same stock later at a lower price. To the uninformed,
speculation and short selling seem useless and harmful-
practices. Needless to say, there are many persons so
poorly equipped financially and so little informed about
values that their financial salvation lies in the direction of
never engaging in any kind of speculation, not only in the
security market, but also with respect to real estate, com-
modities, or any sort of business enterprige. ‘‘Legitimate
speculation,’’ it has been said, ‘‘involves anticipation of the
needs of the market and power to assume risks in making
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contracts to meet those risks.”’** That certainly is not a
business in which simpletons may properly engage. Later
chapters will undertake to show the necessary relations that
legitimate speculation bears to many of the foremost func-
tions of organized markets. Vigwed from that standpoint,
any impartial student of the subject will agree with Pro-
fessor Leroy-Beaulieu’s conclusion that ‘‘the evils that
speculation prevents are greater than those it causes.’’

Financial Importance of Stock Exchanges—Volume of
Listings.—Attention has already been called to the exist-
ence of corporate securities in the United States with an
aggregate par value of approximately $100,000,000,000
($65,000,000,000 of stocks and $35,000,000,000 of bonds) ;
and representing over 50 per cent of the nation’s wealth.
Of this huge total New York Stock Exchange listings alone
represent slightly more than one third of the bonds and one
fourth of the stocks !’ (see tables on page 17). Using the
past ten years as a basis, the average annual listings of new
securities on the New York Stock Exchange exceed $1,650,-
000,000. But account must be taken also of the listings of
the New York Curb Market—some $2,000,000,000 in stocks
and bonds that do not appear on the New York Stock Ex-
change—and those of the numerous other exchanges of the
country. Nearly all of the securities of the best known cor-
porations are listed upon some exchange, while in the case
of the smaller exchanges the listings also comprise the
stocks and bonds of hundreds of comparatively small cor-
porations often of a purely local character. Thus the list
of the Philadelphia Stock Exchange contains over 100 bond
issues, shares with an aggregate par value of nearly $500,-
000,000, and nearly 1,000,000 shares without any par value,
which are not found on the New York list.

¥ Sereno 8. Pratt, The Work of Wall Street, p. 81, quoting President
Hadlg’s definition of speculation.
artin, op. ait., p. 89.
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Volume of Sales.—Dealings on our exchanges reach tre-
mendous proportions and vastly exceed the sales occurring
across the counter or at auction. Using the past ten years
as a basis the average annual sales of stock on the New

FINANCIAL IMPORTANCE OF THE NEW YoRK Stocx

ExXCHANGE
Volume of Sales
Listings of New
Year Securities
Number of Bonds
Shares (Par Value)
1011 127,207,258 | $890,210,100 $1,224,440,230
1912 131,128,415 675,213,500 1,816,008,5640
1013 83,470,693 501,571,020 1,260,059,330
1914 47,900,568 461,522,600 1,060,789,360
1915 173,145,203 961,094,700 1,480,518,540
1916 233,311,993 | 1,149,851,950 2,796,347,758
1917 185,628,948 1,057,190,200 3,108,138,895
1918 144,118,469 | 2,062,827,500 539,659,347
1919 316,787,725 | 3,808,806,150 1,587,637,032
1920 226,640,400 3,976,107,150

CLASSIFICATION OF SECURITIES LisTED ON THE NEW YORK
Stock ExcHANGE A8 or OctoBER 13, 1921,
ExcLusive or U. S. LiszrTr Loans

(See H. 8. Mnrhn!TthewYorkSMcJ:E , p. 179
which gives the listings for year 1917 ’

Boxbs:

United States Gov-

ernment Bonds... $872,010,030
Bonds of Insular

Possesgions. . 10,500,000
Fo::?: Countnm
2,992,261,800
. State and Mumcnpal
Bonds (United
States).......... 772,050,400

$4,646,822,230
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OtaeERr Bonps

Railroad Bonds. $9,679,995,200

Telephone an d

Telegraph
Bonds.. 507,966,600
Coal and Iron
Companies
Bonds......... 135,625,700
Mig. and Indus-
trial Compames'
Bonds.. . 1,203,611,300
Miscellaneous... 573,128,800
Gas and Electric
Companies
Bonds......... 451,420,400
Street leway
Companies
Bonds......... 1,135,974,100
$13,777,722,100
$18,424 544,330
No Par Value
Srocks: Shares
Railroad . . . $6,719,178,900
Oil Companies. . ... . 796 844, ,075 15,067,509
Mining Companies. . 1,136,766,000 1,135,088
Street Railways... ,040,100
Express Compa.mes 63,967,300
Coal and Iron Com- 170.971.200
panies. . (1,
Gas and Electric
Companies....... 478,932,058
Telephone and Tele-
M?mph dC(;m ies. 669,090,700
ndustrial
....... 6,746,239,995 10,299,508
Banks and
Companies. ... 251,339,200
Miscellaneous...... 764,935,481 4,212,529

(Allowing an a of $30 per
$1,000,000,
that ﬁgure to about $37 000,000,

$18,464,305,009 30,714,634
336888849339 30714634

value shares, nearly
tion total, bnngmg

frno-
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York Stock Exchange amounted to nearly 167,000,000
shares with an aggregate market value of approximately
$14,500,000,000. In such active years as 1916, 1919, and
1920, however, the sales vastly exceeded the average, and
totaled 233,000,000, 316,000,000, and 226,000,000 shares,
respectively. As previously stated, the New York Curb
Market sales aggregate about 60,000,000 shares annually,
although the par value per share is considerably smaller
than on the New York Stock Exchange, while during 1920
the annual sales on 12 American exchanges, outside of New
York, totaled over 35,500,000 shares. It has been estimated
that, as regards American stock exchanges, at least 60,000
persons are directly interested as regular operators, brok-
ers, arbitragers, and specialists.

The Organised Security Market a World Market.—To
an ever increasing extent capitalists, bankers, brokers, and
arbitragers are utilizing the services of foreign stock ex-
changes, and many large corporations have their securities
listed on the leading exchanges of several countries. The
telegraph and cable have annihilated distance, and through
these agencies the various exchange markets have been
placed in almost immediate touch with one another.

So intimate is this international relationship between
the great exchanges that the quotations of our security
markets reflect not merely the general judgment of local
and national events, but of conditions prevailing through-
out the civilized world. No better illustration of this can
be found than that which presented itself at the commence-
ment of the recent war, when the exchanges of the world
were forced to close, many of them for the first time in
their history. July 28 and 29, 1914, witnessed the closing
of the exchanges at Madrid, Vienna, Budapest, Brussels,
Antwerp, Berlin, and Rome. On July 30 the exchanges of
St. Petersburg, Montreal, and nearly all South American
centers ceased operations, and by July 31, the Paris Bourse
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and London Stock Exchange had also suspended opera-
tions. The New York Stock Exchange alone, of the great
exchanges, remained open, and, as stated by a member of
the Board of Governors of that Exchange, ‘‘everybody
wanted to sell in New York because there was no other
place to sell. Over-night orders revealed a frantic state of
mind and this was especially true of cables. There was no
price limit. ‘Sell at the market’ was the word, and utter
demoralization the prospect.”’ Accordingly, at ten o’clock
on July 31, the New York Stock Exchange was also closed,
and this action was immediately followed by the closing
of the New York Curb Market, and practically every other
stock exchange in the country, thus furnishing a most strik-
ing illustration of the interdependence of the security mar-
kets of the world.
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CHAPTER T
NATURE AND VALUE OF A CONTINUOUS MARKET

Meaning of ‘‘Continuous Market.’’—Attention has al-
ready been called in the previous chapter to the continuous
character of the market furnished by our organized secur-
ity exchanges. A continuous market may be defined as
one where any security listed in that market may be bought
or sold at any time during business hours at comparatively
small variations from the current price. Where the se-
curity is ‘‘active,’’ that is, where numerous speculators are
engaged in the buying or selling of that security, such
& market implies that large quantities may be bought or
sold almost instantly at very slight concessions from the
last quotation. Where the security is ‘‘inactive,’’ that is,
where comparatively few speculators are interested in mak-
ing a market, immediate sales are usually effected only at
greater concessions in price. But whether the security
be active or inactive, a continuous market implies one
where a sale may be promptly made, the only question
being that of price.

.Factors Producing a Continuous Market.—To have a
continuous market it is necessary that there be present at
all times during business hours a sufficient number of
buyers and sellers. While the purchases and sales of the
investing public contribute substantially to this end, this
factor alone falls far short of the desired purpose, and
at times is almost negligible. To make the market con-
tinuous it is essential that there be (1) a group of specula-
tors so large that some will always be ready to buy or

21
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sell a particular stock; and (2) the privilege of short sell-
ing, so that a demand for any particular stock may be
supplied immediately by some seller who may not possess
that particular stock, however, at the time of the sale, but
who is willing to make the sale on the assumption that the
continuous character of the market will enable him to ob-
tain the particular security later for purposes of delivery.

Speculation and short selling are usually the objects of
much eriticism, yet it is important to remember that these
two factors are essential to the existence of a continuous
market, and a continuous market, in turn, is essential to
the successful fulfillment of any of the functions attri-
butable to organized exchange markets. Suppose that,
with respect to any one of the functions of exchanges dis-
cussed in this and other chapters, the question be asked:
What are the fundamental factors that make the service
or practice possible? The answer must always be: A
large group of speculators, short selling, and as a result
of these, a continuous market. Later chapters will show
that floor traders,' odd-lot dealers,® specialists,® and ar-
bitragers,* all aid materially in making the market much
more continuous than it would be if reliance had to be
placed solely on the public demand or supply. Each
group pursues its own object and renders its particular
service, yet the combined effect of their efforts is a huge
increase in the volume of transactions in the market, as
well as a much greater continuity in the regularity of the
sales. Moreover, all of these groups, as will be explained
later, depend for success in their calling upon short
selling and the continuous market. Each group is assist-
ed by the other; all depend upon the continuous char-

1 For a detailed account see p. 144.

2 For a detailed account see pp. 144-6

3 For a detailed account see pp. 147-8

¢ For a detailed acoount see pter VII,
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acter of the market which they themselves help to create;
and the continuous market, in turn, is largely the product
of speculation and short-selling.

Benefits Derived from a Continuous Market.—Numer-
ous advantages to the business community are directly
attributable to the continuous character of our organized
security markets. In the last analysis this continuous
feature is really a means of insurance to owners and cred-
itors against unnecessary loss. The following represents
a summary of the advantages referred to, although, owing
to their intricate nature, a detailed discussion of some of
the benefits must be reserved for later chapters.

1. Gives Mobility to Property Represented by Stocks
and Bonds.—By assuring a ready transfer of securities
from hand to hand, the creation of corporations is greatly
facilitated. Large corporations are anxious to have their
stocks and bonds listed on one or more of the leading ex-
changes with a view to increasing their marketability and
to enhancing their value as collateral for borrowing pur-
poses. Investors look more favorably upon stocks or bonds
that possess these two important attributes. Corporations
and underwritets of securities are well aware of this fact,
a8 is evidenced in many advertisements of new issues by
some such statement as ‘‘application for listing on (name
of Exchange) Exchange has been made.’’

2. Gives Constant Quotations for the Benefit of Secur-
sty Owners and Creditors.—Owing to the elaborate quota-
tion service of our organized markets, owners of nearly all
listed securities are enabled to know the price from day to
day. In the absence of exchange markets, transactions
would be private and prices would certainly not be repre-
sentative of the general judgment. Even if recorded,
prices determined jn private offices might easily be de-
signed to mislead. On our exchanges, however, all trans-
actions are made in the open market, under proper regula-



4 THE STOCK MARKET

tions, and quotations are immediately spread broadeast,
first by the ticker and news services and immediately there-
after by the daily press.

3. Constitutes the Chief Reliance of Holders for
Prompt Conversion of Stocks and Bonds into Cash, or Vice
Versa.—Marketability is one of the very desirable attri-
butes of stocks and bonds as it is of other property. In-
vestors or speculators are loath to tie up funds in property
that is not readily salable. One of the first thoughts that
occurs to the average prospective purchaser of a stock or
bond, even though it be of the highest grade, is: Have I
assurance that in case of necessity, this security can be sold
at a moment’s notice and without much sacrifice in the
price?! The existence of a continuous market gives reason-
able assurance on this point. It also gives reasonable assur-
ance that the price realized was determined under equit-
able conditions, in a regulated market, and represents the
general judgment as to the present and future value of
the security in question. Ready marketability is equally
important to our large investment institutions such as
banks, trust companies, and insurance companies. To an
ever increasing degree such institutions must rely upon the
investment of their enormous funds in listed securities. In
fact, their huge holdings of bonds and stocks serve as a sort
of secondary cash reserve, since their value may be con-
verted into cash almost instantly through sale in the con-
tinuous market if occasion requires.

4. Constitutes the Chief Reliance of Creditors for the
Prompt Liquidation of Collateral.—Exchange quotations
are used by banks everywhere as a basis for collateral loans.
Such quotations, moreover, constitute legal evidence of
value, since the courts of justice recognize them as the
basis for measuring damages.

With the increase in the proportion of the nation’s
wealth represented by stocks and bonds there has followed
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an increase in the use of such evidences of wealth as security
for loans. But lenders of money are loath to accept col-
lateral that cannot be sold readily, or, if they make loans
under such conditions, the assumed value of the collateral
must exceed greatly the amount of the loan. With a con-
tinuous market at hand, however, bankers will readily lend
money on listed securities in the customary ratio of $80
cash to $100 market value of securities deposited as col-
lateral. They do this because they know that, in case the
borrower should allow his account to become impaired a
few minutes will suffice to enable them to sell the collateral
on some exchange for an amount still in excess of the loan.
At the outbreak of the recent war all the great stock mar-
kets were closed for several months, with the result that it
was impossible for the holders of stocks to know their
market value. Many will recall the absurdly low prices
at which securities were often sacrificed at some of the
improvised and unofficial markets. Still more will recall
the limited amount that could be borrowed on good securi-
ties simply because the banks possessed no current market
quotations upon which to base their loans, and furthermore,
were fearful because of the absence of any continuous
market at the time of their ability to dispose of the col-
lateral should the borrower prove unable to protect his
loan. During the money-trust investigation by Congress
much was made of the fact that leading witnesses regarded
some of the most speculative stocks as among the best bank
collateral for loans simply because they were extremely
active in the market. They emphasized the fact that lend-
ers of money were concerned quite as much with the regu-
larity with which collateral was quoted in the market, and
the extent of fluctuations betweén sales, as with the in-
trinsic worth of the security itself.

5. Makes Arbitraging Possible.—Reference is made to
the practice of making two transactions at about the same
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time, one a purchase in the low market and the other a
sale in the high market, with a view to clipping the differ-
ence between the two prices.® The two transactions may be
made in two different exchange markets. Or the arbitrager
may be (1) buying ‘‘rights’’ (subscriptions to new stock)
and selling the equivalent amount of old stock® or (2)
buying convertible bonds and selling an equivalent amount
of the stock into which the bonds are convertible.” But
whatever the nature of the arbitrage transaction, it is
vital that the purchase and sale be effected almost simul-
taneously if the arbitrager is to be reasonably sure of the
profit he started out to clip when he made the first of the
two transactions. If much time elapses between the pur-
chase and sale, prices may so change in the two markets
as to cause a loss instead of a profit. The arbitrager pro-
ceeds on the theory that when he detects a difference in
prices he will find the two markets so continuous that his
two orders (one to buy and the other to sell) will be im-
mediately executed at about the prices he had in mind
when placing the same. Other factors, like short selling,
are necessary to successful arbitraging, but none are
more vital than the existence of a continuous market.

6. Enables Odd-Lot Dealers to Operate.—Like arbitrag-
ers, odd-lot dealers require a continuous market if they
are to accommodate small investors in the prompt sale of
lots of less than 100 shares.® The function of these dealers
is to supply or take such lots promptly and at an eighth
or a quarter (depending upon the securities) from the cur-
rent quotation for 100 shares. Yet if asked to buy, they
will take odd lots with a view to reselling them in the

" ‘;rl“‘)ot a detaﬂed discussion of the subject see Chapter VII on
itraging.”
¢ For a detailed discussion see Chap. XVII
'Foradetaﬂed discussion see Chap. XVI
8 For a detailed discussion see Chap. X
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open market immediately upon having received 100 shares
of the stock from different sources; and if asked to sell,
they will sell the odd-lot short in anticipation of buying
it in the open market immediately upon having disposed of
odd-lots in the stock aggregating 100 shares. Being obliged
to give or take the stock at a price 8o near the last quota-
tion for 100 shares, it follows that the open market must
be sufficiently continuous to enable them to sell immediately
what they have accumulated or to buy in promptly what
they have sold short. Like arbitragers, odd-lot dealers
operate on the theory that their transactions in the open
market can be executed at about the prices they had in
mind when called upon by other brokers to give or take
odd-lota.

7. Makes the Use of Stop Orders Feasible—A discus-
sion of the continuous market would not be complete with-
out reference to the various forms of so-called ‘‘stop or-
ders.”’® A “‘stop’’ or ‘‘stop-loss’’ order is one that orders
the broker to sell or buy a stock as soon as the market
price reaches a designated figure. Thus, with United States
Steel stock selling at 80 the broker may be instructed to
“‘gell at 76 stop,’’ in which case the broker may not under-
take to sell the stock until an independent transaction in
the market has been made at 76 or lower. When, however,
this price has been reached, the stop order becomes an
‘‘at the market’’ order, and the broker jis obliged to sell the
stock immediately for what it will bring. The general
agsumption, however, is that, owing to a continuous mar-
ket, the stock will be sold at either 76 or only slightly under
this figure.

Stop orders may be used advantageously by both
owners and ereditors, and serve as a means of protecting
profits or of cutting losses. Thus an owner having a

* For a detailed discussion see pages 159-63.



28 THE STOCK MARKET

profit in a given stock, which he expects to increase, and
not being able to keep in constant touch with the market,
may protect this profit by placing a stop order to sell
the stock slightly below the current price. Should the
price increase the stop order will not be executed. But
should the price decline to the stipulated figure the order
will be promptly executed at about the indicated figure.
A banker who has difficulty in securing more collateral
from a borrower may simply instruct him that he has
placed a stop order with respect to the collateral. This
is a warning {hat if the price declines to the figure named
in the order, the collateral will be immediately sold at the
market price. The same practice is also commonly resorted
to by brokers when customers fail to properly replenish
their collateral on speculative transactions. But in all such
cases bankers and brokers must proceed on the theory that
the market is sufficiently continuous to assure the prompt
execution of the stop order at a figure that will still leave
the proceeds of the sale in excess of the amount of the
loan.

8. Ezeris a Favorable Influence Upon the Money Mar-
ket.—The ownership by any country of a large mass of
securities that are listed on the leading exchanges and thus
enjoy a ready market is a strong safeguard against finan-
cial panic. If confidence becomes shaken and a demand for
money suddenly makes itself felt, causing creditors to insist
on cash settlements, the banks are foreced to call in loans
and accumulate cash. But stocks and bonds to an increas-
ing extent serve as collateral for loans, and, by virtue of
the fact that such securities can be sold much more readily
than other property, because of the continuous market for
them, bankers first look toward the stock market for the
application of corrective measures. The first blow, when
money becomes dear, nearly always falls upon the stock
market, that is to say, the first loans called are usually
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those protected with stock and bond collateral; and it
frequently happens that a period of forced liguidation in
this market sufficiently corrects the money situation so as to
leave other business practieally unmolested. Crises are
prevented, when they can be thus prevented, through the
liquidation of securities, and in case they cannot, the secur-
ity market discounts them, and breaks their force into a
succession of small declines, instead of a collapse. And
even suppose the crisis js so far-reaching that aid must
be sought from abroad, if our bankers are the holders of
many active stocks, listed on the foreign markets of Eng-
land, France, and other countries, their sale may be effected
within an hour or two through a cable order, and the pro-
ceeds of the sale at once forwarded to this country in the
form of gold.

The extent to which credit is made available between
different markets, all of which can be brought into touch
with one another through the telegraph or cable, has been
demonstrated by many examples of such a character as to
preclude any advance preparation for the coming trouble.
The San Francisco conflagration, for example, involved an
enormous and sudden waste of capital which had to be re-
placed by underwriters within a short time. Yet it is
astonishing to observe how domestic and foreign fire-insur-
ance companies were able to dispose of the securities, in
which they had invested their funds, in order to supply the
millions necessary for the payment of claims.

What may seem so apparent in the case of important
crises, it should be remembered, occurs almost daily in a
less sensational way. A corporation desires to borrow
$50,000,000, and the funds are readily obtained in the most
available market by the sale of securities, or by depositing
them as security and borrowing thereon. From week to
week the pressure on the money market is largely trans-
ferred to the borrower on demand loans, who has deposited
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stocks and bonds as collateral; and frequently contraction
or expansion in money rates is thus avoided. If there were
not a large mass of salable securities, and large markets
where they could be sold promptly, we would have the
spectacle of banks charging eight or nine per cent for time
loans one month, and then two, three, or four per cent
another month. Since stock markets, however, make it pos-
sible for credit to be placed almost instantly at the disposal
of one market or another where most needed, time-loan
rates fluctuate but little. Commercial borrowers continue
to pay a rate of five or six per cent with the serene con-
fidence that they need fear but little variation.



CHAPTER II1

THE DISCOUNTING FUNCTION OF EXCHANGE
MARKETS !

Exchanges as Clearing Houses of Current News.—Next
to the furnishing of a continuous market, the discounting
function of exchanges is probably their greatest service.
Stock exchanges have come to be recognized more and
more a8 agencies for the collective expression of human
judgment concerning the present and prospective value of
securities. Communication by wire has not only brought
all the leading exchanges into immediate touch with cur-
rent happenings everywhere, thus making them news
agencies of national and international scope, but has so con-
nected the various investment and speculative markets of
the nation and the world as to make them practically one.
A few minutes will suffice to enable investors throughout
a large territory, to give expression to their opinions of
current market news in the form of actual purchases and
sales at prices that, in turn, are immediately transmitted
by wire to all investment centers and are soon thereafter
made available to the general public by the daily press.
Exchange markets thus may be regarded as pivotal centers
where thousands of minds concentrate to express their
judgment concerning prices. They represent the collective
mind of the investment world as to values. And in this

prepmhom of this Chapter liberal use was made of m
u'h “‘The and Functions of the Stock Market,” A
c;j AmenamA of Political and Social Science, vol. 35, May,
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connection it is all important to remember that the collect-
ive judgment is much more reliable than the judgment of
an individual. As indjviduals, we may make serious errors
in our purchases or sales; but collectively, as will be indi-
cated later, the market has proved its worth as a remarkably
wccurate discounter of the future. Explained in greater
detail, the value of this prompt expression of the collective
judgment is three-fold, namely : '

1. Protects the Holders of Securities and Harmonizes
Quoted Prices and Actual Values.—Without an organized
market the average holder of corporate securities, owing to
the absence of sources of information, would stand in a
most defenseless position. He would be unable to learn
their price from day to day, because transactions, if pri-
vate, would not be recorded, might be designed to mislead,
and certainly would not be representative of the general
judgment. He would be exposed to many times the fraud
of to-day. He would be at the merey of every rumor. He
would be unable to place a correct estimate of the import-
ance of current events upon the price of his securities. He
could easily be mislead by unserupulous counselors into
selling his securities far below their fair value, and would
never be certain of honest treatment in the execution of
his orders. To-day, however, the honesty of brokers is
secured through a rigidly enforced system of rules, and
every newspaper of any importance gives daily the quota-
tions of leading securities, thus protecting the holder
against deception as to prices. Estimates have been made
to the effect that current quotations are published in news-
papers with a circulation of at least 10,000,000 copies. A
few minutes also suffice to convey quotations by thousands
of tickers to brokerage houses, banks, trust companies, in-
vestment houses, insurance offices, etc., located in practi-
cally every city of importance.

Moreover, these exchange quotations represent the aver-



FUNCTION OF EXCHANGE MARKETS 33

age combined judgment of many minds, which is given con-
crete expression in actual transactions on the floor of the
exchange. Through the widespread publicity of stock ex-
change quotations the world over, the holders of securities
are given gratis the combined opinjon of the most competent
finaneciers as to the value of those securities at present and
their prospective value in the future. Since these financiers
always have in mind the future, rather than the present,
their initiative jn making purchases and sales will tend to
discount the effect of coming events on any given security.
It is for this reason that the price of a stock often bears no
definite relation to the present earnings of the corporation
or to the dividend paid. A non-dividend-paying stock may
seem to command an apparently unwarranted price, yet
upon the declaration of a dividend the price will usually
fail to advance much and may actually decline. Similarly,
a dividend-paying stock may apparently sell much too low,
yet upon a cut in the dividend the stock will usually fail to
decline appreciably -and may actually advance. In other
words the market—the collective judgment of the invest-
ment world—is always in advance of the present. It is con-
cerned primarily with the future, and bad news or good
news is discounted in advance. When the facts become the
common property of the rank and file of the population,
their effect is lost because the discerning mind of the
speculative community has approximately measured their
importance in advance and by its sales and purchases has
brought about a prompt adjustment of the price to a lower
or higher level. The holder of stocks and bonds is free to
disregard current quotations if he chooses; but if their
trend is pronounced they should serve as a guide by which
he may regulate his own action relative to the holding or
selling of his securities. For the time being prices and in-
trinsic values may seem far apart, yet in the long runm,
owing to the desire of speculators to anticipate the future,
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quoted prices and inherent values as judged by future
earning power are brought into approximate harmony with
one another.

2. Standardizes Values and Directs the Flow of Capital
from Unprofitable to Profitable Channels.—The stock
market also serves a most useful purpose in directing
the flow of capital from channels where least needed
into those where it can be most profitably employed.
Dajly fluctuations in security prices may have but little
significance, yet it is an axiom of the financial world that
pronounced changes in the earning power of corporations
are reflected, in the long run, by pronounced changes in the
prices of their securities. It is equally true that relatively
low quotations for the stocks and bonds of corporations in a
given line of industry, if continued month after month, are
indicative of the unprofitable character of that type of in-
vestment. Consequently it soon ceases to be attractive to
investors. The quotation table proclaims its unworthy
character to the owners of capital more effectively than any
other argument. New enterprjses along the same line will
be discouraged, for what reason is there to undertake the
extension of an industry already unprofitable, when the
same quotation table gives evidence of other lines of busi-
ness whose high and advancing prices of shares, as a resalt
of large and increasing returns, will serve as a guide to
capitalists in directing the flow of their uninvested funds?
If the shares of steam railroads and street railways are rel-
atively low, and show an unfavorable movement, it is a
warning to the holders of capital that they should exercise
caution in giving financial support to the promotion and
extension of this type of enterprise. If, on the other hand,
the stocks of equipment, iron and steel, copper, or motor
companies are selling high and show an advaneing tend-
ency, it is an indication that further development and in-
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preased production are desirable and that the flow of capi-
tal into these channels is warranted.

By thus standardizing the profitableness or unprofit-
ableness of many groups of industries to a common basis,
and presenting the same in a table of quotations that is
easily understood and accessible to all the world, stock ex-
changes serve to prevent the misdirection of funds into
unnecessary ventures. They may be described as clearing
houses for all news of business significance. All informa-
tion, political and industrial, is there studied and weighed
by experts, who by buying and selling gratuitously give
their conclusions to the world in the recorded quotations.
These recorded transactions, representing the combined
judgment of many trained minds, relieve the mass of small
investors of the trouble and expense, even granting that an
investigation could be made, of familiarizing themselves
with the many intricate factors underlying the operation,
management, and future prospects of corporations, possibly
situated thousands of miles away. Unworthy classes of in-
vestments are thus differentiated from the worthy and in-
vestors are attracted to the latter. ‘‘Through the publicity
of knowledge and prices, the bringing of a multitude of
fallible judgments upon this common ground, to an average,
there is afforded to capital throughout the world an almost
unfailing index of the course in which production should
be directed.”’ 2

It remains to be said that by standardizing values the
stock exchange is a creative agency for the upbuilding of
business since it tends to bring investors and worthy invest-
ment opportunities together. ‘‘Just as the banks represent
the organization of capital for the making of loans,’’ it has
been said, ‘‘so the stock exchanges in America, England,
and Continental Europe represent the organization of capi-

8 Charles A. Conant, Wall Street and the Couniry, p. 29.
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tal for the purpose of investment.’”’ Their members and
affiliated firms are jntimately associated with the largest
banks, corporations, promoters, and private capitalists. So
intimate has this association become that directly or in-
direcily promoters with propositions to finance, or corpora-
tions with large issues of securities to float, must usually
consult banking, investment, and brokerage houses that
have stock-exchange affiliations and that are thereby able
to gauge the possibilities and success of the project, to for-
mulate the plans by which the capital is to be raised, and
to lay it properly before the investing public. These houses
base their judgment concerning investment conditions
largely upon the activity and price movements prevailing
on the exchanges. In brief, the whole investment business
of the world, as one writer aptly expresses it, is ‘‘attuned
to the tone of these exchanges and reflects the confidence
or doubt of the collective public mind to which they give
expression.’’

3. Discounts Future Business Conditions.—Besides af-
fording a valuable protection to the holder of securities
and directing the flow of capital, stock exchanges gerve the
further useful purpose of ‘‘discounting the future trend of
business.”’ In this respect they afford a register of pros-
pective values for property other than that dealt in on the
exchanges and constitute a ‘‘barometer of future business
conditions.”” Speculation, as already pointed out, deals
with the future and not the present or the past. Corporate
stocks and bonds constitute so large a proportion of the
world’s wealth, and represent such a variety of industries,
that a marked advance or decline in the general level of
prices is the surest indication, in fact an almost unfailing
index, of coming prosperity or depression. And the all im-
portant fact is that such changes of prices on the exchanges
always precede, that is, discount the event, and do not fol-
low or occur concurrently. Without an exception every
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business depression or boom in this country has been dis-
counted by our security markets from six months to two
years before the dull times or prosperity became a reality.
The financial and business panic of 1907 will serve as an
illustration in this connection. The business conditions of
1906 and 1907 were the best that this country had ever en-
joyed up to that time. Factories were running overtime,
crops were abundant, railroads were congested with traffie,
and real-estate operations were booming. The press was
filled with the most optimistic descriptions and predictions.
Yet, despite the excellent news, security prices showed little
gain following the month of August, 1906. The earmarks of
coming financial and business distress were at hand. The
stock market was serving its purpose as the pivotal center
where thousands of the leading minds of the world were
acting on judgments that had reference to the future and
not the present. Stocks were for sale by those who reasoned
correctly concernjng the future, and were purchased by
those who based their judgments on the present. They were
even sold at a sacrifice, and as a knowledge of the coming
state of business affairs percolated from one strata of intelli-
gence to another, the selling movement increased in mo-
mentum until in March the market experienced its first
panic. A rebound in prices occurred, but stocks were still
for sale, and by November an unusually low price level
was reached. In the meantime, however, business was ex-
cellent, and the press of nearly the whole country wondered
what all the trouble was about, and why the Wall Street
gamblers were thus losing their senses. The business de-
pression of 1908, however, followed the stock market col-
lapse of 1907, and when it was a reality to even the most
ignorant, the stock market had clearly discounted the event,
and prices of securities refused to yield further.* Securities

SAnother rentoe example of the discounting function is afforded
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were now regarded as a desirable purchase from the stand-
point of the future. Accordingly we witnessed the spec-
tacle of rapidly ascending stock-market prices at.the very
time when business was at its worst, complaints the loudest,
and the public press as pessimistic as it had previously
been optimistic. The stock exchange was again the pivotal
center where thousands of the best minds of the country
were expressing their judgment of the future, and were
willing to convert cash into securities because of an antici-
pated improvement in values. It may truly be said that
major stock-market movements run contrary to what is
seen, read, and heard.

by the market of 1914-1915 when the effect of abnormal war con-
ditions was reflected truly for each of the leading groups of American
industries. Upon the reopening of the market in December, 1914,
there developed almost immediately a violent reshifting in the Frioes
of the various groups of securities. Industrial stocks, taking a list of
47 leading corporations representing all important types of manufac-
ture, showed a price advance of 117 per cent durir:ngktbe first year
of the war. A selected list of 27 leading industrials that figured
largely in the manufacture of war orders showed an appreciation of
229 per cent during the same time, while in the case of ordnance
stocks the advance was even greater. Bonds, however, showed
scarcely any up&reciagion at all, while railroad and public-service
corporation stocks, owing to the increase in operating costs and the
inability to increase the price of their service correspondingly, appre-
ciated only 20 per cent and 23 per cent, respectively. regards
each of the aforementioned groups the relative market appreciation
approximately measured in advance the future mmts of profits.
Later, when the reader had constantly ed ore him the
acceptance of huge orders at fabulously profitable prices, the market
ceased to display its buoya.nt upwms tendency. It should be
remembered that the “ bull ” market followmﬁ the declaration of war
reached its culmination on the average as early as the close of 1915.
By the bainning of September, 1916, altho the country enjoyed
unexampled prosperity, the aﬂ)recm' tion in our list of 47 industrials
bhad decli edfromaiighof 7 per cent to 87 per cent, in the list
of strictly war stocks from 229 per cent to 164 per cent, and in the
gt of milmatg al;i\d public;sen‘riieis',oorpomtlons fl'ou:l % per Bc:;;n and
per cent r cent an per cent vely. ng
the latter part of 18;9, and through pmcticahy 31 of 19%), the market
underwent further drastic declines, and any examination of market
uotations for representative groupe of stocks makes apparent the
act that the serious business depression of 1921 was discounted
months in advance.
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It is the failure to understand this fundamental law of
price movements that has been the cause of enormous losses
to the unthinking and unknowing, whose judgments are
based on what is 3een, read, and heard at the time. When
the good news, whether it be big crops or large earnings,
becomes common property, it has been discounted by the
market ; and similarly when the bad news is apparent to all
it has likewise been discounted. It is only natural, there-
fore, that the rank and file should regard the stock market
as a most incomprehensible affair, always going contrary to
what is so perfectly evident at the time. It is quite nat-
ural that they should always blame their losses on the
working of the market rather than on themselves, although
in reality their trouble is attributable to their failure to
realize that market movements antjcipate the future.

Again, one should remember that the stock market is not
distinet from other markets. The manufacturer, the mer-
chant, the produce dealer, and the real-estate operator, all
have an interest in its primary price movements since they
have an important bearing on their own transactions.
Many of the market’s fluctuations, especially those of a few
-days or weeks, have little significance since they may repre-
sent only some particular local cause or the whim of some
speculator. But if the market steadily and rapidly de-
clines, many business men who know its ‘‘discounting’’
significance will assume a waiting attitude as regards their
planned undertakings or curtail their production; and this
waiting attitude, since all business is closely interrelated,
will react upon all other forms of business effort.

RrErences
C. A. Conant, Wall Street and the Country, pp. 83-116.



CHAPTER IV
THE FUNCTIONS OF SHORT-SELLING

General Nature of the Short 8ale.—In any treatment of
the functions of organized stock markets, considerable em-
phasis should be placed upon the operations of those who
speculate for the fall of stocks through the process of sell-
ing ‘‘short’’ that which they do not possess with the object
of buying back later at a lower price and then fulfilling
delivery on their sales. By way of introduction the general
nature of such a sale may briefly be explained.! Believing
that a particular stock, let us say United States Steel Com-
mon, will fall in price, a speculator sells 100 shares short in
anticipation of the decline. His desire is to postpone de-
livery of the shares to the buyer until some later date when
he hopes to be able to buy the share for purposes of de-
livery at a price lower than that received on his sale. But
this he cannot do, since the rules of the exchange require
delivery on the day following the sale. Fortunately for
him, all United States Steel Common stock is the same for
delivery purposes and any 100 shares of it js as good as
any other hundred shares. Accordingly, he borrows 100
shares from some one and delivers the same in fulfillment
of his sale. The purchaser, quite unconcerned as to the
source of the stock, pays the purchase price to the short-
seller, who in turn transfers the market price of the stock
to the lender as security for the temporary loan. Now

! For an lanation of the technical ts of short-selling see
Chapter XII on * The Short Sale. '
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should the price decline sufficiently to induce the short-seller
to take his profit he will buy 100 shares (that is, ‘‘cover’’
his sale) jn the open market, return the same to cancel his
temporary loan, and receive back from the lender of the
stock the money deposited as security. Since the price at
which he bought the stock in the open market was less than
the price at which he originally sold, his profit will be equal
to the difference, minus such expenses as may have been
incurred in conducting the operation. Should the stock
advance beyond the original sales price, however, our short-
seller will be confronted with a loss and will have to suffer
the consequences of his poor judgment.

Many condemn and few sympathize with the short-seller
in the market, because of the belief that it is wrong to sell
that which one does not possess; that no economic good is
performed by the practice; and that short-selling artificially
depresses security prices. To many short-selling seems to
be a pernicious practice that ought to be suppressed. They
seem to regard short-sellers as a nuisance and a menace, as
a group deliberately bent upon injuring the best interests
of legitimate investment. In fact, many have urged the
prohibition of short sales, and numerous attempts have
been made at legislation with this object in view.

A moment’s reflection, however, will show that all these
conclusions have little basis in fact. These opponents forget
that short-selling is a common practice in many leading
kinds of business. The manufacturer is expected by the
wholesaler to sell his finished wares at a definite price for
some definite future delivery; and to assure the delivery
of his goods at a stipulated price and time, the manufac-
turer expects the commission man or produce broker to sell
the raw cotton, grain, metal, ete., for future delivery at a
definite price, even before the crop has been harvested or
the metal obtained. In fact, it is becoming increasingly
clear that American producers, if they are to compete suc-
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cessfully in foreign commerce, must be in a position to
enter into contracts for the future delivery of their goods
in distant markets, at definite prices, and at an agreed
time. To accomplish this purpose, and at the same time
eliminate the element of gamble, it is necessary to secure
quotations in advance on the requisite raw materials, ma-
rine insurance, foreign exchange, and steamship space. As
a matter of fact dealers in produce, marine-insurance com-
panies, foreign-exchange dealers, and steamship companies
are usually willing to obligate themselves to the future
delivery of their commodity or service at fixed quotations,
thus enabling the exporter to determine in advance all the
primary costs that enter into his venture. Contractors,
likewise, in contracting for work at a definjte price, are con-
stantly selling labor and materials ‘‘short.”’ The general -
practice of ‘‘hedging’’ on our exchanges by those handling
our important staples must also necessarily involve a short
sale. In business generally, therefore, short-selling seems to
be regarded as a necessary means of insurance against
speculative losses. If recognized by all these business inter-
ests, it certainly cannot be maintained that it is wrong in
the stock market to sell something that one does not now
possess but intends to buy later.?

The Stabilizing and Discounting Functions of Short
Selling.—Critics arc also wrong in contending that short-
selling does not perform an economie good, and that it act-

2 Concerning the morality of short-selling, William C. Van Antwerp
makes the following statement: ‘ If it is immoral to sell for a purpose,
it is lly immoral to buy for a purpose; in each case the purpose
is the hope of a ?proﬁt. Buying for a profit is a.ggroved by everyone;
why not selling? In both instances you have bought or sold for a

ifference in price; the sequence of the events in no way involves a
estion of morals, since there is no ethical difference and no economic
ifference between buying first and selling last, and selling first and
buying last. Moreover, in selling short you do no injury since you sell
to a buyer, at his price, only what he wants and is willing to pay for.”
The Stock Ezchange from Within, p. 89.
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ually depresses the prices of securities. The short sale in
the stock market, and the same js also true of produce mar-
kets, is often the greatest benefactor in repressing rampant
speculative enthusiasm on the one hand, and in checking
the effect on security prices of excessive pessimism on the
other. Short-sellers do not determine prices. By selling
they simply express their judgment as to what prices will
be in the future. If their judgment is wrong, they will
suffer the penalty of being obliged to go into the market and
cover their sales at higher prices. In making their sales
they are just as open-minded in their reasoning as those
who purchase because they believe the market will advance.
With few exceptions their motive is not a maljcious one.
They simply hope to make a profit by correctly interpreting
the market bearing of economic and political events.
Nine-tenths of the publie, it is said, are by nature ‘‘bulls”’
and the higher prices go the more optimistic and elated they
become. If it were not for a group of short-sellers, usually
greatly in the minority but, as a class, superior in intelli-
gence, who resist an excessive inflation, it would be much
easier than now to raise prices through the roof; and then
when inflation becomes apparent to all, the descent would
be abrupt and likely unchecked until the basement was
reached. The operations of the ‘‘bear,’’ however, make ex-
cessive inflation extremely expensive, and likewise tend to
prevent a violent smash, because the short-seller, to realize
his profits, must become a buyer for amounts equivalent to
his sales. The writer has been told by several members of
the New York Stock Exchange that they have seen days of
panic when practically the only buyers, who were taking
the vast volume of securities dumped on the Exchange were
those who had previously sold short and who now turned
buyers as the only way of closing their transactions. They
were curious to know what would have happened in those
panic days, when everybody wished to sell and few cared
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to invest, if the buying power had depended solely upon the
real investment demand of the outside public. In such
times of distress the short-seller becomes, as he has well
been called, ‘‘the market’s best friend.’”’ The ‘‘bull,”’ it is
true, will help the situation with his purchases. But the
short-seller renders the double service of retarding an un-
warranted advance by his sales and of checking an unwar-
ranted decline by his purchases.

In reply to the prevalent opinion that short-selling un-
duly and artificially depresses security prices, it should be
stated that short-sellers are frequently the most powerful
support that the market possesses. It is an ordinary affair
to read in the daily press that the market is sustained or
‘‘put up’’ at the expense of the ‘‘shorts,’”’ who, having con-
tracted to deliver at a certain price, can often be easily
driven to ‘‘cover.”’ Short-selling is thus a beneficial factor
in steadying prices and obviating extreme fluctuations. It
constitutes a stabilizing force in the market at all times.
Largely through its influence, the discounting of serious de-
pressions does not take the form of a sudden shock or con-
vulsion, but, instead, is spread out over a period of time,
thus giving the actual holder of securities ample time to
observe the situation and limit his loss before ruin results.
Indeed, there could be no organized market for securities,
worthy of the name, if there did not exist two sides, the
‘““bull’’ and the ‘‘bear.”’ The constant contest between
their judgments is sure to give a much saner and truer level
of prices than would otherwise exist. ‘‘No other means,’’
reports the Hughes Committee for the investigation of ex-
changes, ‘‘of restraining unwarranted marking up and
down of prices has been suggested to us.’’

Other Functions of Short Selling.—The usefulness of
short-selling is by no means limited to the discounting of
important events that affect the market, to the resisting of
excessive inflation of the general price level of the market
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as a whole or of the price of any particular security, to the
checking of unwarranted declines in times of panic and
business depression, and to the steadying of prices by
causing declines or advances to be gradual instead of vio-
lent. These general functions of short-selling are supple-
mented by a large number of specific uses, each of which
fills a distinet economic need, and all of which, considered
collectively, make an organized market much more service-
able to the community than would otherwise be the case.
Owing to their intricate nature, a detailed discussion of
most of these specific uses of short-selling must be reserved
for later chapters. It is considered desirable at this time,
however, in order to give the reader a bird’s eye view of the
subject, to enumerate these uses. Briefly summarized,
short-selling, in addition to the previously described func-
tions, renders the following nine services:

1. Enables Owners of Securities, Unable to Deliver ai
Once, to Sell the Same and Borrow for Purposes of De-
livery.—The investor with securities in his safe-deposit box
is thus in a position, no matter how far he may be from
home, to sell promptly whenever the price seems advantage-
ous or when cash is urgently needed, and is spared the in-
convenience and possible hardship that might result if im-
mediate delivery of the particular shares sold was neces-
sary. He is, therefore, spared the necessity of carrying
securities with him on his journey. His order to sell may be
transmitted by wire; the delivery will be effected by his
broker through a loan of the security; and this loan will
later, at his convenience, be canceled by a delivery of the
ghares held in vault. Similarly, securities held in foreign
countries may be sold pending their transportation to the
market where sold. Finally, sales may also be made against
securities that have not yet been given deliverable form by
the corporation but which the seller knows will be delivered
later. In this way sales are often effected in large volume
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before the security in question has been actually issued,
thus giving a broad market, with its accompanying benefits,
to investors, the banking community, and the corporation,
much sooner than otherwise would be the case.

2. Makes Possible the Hedging of a Dangerous Market
Position.—A new security, for example, may be carried by
a promoter or broker with a view to selling the same from
time to time as market conditions permit. Future unfore-
seen market changes, however, may involve the holder in
a huge loss. Acecordingly, prudence may dictate the desir-
ability of hedging this dangerous long account by selling
short a sufficiently wide and well chosen range of other se-
curities at current prices on the theory that fundamental
changes effect the entire market more or less. Now should
adverse circumstances arise, there may be a serious decline
in the price obtainable for the new security, but this loss
will be largely, if not altogether, offset by the profits real-
ized on the short sales. Should market conditions be favor-
able to rising prices, the short sales, it ig true, will net a
loss, but as against this the favorable movement of the
market will likely enable the promoter to accomplish his
purpose of marketing his new issue at a substantial profit.
Here short-selling serves as a means of insurance with a
view to reducing the hazard connected with a dangerous
position in the market. To obtain the benefits of financial
stability, freedom from worry, and greater certainty of
average profits, the distributor of this new issue will regard
a possible loss on his short sales, or a possible reduction
of gross profits on the venture because of such sales, in the
same light that business men view the payment of premiums
for fire, marine, and other forms of insurance protection.

3. Makes Possible the Operations of Odd-Lol Dealers,
whose chief function it is to make a continuous market
for lots of less than 100 shares.® Without such dealers the

3 For a fuller discussion see Chapter X.
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small investor would be severely handicapped in buying or
selling odd lots of securities, partly because no one could
readily be found who cared to buy or sell the exact
number of shares, and partly because ordinary market tran-
sactions are based on 100 shares or multiples thereof. All
difficulty in this matter, however, is overcome by the pres-
ence of a group of odd-lot speculators whose business it is
to buy or sell odd lots of every description and at prices
usually an eighth or a quarter below or above the current
quotation for 100 shares. In fact, one of the most myster-
ious features of the stock market to the unsophisticated lay-
man is the lightning speed with which his order to buy
or sell a small lot of stock, no matter how ‘‘odd’’ the num-
ber of shares involved, is executed.

The reason for such rapid execution of small orders is
simple. A customer, let us say, instructs his broker to buy
seven shares of a given stock. To effect a purchase of this
odd number of shares jn the open market would necessitate
much delay in finding a seller, would likely mean a purchase
price considerably above the current market price, and
would involve labor and inconvenience altogether out of
proportion to the commission charged. Hence the broker
goes straight to an odd-lot dealer, who automatically sells
the stock at a fraction above the current price for 100
shares. Almost invariably this dealer does not own the
shares he sells. Instead, he sells them short in the expecta-
tion that his other short sales of odd lots in the same stock
will soon total a full lot of 100 shares, when he hopes to
cover in the open market at least an eighth lower. If,
on the contrary, the broker has been ordered to sell the
seven shares, he will find the odd-lot dealer equally accom-
modating. Now the dealer takes the stock not as an invest-
ment, but as a speculator who hopes to accnmulate speedily
100 shares from different sources with a view to selling the
same shares in the open market at least one-eighth higher.
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Possibly he has already, prior to securing a full lot, sold 100
shares short in anticipation of accumulating the balance.
His hopes of buying or selling at a profit of one-eighth or
more may not and often are not realized. His interests are
those of a speculator and his hope is to have his average
profits exceed his losses by a sufficient amount. Put an
end to short-selling and to speculation, and there is an end
to the odd-lot dealer’s work as conducted to-day, with the
result that the small investor, the very person whom it
should be our purpose to assist by all means possible, will
be a distinet loser.

4. Facilities the Work of Specialists, whose function
it is to give a continuous market in those stocks that are
comparatively jnactive.* Specializing in one or a few
stocks, a specialist stands in much the same position to
those securities that he handles as the odd-lot dealer stands
to the odd-lot business. Always ready to buy or sell, he
makes a ready market at the best prices. At the same time,
and this is highly important in the case of inactive securi-
ties, he is instrumental in reducing greatly the range of
price fiuctuations. If called upon to sell, he will in all likeli-
hood not have the stock on hand. Instead, he will promptly
accommodate the buyer by selling the stock short, and
will later cover his sale in order to effect delivery. Put an
end to short-selling and to speculation and the specialists’
work will be rendered difficult indeed, with the result that
inactive securities will be less easily bought and sold, and
will be subject to price fluctuations much greater and much
more uncertajn than is now the case.

5. Makes ‘‘Arbitraging’’ Between Different Markets
Possible—In the stock market this term refers to the prac-
tice, made possible when a security in one market happens
to sell higher or lower than in another, of buying a stock

¢ For a fuller discussion see Chapter X.
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in the low market and immediately selling the same in the
high market with a view to making the difference in price.
An explanation of the intricate nature of the operation and
the manner of performing its functions must necessarily be
deferred until a later chapter.® Suffice it to say here that
the practice is useful in leveling securities to a common
price in all the markets, in making the market for a parti-
cular stock more continuous, and in facilitating foreign-
exchange transactions. In organized produce exchange
markets the practice serves a further purpose of causing
not merely all the markets, but the several grades of the
product, the various ‘‘future’’ monthly delivery periods,
and, in some instances, even different kinds of produce, to
sell in harmonjous relationship to one another. But what-
ever the purpose accomplished, it is essential to remember
that an arbitrage transaction, whether in the stock market
or the produce market, depends upon a short sale in one or
the other of the two markets involved.

6. Makes Possible the Practice of Arbiiraging in Priv-
sleged Subscriptions, or ‘‘rights,’’ as they are commonly
called.®* Corporations frequently offer to stockholders the
privilege of subscribing to new stock to the extent of a
specified percentage of their old holdings and at a price
below the current market quotation. This privilege, as will
be shown later, has a computable value, which may be real-
ized by selling the ‘‘rights’’ in the open market long before
the new stock is issued. In the marketing of these rights
‘‘arbitragers’’ furnish the continuous buying power. As
they buy the rights at a price slightly below their mathema-
tical value, they sell an equivalent amount of the old stock
short at the market price and borrow shares temporarily to
fulfill delivery. They thus reap the difference as a profit.

S For a fuller discussion see Chapter VII.
¢ For a fuller discussion see Chapter XVII.
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‘When the new stock called for by the rights is finally issued
by the corporation, it is delivered in fulfillment of the loan
effected when the short sale was made, thus ending the
transaction.

7. Enables Owners of ‘‘ Rights’’ to dispose of the Same
at Once by Selling Short an Equivalent Amount of the Old
Stock.—This practice is very commonly resorted to and
possesses, as will be explained later, certain important ad-
vantages.” Technically, the possessor of the rights is short
of the market until the new securities are delivered by the
corporation because he is obliged in the meantime to borrow
stock in order to fulfill delivery on his short sale. In re-
ality, however, he continues to hold the rights that entitle
him to the new shares promised by the corporation. When
the shares are finally delivered to him, he will use them to
terminate the loan entered mto at the time he effected his
short sale.

8. Makes Arbitraging in Convertibla Securities Posst-
ble® Where a bond, for example, is convertible into stock,
it is apparent that the two securities should sell in proper
relationship to one another. What that relation should be
will depend upon the terms of the conversion privilege.
Suffice it to say here that an arbitrager can determine the
mathematical equivalent of the two securities. Should one
sell out of line as compared with the other, he will buy the
low-priced security and sell short the high one. If the
prices again move to their natural position, he may resell
his purchase and cover on his short sale, thus obtaining a
profit that will depend upon the extent that the two prices
come together. In other instances, where the circumstances
permit, he may actually convert the security purchased and
deliver the new securitjes obtained from the corporation in

7 8ee Chap. XVII.
S$For a det.mled discussion see Chapter XVI.
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fulfillment of his short sale. By their constant watchfulness
for small profits, arbitragers will cause convertible securi-
ties to sell in proper relation to the price of the securities
into which they are convertible. By their numerous
transactions they also make the market for convertible se-
curities more continuous. Moreover, should a security rise
in price because of its convertible feature, the holder may
realize his gain without going through the process of effect-
ing an actual conversion, that is, he may simply sell at the
current price which, owing to the operation of arbjtragers,
is certain to include the gain referred to.

9. Greatly Increases the Continuous Character of the
Market, which characteristic, as we saw in & previous chap-
ter, results in numerous advantages to the investing, bank-
ing, and business community. From this standpoint the
importance of the vast volume of short sales of speculators,
odd-lot dealers, specialists, hedgers, and arbitragers, to-
gether with the numerous covering transactions that result
from such sales, can scarcely be overestimated. Indeed, all
the foregoing functions of short-selling are also dependent
for their fullest realization upon a continuous market.
Hence it follows that a large group of short-sellers, by
greatly increasing the volume of transactions, also mater-
ially improves the basis for a better realization of the
numerous functions of short-selling itself.

Functions of S8hort-8elling in the Produce Market.—The
preceding discussion is confined to the functions of short-
selling in markets that relate to invested capital. Yet
much of the criticism of short-selling has had its origin in
the prevalent use of the practice in organized produce-
exchange markets. In such markets, however, the prac-
tice is of even greater importance, indeed is absolutely
indispensable to the modern requirements of the business
community. Here, short-selling serves the further all-
important purposes of (1) enabling dealers, manufacturers,
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and exporters to cnjoy the fullest benefits of so-called ‘‘fu-
ture contracts’’; and (2) of making it possible for the same
classes to ‘‘hedge’’ their irade profits against loss through
price fluctuations. Owing to the very general opposition
to short-selling in all types of markets and the repeated at-
tempts to legislate the practice out of existence, a brief
explanation of these two additional functions may not be
out of place.

The first refers to the general practice in grain, cotton,
coffee, metal, and other produce-exchange markets of buy-
ing and selling for ‘‘future delivery,’’ that is, at any time
during trading hours dealers and speculators are willing to
enter into so-called ‘future contracts’’ for the delivery of
a stated amount of produce at an agreed price within some
designated future month. The value of such contracts to
millers, manufacturers, exporters, and others, dependent
upon a regular supply of produce, cannot be over-empha-
sized. The miller, for example, may serve as a typical illus-
tration. He may receive an order to deliver flour six
months from date at a stipulated contract price, and, not
possessing the wheat, wishes to know if he can safely accept
the order. Or, his elevator capacity being small, he may
desire to make sure of a regular supply of wheat from
month to month, and at prices that will make it profitable to
keep his mill fully employed. Without a continuous market
in ‘‘futures,’’ this miller would not be able to secure his
supply months in advance and at definite prices, and every
order for the future delivery of flour at a fixed price would
be a speculation, unless he actually held the necessary
wheat (a most inconvenient arrangement) at the time his
contracts were accepted.

Under present conditions, however, the purchase of wheat
and its storage prior to the acceptance of orders for the
future delivery of flour is entirely unnecessary. As soon
as the miller receives his order, he may at once ascertain
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the present price of wheat to be delivered to him in some
future month best suited to his convenience. The existence
of a broad conttnuous market will assure the prompt execu-
tion of such ‘‘future’’ purchases to practically any amount,
and such a market exists, in turn, because of the presence
of a large number of short-sellers. In all probability the
wheat purchased for future delivery may not yet have been
harvested, the short-seller depending upon the continuous
market as the source of supply from which he must later
obtain the wheat necessary to fulfill delivery on his sale.
Now if the miller finds the price of wheat satisfactory, and
if we assume that he knows his other manufacturing costs,
he can at once accept the contract for the delivery of the
flour, let us say, in October, at the same time giving his
order for the purchase of the requisite amount of September
wheat at the prevailing price. Having concluded the two
orders, the miller is certain of his trade profit—his milling
profit—irrespective of future fluctuations in the price of
wheat. We have here an instance where a short-seller in
the speculative market enables a manufacturer to become a
short-seller himself, that is, he is enabled to accept contracts
for the future delivery of the finished produect at a definite
price and with the assurance of a reasonable trade profit.
In other words, the speculative market is used to eliminate
speculation jn business, the gamble of speculative price
fluctuations being thrown upon those whose business it is to
assume such risks.

But of equal, if not greater, importance to the business
community is the practice, adopted by all leading interests
in the grain, cotton, and various other organized exchange
markets, of ‘‘hedging’’ against the loss of trade profits
through price finctuations. And this important practice, it
should be emphasized, is again absolutely dependent upon
short-selling and a continuous market, which market, in
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turn, is dependent upon the existence of numerous short-
sellers.

Hedging may be defined as the practice of making two
contracts at about the same time, of an opposite though cor-
responding nature, the one in the actual trade market, and
the other in the speculative market. Thus a purchase in
the actual grain market of a certain amount of wheat at
a certain price is promptly offset by a short sale in the
speculative market on some large exchange of the same
amount of grain for some convenient future month’s de-
livery, with a view to canceling any losses that might re-
sult from fluctuation in price. As soon, however, as the
trade transaction is terminated by a sale, the speculative
short sale must also be terminated, that is, covered by a
purchase on the exchange. Both contracts are entered into
at about the same time, and both must be terminated at
about the same time if the hedger wishes to avoid specula-
tion. But it must be clearly understood that the grain
purchased in the trade market will not be used to fulfill
delivery on the short sale made in the speculative market.
Except for hedging purposes, the two markets are inde-
pendent of each other; that is, the grain purchased in the
trade market will be resold to consumers, while the short
sale in the speculative market will be covered by a pur-
chase in that market.

Having hedged his wheat, it is apparent that whether
the price rises or falls, our dealer is always even. If wheat
declines 20 cents per bushel, the dealer loses that amount
on his trade wheat (four to five times the total profit he
expects to make out of the actual handling of the wheat),
but the amount lost here will be canceled by the 20 cents
gain on the short transaction. Whatever the dealer makes
by price fluctuations on the wheat he holds is lost on his
short sale in the speculative market, and vice versa.

The question will at once be asked: How does the deal-
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er make a profit since he is always even, irrespective of
price fluctuations! Here we must distinguish clearly be-
tween the trade profit and the speculative profit. Our deal-
er wishes to avoid speculative risks and therefore makes use
of the speculative market for the purpose of hedging. His
business consists, let us say, in conveying grain from Chi-
cago to New York, and it is in the handling and the trans-
portation of grain between these two markets that he ex-
pects to make a trade profit, which is the result of his
knowledge of the busjness and his ability to render this
particular service in competition with other dealers. Now
let us assume that the differential in price between Chicago
and New York is 10 cents, this difference including the cost
of transportation, the cost of handling, and—from our
standpoint very important—the profit that those in the
grain shipping business between these two centers expect
to make. Let us further assume that when the time for
shipment arrives, the wheat in Chicago, purchased at $1.50
per bushel has declined 20 cents. But through the opera-
tion of arbitragers, in turn dependent upon the right to
make short sales, prices of wheat all over the country go
up and down together. Fluctuations on the Chicago Board
of Trade will be reflected promptly, therefore, jin the New
York market. In other words, if wheat in Chicago drops to
$1.30, the price in New York, under normal conditions and
in view of our illustration, will be $1.40. Yet there is still
the difference of 10 cents between the Chicago and New
York quotations, and this difference includes the trade pro-
fit. By hedging, our dealer is thus enabled to sell his wheat
in New York irrespective of any decline in the price.
When denouncing speculation, short-selling, and ex-
change markets, the critjc should bear in mind the fact
that dealers and exporters handling the nation’s leading
staples hedge nearly all their purchases, and that many
manufacturers, likewise, do so extensively. Over 90 per
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cent of the grain held in the leading Western centers, we
are informed, is thus protected on the exchanges of Chi-
cago, Kansas City, Minneapolis and St. Louis. Nearly all
of the cotton shipped to Liverpool is hedged there and in
New York or New Orleans. Nothing is so common as the
statement that the entire wheat crop of the country is sold
several times over on the Chicago Board of Trade in the
course of a year, and that most of the transactions must
therefore be fictitious since they do not involve the actual
delivery of the grain. But this large volume of trans-
actions need cause no surprise when we reflect that the
same grain in passing successively to the commission man,
the elevator owner, the exporter, and finally the miller, is
sold against by each one of these interests. Many illustra-
tions may be cited where the same grain, in passing from
the farmer to the consumer, is hedged half a dozen times,
each hedging transaction involving two deals on the ex-
change, first a short sale, and later a covering purchase.
Let critics also bear in mind that British banks as a
rule refuse to lend money on grain or cotton that is not
hedged, and that in many instances American banks are
calling attention in their advertisements to the attractive-
ness of hedged collateral. Even the farmers, who, as a
class, are usually loudest in their complaints against opera-
tions on exchanges, are among the greatest gainers from
the practice of hedging. Were it not possible for large
elevator companies and exporters to hedge their holdings,
the farmer would be unable to dump his large crops, as at
present, on the market within the three months of the crop-
moving season and receive cash therefor. No class of mid-
dlemen could be induced, at present small trade profits, to
take a year’s harvest within so short a time and hold it for
gradual distribution during the balance of the year; and if
any cared to be such reckless gamblers it is doubtful that
bankers would care to finance their operations. Without
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the hedging privilege, elevator owners and grain dealers
would be obliged to discount the enormous risk assumed in
buying large quantitjes of grain, and, to be on the safe side
would have to make allowance for the worst contingency
anticipated by offering the farmer a much smaller price
than is now given. It is generally maintained by the lead-
ing interests in the market that without the hedging priv-
ilege farmers would receive an average price at least 10
per cent under that prevailing to-day. Fundamentally,
therefore, hedging is insurance against a real hazard in
business. Leading produce exchanges, such as the Chicago
Board of Trade and the New York Cotton Exchange, render
in this respect a function as legitimate and useful as our
life, fire-, and marine-insurance companies; in fact, they
should be regarded as among the greatest ingurance institu-
tions in existence. Here, by means of short-selling, a type
of risk is assumed by speculators so dangerous that no pri-
vate insurance company has ever ventured to underwrite
the same.



CHAPTER V

REGULATION OF BROKERAGE TRANSACTIONS AND
THE CONDUCT OF BROKERS

Importance of Such Regulations.—Great importance at-
taches to the safeguards that organized stock exchanges
give stock- and bond-holders by regulating brokerage trans-
actions and by maintaining a standard of commercial honor
among brokers, much higher than would otherwise exist.
It is not at all surprising that in the free buying and sell-
ing of such a vast amount of mobile and easily transferable
corporate securities, many questionable practices should
have arisen. In this connection the constitution of nearly
every stock exchange, as already pointed out, defines the
purpose of the exchange as follows: ‘‘Its object shall be
to furnish exchange rooms and other facilities for the con-
venient transaction of their business by its members, as
brokers; to maintain high standards of commercial honor
and integrity among its members; and to promote and in-
culeate just an equitable principles of trade and business.”’

No person can be elected to membership until he has
signed the constitution of the exchange, and by such signa-
ture he obligates himself to abide by it, and by all subse-
quent amendments thereto. ‘The value of such an organized
market becomes apparent when we take account of the gi-
gantic frauds that have been perpetrated upon investors
during the past few years through advertising campaigns of
persons unaffiliated with any recognized exchange, or by
certain members of unorganized curb markets. While by
no means perfect, the value of stock-exchange regulations,

58
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and most exchanges have similar regulations, to the
investing public are so evident that more than a brief men-
tion of them is unnecessary. Only the most important re-
gulations will be noted, therefore, and these may be classi-
fled, using the New York Stock Exchange for illustrative
purposes,® under those relating to requirements for admis-
sion to membership, those aiming to prevent fraud and
manipulation, and those governing the conduct of business.

Admission Requirements.—The greatest care is exercised
by the important exchanges in admitting new members. To
be admitted an applicant must exhibit his property hold-
ings and show an adequate financial equipment. In this
respect any misstatement upon a material point in the ap-
plication, either for membership, or reinstatement, or an
extension of time, may at any time subject the guilty party
to expulsion. No application for the readmission of a per-
son who has lost his membership on the exchange through
the violation of its rules, or for the reinstatement of a
member who has been suspended because of insolvency or
failure to meet his engagements, can be considered unless
the applicant has secured the consent of two-thirds of the
members of the Governing Committee of the exchange.
When a member, suspended for insolvency or failure to
meet contracts, applies for reinstatement, he must furnish
to the proper commijttee a list of all creditors, a statement
of the amounts originally owing, and the nature of the set-
tlement in each case (p. 27). Such proof of settlement with
all creditors must appear satisfactory before the applica-
tion for reinstatement can be balloted on by the Committee
on Admissions, and be referred to the Governing Committee.

All important exchanges also regulate carefully the
branch offices of members, and provide that no member

! Future references in this chapter, unless otherwise indicated,
relate to oftheConmwtnnoftthmYorkSwokEmhmge,
as revised to February, 1920.
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may form a partnership with a suspended or expelled
member of the exchange, or with any insolvent person, or
with any one, formerly & member of the exchange, against
whom any member may hold a claim arising out of tran-
sactions that have not been settled in accordance with
the rules of the exchange (p. 75). No person is ‘‘eligible
to either general or special partnership in more than one
registered firm at the same time’’ (p. 74), and ‘‘a member
of the exchange who is a gcneral partner in a firm repre-
sented thereon is liable to the same discipline and penal-
ties for any act or omission of said firm, as if the same
were committed by him personally’’ (p. 75). All branch
offices of members must be in charge of partners, man-
agers, or clerks acceptable to the exchange, and all such
managers, clerks, and other employees must, as regards
the solicitation of business, be paid fixed salaries that do
not vary with the business. Moreover, whenever it ‘‘shall
appear to the Governing Committee that & member has
formed a partnership or established a branch office, or is
individually or through any member of his firm inter-
ested in a partnership in a foreign country, whereby the
interest or good repute of the exchange may suffer, the
committee may require the dissolution of such partner-
ship, the discontinuance of the interest in said foreign
partnership, or of such branch office, as the case may be’’
(p. 76).

Rules Against Fraud and Mantpulation.—As previously
stated, one of the primary purposes of an exchange is ‘‘to
maintain high standards of commercial honor and integ-
rity among its members, and to promote and inculeate just
and equitable principles of trade and business.’”’ To ac-
complish this purpose a very large proportion of the rules
of the New York Stock Exchange, and the same may be
said of other exchanges, are directed against fraudulent
and unbusinesslike practices in the buying and selling of
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securities. In the first place the rules require the comple-
tion of every sale and purchase on the exchange by actual
delivery of the securities and payment therefor, and pro-
hibit fictitious transactions, ‘‘matched’’ orders and
‘““wash’’ sales (p. 50). Fictitious transactions have been
forbidden on practically all exchanges for many years,
and the New York Stock Exchange in February, 1913, in
an endeavor to clarify the situation, adopted a resolution
to the effect that ‘‘no stock-exchange member, or member
of a stock-exchange firm shall give, or with knowledge
execute, orders for the purchase or sale of securities which
would involve no change of ownership’’ under penslty of
suspension not to exceed one year.

To prevent manipulation and to protect the small in-
vestor, brokers offering to buy or sell more than 100
shares of stock are compelled to accept any smaller offer-
ing of 100 shares, or multiple thereof, and where an offer
of a large block of stock is accepted, the buyer or seller
must take care of the smaller offerings (p. 82). Nor may
any member be connected, directly or indirectly, by any
method whatsoever, with any ‘‘bucket shop’’ or organiza-
tion engaged in the business of merely dealing in differ-
ences of quotations in the actual market, without a bona
fide purchase or sale of the security or commodity in-
volved (p. 87). Practically all organized exchanges have
adopted a definite rule to this effect.

It is important at this point to distinguish between the
real and the unreal in brokerage transactions, that is,
between the bona fide broker’s office, from whjch orders
are sent to the great exchanges of the country to be exe-
cuted according to the usages and customs of the market,
and the flctitious broker’s office where only bets on price
fluctuations of stocks or produce are made between the
customer and the proprietor of the so-called bucket shop.
‘While many states have enacted laws prohibiting the
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operation of bucket shops, yet the disguises under which
bucketing of orders is practiced have been so varied and
clever that many exist even in localities where their opera-
tion has been declared illegal. Not only are the bets very
one-sided? and the ‘‘customer’s’’ chances of losing much
greater than of winning, but too frequently the patron’s
disadvantage is further increased by dishonest practices
on the part of the pretending broker, such as manipulating
the actual market to bring the price of a given stock to the
point where the bets may be closed out, or closing the shop
through voluntary suspension should, perchance, a consider-
able number of patrons be winning. Moreover, the patron
of a bucket shop is unprotected, because as soon as the price
of the given security reaches a point where the small margin
becomes exhausted (one single transaction in the actual

tFor a full discussion of the nature of bucket shops and their
operation see the first three chapters of John Hill’s Bricks of
.4 ton: A Study of Speculation and Its Counterfeils; and an
zposé of the M of Bucket Shops and MRkh-%uick Swindles.
As explained by the author the task of beating the bucket shop is
impossible. * Take for instance,” he explains, “ the $10 stock trade,
which is the most popular deal among the patrons of bucket shops;
could there be a more insane bet on the part of the patron? He steps
ur to the ‘order’ window, pays in $10 and ‘buys’ say, ten shares
of American Sugar at $110 a share. If American Sugar declines
three-quarters of a point—to $109.25—the patron loses his $10, the
remaining one-quarter being the commission charged by the bucket
shop. American Sugar must advance to $111.25 in order that the
patron may win $10 from the shop after paying the 25 cents com-
mission. am not an expert in figuring the percen in games
of chance, but it looks to me as if the fool putrun was betting even
money with the keeper that' American Sugar would advance $125
a share before it would decline 75 cents o share; in other words, the
keeper has 50 cents a share the advantage of the patron on a bet
involving a fluctuation in the stock market of 75 cents on one side and
‘3,1.25 on the o;léer, (:;:e to:‘.a.l 2501' $2.00, :o t:;h:lt tlie ‘suckero; starts gll:t
iving an advan o cen e keeper. , it might
bg rglore correct to figure it in th‘l’:rway: The stock must advance $1.25
a share to it the patron to make as much as he would losc on a
decline of 75 cents a share, the advance being 166§ per cent of the
decline. It is a question in my mind on a deal of this kind (and
there are probably more of these dealings than of any other in bucket
shops) if the keeper has not really a 664 per cent advantage .”
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market may bring the price to this point) all transactions in
bucket shops are declared closed. It should also be noted
that the bucket-shop proprietor renders no service what-
ever. He has made no actual purchase or sale and therefore
has earned no commission or interest on money supposed
to have been advanced to the patron. The pretended pur-
chases or sales (bets) have no effect whatever on the prices
of securities or produce in the actual market, because they
do not represent a supply of, or demand for, the actual
stock or commodity.

In their relations with customers, brokers are prohibited
by numerous rules from resorting to fraudulent practices
that customers naturally find it difficult to detect. Thus a
broker is forbidden by the rules of the New York Stock
Exchange ‘‘to buy or sell directly or indirectly for his own
account, for account of a partner, or for any account in
which he has an interest, the securities, the order for a pur-
chase or sale of which has been accepted by him for exe-
cution,’”’ except when by reason of his neglect to execute
an order he is compelled to take or to supply on his own
account the securities named in the order, in which case he
is declared not to be a broker and not to be entitled to a
commission (p. 86). Where brokers have orders to buy and
orders 1o sell the same security, they must first offer such
security at one-eighth per cent higher than their bid before
making transactions with themselves (p. 51). An improper
use of a customer’s securities by a member or his firm is also
declared ‘‘an act not in accordance with just and equitable
principles of trade,’’ and is subject to a penalty of suspen-
sion or expulsion (p. 101). Practically all exchanges also
provide that every member must keep complete accounts,
subject at all times to examination by the Governing Com-
mittee or any standing or special committee of the ex-
change, designated for the purpose, and, under penalty of
suspension, no member may refuse or neglect to submit such
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accounts or willfully destroy the same (p. 32). Many ex-
changes also stipulate in their rules that any broker em-
ployed for the purchase or sale of securities must keep a
record of every transaction showing the date, number of
shares, name of the security, price, and the broker from
whom bought or to whom sold, and on the day of executing
the order must furnish the customer with the name of the
broker from whom the security was bought, or to whom
sold. Non-compliance with this rule makes the broker
guilty of fraud or false pretense or of ‘‘acts detrimental to
the best interests of the exchange.”’ Every member of the
exchange is also required to use due diligence to learn the
essential facts relating to every account accepted by him-
self or by his representatives.

As a further precaution agajnst fraudulent or unbusi-
nesslike practices most exchanges have adopted certain gen-
eral rules that are far-reaching in their effects since they
may be extended to cover every practice that may be regard-
ed as contrary to just and equitable dealing. Thus Article
XVTI, Section 2, of the New York Stock Exchange’s Consti-
tution, provides that ‘‘a member adjudged .... guilty of
fraud or of fraudulent acts shall be expelled.”” Section 6 of
the same Article provides that ‘‘a member who shall be
adjudged .... guilty .... of any conduct or proceeding in-
consistent with just and equitable principles of trade may
be suspended or expelled’’; while Section 8 stipulates that
‘‘any member who may be adjudged guilty of any act which
may be determined by the Governing Committee of the ex-
change to be detrimental to the interest or welfare of the
exchange’’ may be suspended for a period not exceeding
one year. As a still further precaution the Exchange estab-
lished a Committee on Business Conduct. This committee
is charged with the duty of ‘‘considering matters relating
to the business conduct of members with respect to custom-
ers’ accounts’’ and of keeping ‘‘in touch with the course
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of prices of securities listed on the Exchange, with a view
to determining when improper transactions are being re-
sorted to’’ (p. 15). The Committee is empowered to ex--
amine into the dealings of any member, with respect to the
above subjects, and is instructed to report its findings to the
Governing Committee.

From time to time, as events justify the same, various
acts, practices, or omissions are declared to come within the
scope of one or the other of the three aforementioned gen-
eral rules. Thus, the following acts of members, not yet
enumerated, have been declared as constituting ‘‘acts detri-
mental to the interest and welfare of the exchange’’: failure
to submit to any standing or special corhmittee such portion
of their books or papers as are material to any matter under
investigation ; willful destruction of any required evidence,
or refusal to appear or testify as a witness; the publication
of any advertisement of other than a strictly legitimate
business character; the taking or carrying of any specula-
tive account in which a clerk of a bank, trust company, in-
surance company, or broker is directly or indirectly inter-
ested, without the written consent of the employer; and the
acceptance or carrying of an account for a customer, either
a member or non-member, without proper and adequate de-
posit of margin. In the same way reckless or unbusiness-
like dealing is declared to be contrary to ‘‘just and equi-
table principles of trade.’”” The significance of the afore-
mentioned three rules as a means of maintaining a high
standard of honor in a business that, almost more than any
other because of the conditions under which transactions
must necessarily be conducted, can easily lend itself to
sharp practices on the part of unscrupulous brokers, has
been well stated in the following words:*

$John G. Milbum’s Brief on Behalf of the New York Stock
Exchange,” p. 724 of i before the Senate Committee on
Banking and Currency on 8. , 63rd Congreass, Second Session, 1914.
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‘“The rules making acts contrary to just and equitable
principles of trade a ground for expulsion enable the ex-
change to hold its members to a standard of business integ-
rity far higher than the law does or could require. A mem-
ber may be expelled for doing that which, according to the
standard of the most honorable of his own business asso-
ciates, is deemed contrary to fair dealing, irrespective of the
question whether or not it amounts at law to fraud or
positive wrongdoing. He may be punished for reckless and
unbusinesslike conduct, and even for errors of judgment.
In all his transactions he has to conform to a standard which
the law does not undertake to presecribe. Whatever he does
has to be in accordance with ¢‘ just and equitable principles
of trade’’ — a standard unknown to any system of law.
‘Whether any particular act of his violates those principles
is determined, not by any outside body of laymen like a
jury and the application of technical rules of evidence, but
by a select body of members of the exchange chosen to up-
hold just and fair dealing, who ascertain the facts with
businesslike directness, and who are empowered to expel,
which is the ruin of a man’s career as a broker, or to sus-
pend, which is a deep humiliation. These rules are an
illustration of the disciplinary efficiency of the exchange.’’

Rules Governing the Conduct of Business.—These rules
relate to a large variety of subjects and, among other mat-
ters, define and regulate the practices relating to the kinds
of bids and offers permitted, maturity of contracts, com-
parison of contracts to avoid misunderstandings, clearing
and settlement of transactions, payment for and delivery
of securities, closing of contracts in case of insolveney or
failure to meet business obligations, deposits on contraets,
transfer and registry of securities, and commission charges.
All of these regulations, subject as they are to the strictest
enforcement, again serve to insure the regularity of pur-



BROKERAGE TRANSACTIONS 67

chases and sales and thus greatly bemefit the vast number
of investors and dealers dependent upon brokers when pur-
chasing or selling securities.

All exchanges also provide for the arbitration of disputes
that may arise between members, and if the non-member is
willing, between members and their customers (p. 14). A
non-member agreeing to arbitrate, must execute an agree-
ment, however, to abide by the rules of the exchange, and
also a full release of his claim. All complaints of non-
members charging members of the.exchange with wrong-
doing are promptly dealt with by the appropriate commit-
tee. Other articles of the New York Stock Exchange’s
Constitution provide for the prompt settlement of disagree-
ments over the terms of contracts, the settlement of con-
tracts, and practically every other dispute that might arise
to interfere with the expeditious handling of business. In-
solvency, or failure to comply with contracts, also leads to
automatic suspension of the insolvent member (p. 26).

Despite the severe criticism that has been directed in re-
cent years against certain practices of American exchanges,
there can be no doubt that the numerous aforementioned
regulations governing brokerage transactions and the con-
duct of brokers, when considered collectively, are of incal-
culable value as a means of safeguarding the thousands of
investors who, in buying securities, must engage the services
of brokers who, if unregulated in their conduct and if free
to do as they please, could easily misrepresent transactions
to their clients. Perfection is not claimed for these regu-
lations, but it is clear that without an organized market
for corporate securities the average investor would stand
in a most defenseless position and would be exposed to
many times the fraud and misrepresentation that may now
exist. While there js still room for improvement, each year,
fortunately, sees the adoption of new and more stringent
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rules by the several exchanges and the stricter enforce-
ment of those already in existence.

The reasonable efficacy of existing rules for securing
regularity and honesty in purchases and sales is apparent
when judged from the standpoint of an exchange as large
as the New York Stock Exchange. Despite the thousands of
transactions daily, involving mijllions of dollars and effected
in nearly all instances by a mere word or gesture, disputes
rarely occur between contracting parties that are not
promptly settled without resorting to litigation. As stated
in the brief on behalf of the New York Stock Exchange,*
‘‘the fidelity of the members of the exchange to their
customers is attested by the fact that, notwithstanding
the unusual risks and temptations of the business, only
78 failures occurred in the last 13 years, or 6 a year.
Thus, the annual ratio of members who failed during
that period to the total membership was slightly more
than one-half of one per cent; and half of those who
failed , settled with their ecreditors. It seems scarcely
probable that any rules could be devised to produce
a better showing.”’ It may safely be asserted that there is
probably no group of business men among whom good
faith in the fulfillment of business obligations and the
strict observance of usages and customs are so proverbial,
and the repudiation of contracts so practically unknown, as
among the membership of a large exchange.
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CHAPTER VI
OPTIONS AND THEIR FUNCTIONS

‘A full statement of the functions of organjzed exchange
markets requires an explanation of the nature and uses of
‘‘options,’’ or ‘‘privileges,”’ as they are also called. The
several types of contracts coming under this class not only
afford a way of operating in stocks and produce without
actually buying or selling the same, but constitute, and
this is their true economic function, a means of insurance
to those who may have undertaken commitments on either
the ‘‘long’’ or the ‘‘short’’ side of the market. The legi-
timate uses of privileges, however, are very generally
ignored, and too frequently such contracts serve little more
than a convenient means of betting on the trend of the mar-
ket. Owing to the abuses to which privileges lend them-
selves, various exchanges, including the New York Stock
Exchange,* forbid the making of offers to buy or sell priv-
ileges on their floors, while several States have also seen fit
to enact so-called ‘‘anti-option’’ laws. Moreover, the use
of privileges is not nearly so popular now as formerly. But
such prohibitions, and the declining use, should not cause us
to overlook the economic and entirely moral use of priv-
ileges. Although not recognized by the New York Stock
Exchange, unlike the exchanges of London and Paris, stock-
exchange firms may deal in privileges, and in fact, some

1 Article III, Bection 9, Constitution of the New York Stock
69
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firms have issued special circulars describing their nature
and functions.

Briefly defined, privileges are contracts that give the pur-
chaser the option to compel the seller to deliver to, or to
receive from him, as the case may be, a specified amount of
securities or produce within a specified time as per the
terms of the agreement. This type of option should not
be confused with ‘‘buyer’s and seller’s options,’’ as used on
the stock exchange and which will be described later,®* or
with ‘‘futures’’ as used on organized produce exchanges
with reference to the delivery of specified amounts of pro-
duce within some future designated month. They differ
essentially from these types of contracts in that the terms
of ‘‘buyer’s and seller’s options’’ and ‘‘futures’’ concern-
ing delivery must be complied with at some time, whereas
a privilege, as far as the purchaser of the same is con-
cerned, can be exercised or not at his discretion. In other
words, under certain circumstances the purchaser of a
privilege will want the seller of the privilege to comply with
its terms, while at other times he may find it advantageous
to allow the agreement to expire without demanding fulfill-
ment.

Types of Options Explained.—Privileges as used in the
United States are of three main kinds, namely: ‘‘calls,’”’
‘‘puts,’’ and ‘‘straddles,’’ the latter being often referred to
as ‘‘spreads’’ or ‘‘double options.’”” Other special forms
exist,® but their use is confined almost entirely to European
markets. Note should also be made of the fact that both
‘‘London’’ and ‘‘ American’’ options are sold in this coun-
try, and that these two types present sufficient differences to
warrant a separate classification. Referring first to

2 Chapter XI.

’Tbese are usually Tﬁ)tatnons of the three types of contracts
mentioned in the text. sgecm forms most commonly met with
arethe“Callo More ’’ and the * Put o’ More.”
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““ American’’ privileges, or those originating in this country,
the nature of ‘‘calls,’”’ ‘‘puts,’”’ and ‘‘straddles’’ may be
briefly described as follows:

1. A ““call’’ may be defined as an option that, in con-
sideration of the premium paid, gives the purchaser the
right to compel the seller to deliver to him a given number
of shares of stock within a given time at a stipulated price,
which is placed somewhat higher than the prevailing market
price of the stock at the time the ‘‘call’’ is purchased. The
following is a copy of the contract as used in New York:

New York, Sept. 6, 1916.

FOR VALUE RECEIVED, the bearer may call on one
day’s notice, except last day when notice js not required, —
100 Shares of the Capital Stock of the ANACONDA COP-
PER MINING CO. at — 90 — any time in 30 days from
date.

All dividends for which Transfer Books close during said
time, go with the Stock. Expires at 2.30 P. M. Oct. 6, 1916.

[Signed]...cccceeneenrnennn

A “‘call’’ is used either when the purchaser expects a
rise in the stock under consideratjon or to protect a short
sale against a rising market. To illustrate: If a call is pur-
chased on a stock where the call figure is 90, and the stock
should advance to 100, a profit of 10 points, minus the
premium paid for the privilege, would result if the call
was closed at 90. Should the stock decline, however, instead
of advance during the period specified in the option, the
holder’s risk will be limited to the cost of the call, namely,
the premium. On the other hand, should the stock have
been sold short the short-seller would be assured of the
stock for delivery purposes at 90 should the price go higher.
In case of a decline in price, however, the call would enable
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the short-seller to allow his profits to run and limit his loss
to the premium paid.

2. The ““put’” is the reverse of the ‘‘call,’’ and gives
the purchaser, in consideration of the premium paid, the
right to make the seller take from him a given number of
shares of stock within a given time at a stipulated price,
which is placed somewhat below the prevailing market
price of the stock at the time the ‘‘put’’ is purchased.
‘“‘Puts’’ are purchased -either for the purpose of making
profits when a decline in the stock is expected or of pro-
tecting proiits against a possible decline. To illustrate: If
the ‘‘put’’ price is 90 and the stock declines to 80, a profit
of 10 points, minus the premium paid for the privilege,
would result if the ‘‘put’’ was closed at 90. Should the
stock rise instead of decline during the period of the ‘‘put,’’
the holder’s risk is again limited to the amount paid for the
‘““put.”” It may be added here that a ‘‘put’’ or ‘‘call,”’
under the American system, can be closed whenever there is
a profit and the purchaser thereof is inclined to take the
same, that is, a privilege does not require waiting until the
last day of the contract period to exercise the same.

3. A ‘“‘straddle’’ is a combination of the ‘‘call’’ and
‘‘put,’’ and entitles the purchaser, in view of the premium
paid, to either demand delivery from, or to deliver to, the
seller of the ‘‘straddle’’ a certain number of shares of stock
within a given time at a stipulated price. The delivery
prices in the ‘‘call’’ and ‘‘put’’ are again placed respect-

¢ Following is a copy of the ‘ put ” contract as used in New York:

New York, Sept. 6, 1916
POR VALUE RMEIVED the bearer may deliver on one day’s
—100—shares

’
ueq;t {whm notice is not
of the capital stock of the ANACONDA CO INING CO.
d—w—myhmemaoda ftomdnte
All dividends for which ks close during said time, go
with the stock. Exphunt?NPM Oct. 6, 1916

(Bigned) ............c..iiiiiinann
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ively higher and lower than the prevailing market prices
of the stock at the time the ‘‘straddle’’ is purchased, but the
amount above or below need not be the same. The cost of
the ‘‘straddle’’ is necessarily more than that of the ‘‘put’’
or ‘“call”’ alone since the holder is given the privilege of
utilizing either a rise or a decline in the stock during the
time for which the ‘‘straddle’’ is issued. Here it should be
noted that ejther the ‘‘put’’ or ‘‘call’’ feature may be exer-
cised before the expiration of the period. Moreover, the
closing of the ‘‘put’’ does not affect or cancel the ‘‘call’’
feature of the ‘‘straddle.’’ Thus, if in a 60-day ‘‘straddle’’
the ‘“‘put’’ should be closed 30 days following the purchase
of the option, the purchaser would have another 30 days
left to exercise the ‘‘call.”’ ‘‘Straddles’’ are usually pur-
chased when the buyer feels that the market is apt to show
considerable fluctuation during the time stipulated in the
option. Purchasers of this type of option also usually go
on the theory that if one feature, say, the ‘‘put,’’ cannot be
advantageously exercised, the ‘‘call’’ is apt to prove bene-
ficial, or vice versa. The London ‘‘straddle,’’ as will be
pointed out later, also serves as a means of insurance for
a specified period for speculators who make numerous tran-
sactions both for the ‘“long’’ and ‘‘short’’ account.
American and London Options Oontrasted.—In view of
the importance of London privileges in the American mar-
ket, a brief explanation of them is in order. Such options
are sold by reputable London houses that in most in-
stances confine themselves largely to the option business,
and that, through their American representatives, periodi-
cally publish quotation sheets giving the current prices, or
premiums, for ‘‘puts,”’ ‘‘calls,”’ and ‘‘straddles’’ on
various American stocks dealt in on the London Exchange.
The quotations are usually given for various periods, such”
as at the end of one, two, three, or more months. Al-
though sold in the American market, London privileges
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are governed by the rules of the London Stock Exchange
and, accordingly, an option good until the end of a certain
month is understood to mature ‘‘on the day before the
‘making-up’ day of the last settlement for that month,
which generally comes three to six days before the last
day of the month, and is fixed by the London Exchange
Committee about two months in advance.”’ Should the
owner of the option intend to exercise the privilege,
notice must be given on this day. The privilege of de-
manding fulfillment of the option, however, rests entirely
with the purchaser. It may be added that brokers in sell-
ing London options charge a commission of one-eighth per
cent or $12.50 per 100 shares, plus cable expenses.

London privileges are executed at the current market
price of the stock in London whereas in the case of Ameri-
can options the ‘‘call’’ price is placed somewhat above
the market price of the stock and the ‘‘put’’ price some-
what below. Moreover, to the market price of the stock at
the time a London “‘call’’ is purchased there is added
interest at a fair rate for the time the option has to run,
and this price, inclusive of such interest, is therefore the
“call”’ price. On ‘‘puts’’ interest is allowed to the pur-
chaser at a fair rate for the period covered by the agree-
ment. Lastly, London privileges must be exercised, if at
all, at the end of the option period; whereas American
privileges, as we have seen, permit the holder to exercise
the same at any time during the option period.

Uses of Options.—As already indicated, the insurance
fanction is the most legitimate feature connected with the
use of privileges. In this respect, ‘‘puts,’’ ‘‘calls,’’ and
“‘straddles’’ are advantageous in that the holder thereof
knows the exact extent of his liability, irrespective of mar-
ket fluctuations. Should the price of the stock move against
the option holder, his loss is absolutely limited to the
amount of the premium plus the difference between the
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current price of the security at the time the option was pur-
chased and the agreed price at which the security can be
‘““put’’ or ‘‘called.”” On the other hand, if the market
moves favorably, the holder of the option has offered to him
the possibility of a profit larger than the amount paid for
the privilege, in which case he will allow his option to lapse.
In other words, privileges serve the same general purpose
as stop-loss orders, namely, to limit losses on market com-
mitments while at the same time leaving open the possibility
of increased profits. The justification of a speculative
group in our organized markets has already been dis-
cussed. If this contention is correct, it follows that those
having entered upon speculative transactions in the secur-
ity market should be free, if they choose, to utilize a
type of contract that will tend to lessen the hazard in-
volved.

A few illustrations will serve to make the insurance
function of privileges clearer. Let us assume that a stock
is selling at 90 and that the holder of 100 shares, although
believing that the stock will rise, nevertheless desires td
protect himself against a possible decline. This he may
accomplish through the purchase of a ‘‘put,’’ which, let us
assume, is purchased by the payment of a premium of
$200 and grants the holder the right during a period of
three months to deliver the hundred shares to the seller of
the option at a price two points below the market price
at the time the put was purchased, or at 88. Should the
price decline to 80 the holder of the stock in the absence
of the put, would be confronted with a loss of 10 points.
Being the holder of a ‘‘put,’’ however, he has the right
to deliver the same at 88, and his loss is limited, therefore,
to the difference of two points ($200) between the pur-
chase price of 90 and the ‘‘put’’ price of 88, plus the
premium of $200.

Again, let us assume that, with the stock selling at 90,



76 THE STOCK MARKET

a hundred shares are sold short, and that the short-seller,
while believing that the stock will decline, nevertheless
desires to protect himself against a substantial rise. This
may be accomplished through the purchase of a ““call’’
which, let us say, is obtained for a premium of $200 and
grants the holder the privilege, during a period of three
months, of calling the stock from the seller of the option
at a price two points above the market, or at 92. Now
should the price rise to 100 the short-seller would face, had
he not secured the protection of a call, a loss of ten points
in order to purchase the stock for delivery on his short
sale. The possession of the ‘‘call,”’ however, gives him the
privilege of calling the stock at, 92, thus again limiting his
loss to the difference of two points ($200) between the
sale price of 90 and the call price of 92, plus the premium
of $200.

Frequently, and in a manner similar to the foregoing
illustrations, ‘‘puts’’ and ‘‘calls’’ are used by those who
already are fortunate enough to have a considerable pro-
fit on their purchases or short sales, which they do not de-
gire to take because of a further expected rise or decline,
but which they nevertheless wish to protect against vio-
lent price fluctuations. In such instances privileges serve
the purpose of protecting profits rather than of limiting
losses. Although rarely used for the purpose, I have had
my attention called to a few instances where a ‘‘put,”’
issued by a thoroughly reliable firm, was accepted by a
financial institution, in lieu of further margins, in order
to protect a customer’s loan against the contingency of an
indefinite market depression of the collateral deposited as
security.

Reference should also be made to the practice of ‘‘trad-
ing against options.’’ Often the holder of a ‘‘put’’ or
‘“call’’ may wish to take advantage of market movements
and make several turns during the life of his option. Thus,
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in case the stock, upon which a call has been purchased,
should advance so rapidly as to warrant a belief that a re-
action in price will follow, the holder of the ‘‘call’’ may
sell the stock short in the open market ‘‘against his op-
tion.”’ Then, should the stock decline in price as expect-
ed, it may be purchased at the lower figure, and still leave
the speculator in possession of his option. Possibly before
the expiration of the call, the fluctuations in the stock may
enable the making of one or more additional sales and re-
purchases. If at any time, when a sale has been effected,
the stock should not decline as expected, but instead
continues to rise, the holder of the ‘‘call’’ has his option
to fall back upon and his loss will be limited in the manner
previously indicated. A like procedure of trading
against his option, it is apparent, may be followed by the
holder of a ‘“‘put.”’ Similarly, a ‘‘straddle’’ may be used
as a means of protecting a dealer who makes numerous
trades in a given stock and wishes frequently to change
his position in the market. Here the process of selling and
repurchasing may be continued as often as opportunity
permits, but should the dealer at any time be caught by
a market rise following a sale, he may fall back upon the
‘‘call’’ feature of his ‘‘straddle,’’ or should the market
decline following & purchase, he will be protected by the
‘“‘put’’ feature. Dealers, as we have seen, serve to make
a market more continuous in character. And in this con-
nection their calling may, if they choose, be rendered less
hazardous, since ‘‘straddles,’’ ‘‘puts,’’ or ‘‘calls’’ may be
used as 8 means of insurance against excessive loss. From
this standpoint privileges may be described as term insur-
ance policies that, in consideration of a definite cost,
change a speculator’s position from one of great uncer-
tainty to one of approximate certainty.

The uses of privileges, however, are by no means con-
fined to the insurance function. As was stated at the be-
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ginning of this chapter they may be used, for example, as
a method of operating in stocks without actually buying
or selling the stocks. Thus, let us assume that a consider-
able advance is expected in a given stock and that a specu-
lator does not care to hazard a large sum or does not
desire to take the risk of purchasing the stock by deposit-
ing the customary margin against a speculative purchase
and assume the liability of further margin calls in case
of a decline. Instead of undertaking a margin trans-
action, this speculator may follow the plan of procuring a
“‘call’’ for a period of, say, three months for a premium
of $200 and with the ‘‘call’’ price two points above the
current quotation. Now whatever the course of the mar-
ket may be, the option holder’s liability is limited to the
cost of the ‘“call.”” Should the stock, however, advance
sufficiently above the ‘‘call’’ price to make it seem advis-
able to take a profit, the option holder may sell short in
the open market, and then exercise his right of calling the
stock for purposes of delivery against his sale. If, how-
ever, the market should decline instead of rise, the option
holder may allow his ‘“call’’ to lapse, and his loss will be
limited to the premium paid.

Privileges have also at times been used by manipulators
with & view to influencing the opinion of the speculative
community. Offering ‘‘puts’’ freely at small premiums and
at prices near the market price would seem to indicate
confidence on the part of the option seller in a future rise
in the price of the stock under consideration ; while a will-
ingness to sell ‘‘calls’’ on liberal terms would seem to in-
dicate the contrary. By their apparent readiness or un-
willingness to sell privileges, large operators have at times
sought to mislead the street as to their true market posi-
tion. At other times ‘‘puts’’ or ‘‘calls’’ have been freely
sold by leading operators because they were anxious to
accumulate or distribute certain lines of stocks and were,
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therefore, entirely willing to receive premiums on priv-
ileges and have the stock delivered to them in case of
‘‘puts,’’ or called from them in case of ‘‘calls.’”” In other
instances, the free sale of ‘‘puts’’ has constituted an im-
portant part in the operation of a corner.® Sometimes also
privileges have been used to facilitate advertising and sell-
ing campaigns, the party in charge of the campaign being
either offered a ‘‘call’’ entitling him to demand stock
from time to time at a stipulated price in order to meet
his sales, or a ‘‘put,’’ in case he possesses the entire issue,
entitling him to deliver back any unsold portion.

No discussion of privileges is complete that does not
refer to the common practice of using this type of contract
for purely bettihg purposes. This unfortunate misuse to
which the American option, since it may be exercised at
any time during the option period, so easily lends itself,
bas been the cause of much adverse criticism, has led to the
adoption of anti-option laws and stock-exchange prohibi-
tions, and has chiefly been responsible for the general fail-
ure to appreciate the legitimate functions. The practice
referred to consists of the nse of ‘‘puts’’ or ‘‘calls’’ as bets
upon price fluctuations without any intention of effccting
an actual delivery of securities. Not wishing, for example,
to sell a stock in the open market a person may, as we have
seen, purchase a ‘‘put’’ instead. Now should the price of
the stock fall sufficiently it is assumed that he will purchase
the requisite number of shares in the open market at a
price below the delivery price as stipulated in the ‘‘put,’’
and upon delivery of the stock to the seller of the option
will net the difference between the ‘‘put’’ price and the

¢ As illustrating useof n euen“p " see in re
Chandler, IBAmLReg 0. Tho relates to a corner
in oats, and Cha.ndler,mordertoxm ress the market with his ability
lt:)mmhmthemﬂstedpnee,fmlyo ered to sell “ puts ”’ on extremely
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lower market price at which the stock was bought, less
the cost of the option and the commission on the purchase.
Similarly, a ““‘call’’ may be purchased in anticipation of a
rise in price, thus enabling the holder to call the stock with
a view to selling it in the market at a higher price. Very
often, however, actual purchases or sales in the market are
not effected by those who purchase privileges, and in fact,
the parties to the agreement never intended that there
should be an actual delivery of stock. Instead, the settle-
ment consists of a payment of the difference in price, thus
making the option a pure bet on price fluctuations.

Attitude of the Courts Towards Options.—The frequent
misuse of privileges naturally causes one to question the
legality of such contracts. The legal status of privileges,
however, has been clearly determined by the courts of the
several states. In the absence of statutes prohibiting priv-
fleges, the courts have enforced such contracts where the
facts did not clearly show that the agreements were mere
wagering arrangements and that the parties thereto merely
intended to settle differences. ‘It is perfectly plain,’’
writes Dos Passos,® ‘‘that in England, as in the United
States, these options frequently represent real transactions,
and that there may be a bona fide intention of delivering or
receiving stocks when they are issued.’’ In the case of Story
vs. Salomon, 71 N. Y. 420, the legality of a ‘‘straddle’’ was
considered, the defendants contending that the contract
violated the statute against gambling.” Here the legality
of the contract was upheld on the ground that there was
nothing illegal on the face of the contract in the absence of
proof to the contrary. In commenting on the case, Dos
Passos gives the following explanation :8

¢ Dos Passos, A Treatise on the Law of Slock Brokers and Stock
Ezchanges, 2d ed., vol. 1, p. 603.

7 For a later stabement of the law concerning privileges see Harris

9. Tumbridge, 83 N. Y
8 Dos Passos, op. cu,p 605
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‘““One may pay for an option to take at a future day,
at a certain price, a farm, or article of personal property,
and most contracts for the purchase or sale of merchan-
dise at a future time are made with a view to the mar-
ket price on the day of performance. There is always
an element of speculation and uncertainty as to that;
but it has never been supposed that there is any betting
for such contracts. The court in such a case will not
infer an illegal intent unless obliged to; and the trans-
action,- unless intended as a mere cover for a bet or
wager on the future price of the stock is legitimate. If it
had been shown that neither party intended to deliver or
accept the shares, but merely to pay differences according to
the rise or fall of the market the contract would have been
illegal. But, in the absence of such evidence, upon the
above reasoning the contract was sustained.’’

Factors Determining the Price of Options.—To have
their business yield reasonably dependable profits, experi-
enced sellers of privileges are careful to avoid a hit or
miss policy and to follow a fairly scientific plan for deter-
mining the cost of the options they offer, the line of rea-
soning resembling that followed by insurance companies
in arriving at their premiums. Naturally the cost of a
“put,’”’ ““call,”’ or ‘“straddle’’ will depend largely upon
the length of time during which the same is to run and
the extent of the difference between the current market
price and the price named in the agreement. The shorter
the period and the greater the difference in prices, the less
likely is the buyer of the option to exercise the rights under
the agreement.

But to determine safe premiums and differences in prices
it is desirable for the seller of privileges to arrive approxi-
mately at the past average fluctuations of the stock under
consideration during the various periods of time, such as
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one week, one month, two months, ete., for which the options
are offered. These average fluctuations correspond to the
average loss ratio as determined by insurance companies,
and the cost of meeting these average fluctuations corre-
sponds to the ‘‘net premium’’ in insurance. Just as insur-
ance companies must add to the net cost in order to allow
for expenses and profits, so the experienced seller of priv-
ileges arrives at his gross cost by adding (1) a fair margin
of profit, and (2) an allowance for contingencies. In the
insurance business, it is also highly desirable to secure a
sufficiently large number of risks and to properly distribute
them in order to reap the benefits of the law of average.
Correspondingly, the experienced seller of privileges will
seek not only to do a sufficiently large business but to scat-
ter the risks sufficiently over different stocks, that is, to
accept risks on approximately the same amounts of stock
at regular intervals of time.

Despite these precautions, however, unusual conditions
may be expected to arise suddenly in a market so sensitive
to current economic changes and rumors as the stock mar-
ket. Thus at one time the market may be steady as a whole,
while at other times the fluctuations may be wild, owing to
financial strain, changing crop prospects, far-reaching legis-
lation, scarcity of stock for delivery purposes, or some other
cause. Again, the nature of a particular stock, or class of
stocks, may be such as to cause sudden economic changes
to bring about more violent fluctuations than occur in other
sections of the market. Such uncertain factors require the
seller of privileges to be on his guard at all times. He must
constantly ascertain the importance of special influences that
affect a particular stock or the market as a whole, and that
arc likely to change the average result during the period
of the option. Moreover, where privileges may be exercised
at any time before maturity, and, as we have seen, American
options differ from London options in this respect, the seller



OPTIONS AND THEIR FUNCTIONS 83

of the privileges, where the circumstances seem such as to
justify a reversal of his position under the agreement, may
hedge a ‘‘call’”’ by buying, or a ‘‘put’’ by selling short,
all or part of the stock against it.
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CHAPTER VII
ARBITRAGING

Definition and General Nature.—The practice of ‘‘arbi-
traging’’ has its origin in the fact that the price of a given
security, commodity, or other subject matter, may be lower
in one market than jt is at the same time in some other
market. The term refers to the practice of buying and
selling the same subject matter, or two subject matters
closely and inherently related to one another as regards
price, almost simultaneously in two different markets with a
view to clipping the difference in prices as a profit. Where
both of the markets are within this country, the trans-
action is labeled as ‘‘domestic arbitrage,”’ to distinguish it
from ‘‘foreign arbitrage,’”’ which involves two markets lo-
cated in different countries.

Numerous markets afford illustrations of the practice.
Thus there may be arbitraging in stocks, bonds, or lead-
ing commodities. The marine-insurance business has
often afforded a prominent field for international arbi-
traging,! and the same is also true of the foreign-exchange
business.®* Again, interest or dividend bearing securities
may be sold and commercial paper purchased. Or there
may be arbitraging in interest rates, money being borrowed
at a lower rate than the dividend or interest return obtain-
able from securities purchased with the borrowed funds.?

1 See Huebner, Marine Insurance, p. 167. New York, 1920.
*See Deutsch, Arbitrage in Bullion, Coins, Bills, Slocks, Shares

and Options.
8 See Chap. XVIII. .
84
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Other leading cases of arbitraging are: between a bond
and a stock into which the bond is convertible;* be-
tween a stock and ‘‘privileged subscriptions’’ giving the
holder the right to subscribe to new shares in the same
corporation;® and between two stocks that have a fairly
fixed price relationship to each other owing to a merger or
other consclidation. Of these various.forms of arbitrag-
ing, that pertaining to the stock market, and especially to
the New York and London Stock Exchanges, has been by,
far the most important. This branch of arbitraging there-
fore, will be made the basis of this chapter with a view to
explaining its nature, requirements, and services.
Stock-Exchange Regulations Concerning Arbitraging.—
Domestic arbitraging had its first real development with
the installation of improved telegraphic communication
between American cities, and foreign arbitrage with the
laying of the first successful trans-atlantic cable in 1868.
Unrestricted growth, however, did not seem to meet with
favor by the nation’s premier Exchange. In 1898 the
New York Stock Exchange adopted a resolution prevent-
ing arbitraging by any of its members on the plea that
the ‘“‘sending of continuous quotations, or quotations at
frequent intervals, by members of this Exchange from the
floor of the Exchange, is detrimental to the interest and
welfare of the Exchange,’’ and that ‘‘trading between this
Exchange and that of any other city in the United States,
based upon quotations from the floor of this Exchange,
has resulted in practically ignoring the commission law.”’*
This action, which was later extended to cover arbitraging
with the Consolidated Exchange of New York, had the
effect of reducing the volume of domestic arbitrage to
very limited proportions. As far as the New York market

Chap. XVI.
$ 8ee Chap. XVII.
¢ Constituticn of the New York, Stock Exchange, p. 80.
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was concerned, this business could henceforth be conduct-
ed only by non-members who, being obliged to pay com-
missions and also lacking the floor facilities so necessary
to successful arbitraging, would be at a decided disadvan-
tage in conducting this type of business. In 1911 a second
resolution was adopted 7 which resulted in greatly reduc-
ing foreign arbitrage. The effect of this resolution was
to limit the business to non-members, or to members whose
London or other foreign correspondents were also mem-
bers of the New York Stock Exchange.

Despite these restrictions, however, foreign arbitraging
increased in volume until the commencement of the World
‘War, when most abnormal circumstances caused its entire
cessation. The conditions referred to are several, namely:
(1) Government control of cables and their use for only
essential messages; (2) pressure of Government business
on banking firms to such an extent as to preclude the
continuance of many lines of activity formerly pursued;
(3) prohibition of code messages by the British Govern-
ment; (4) refusal of the markets, owing to abnormal con-
ditions, to promptly respond to the arbitrager’s opera-
tions, thus necessitating shipment of securities to 8 much
greater degree than formerly; (5) an enormous increase
(some 600 per cent over pre-war rates) in the cost of ship-
ment and insurance combined; and (6) the British Gov-
ernment’s prohibition of the initiation of arbitrage opera-
tions by London houses. According to advices received
in June, 1921, arbitraging between New York and London
had not yet been resumed to an appreciable extent. With
the lifting of the British Treasury restrictions some of the
international houses attempted to resume but found it to
be practically impossible under the existing conditions of
the London market. The cash basis on which business

7 Constitution of the New York Stock Exchange, p. 81 .
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was done on the London Stock Exchange and the absence
of short contracts practically precluded speculative trans-
actions, with the result that the London market was so
non-continuous in character that arbitrage transactions
could not be undertaken with any degree of confidence.
Added to this, was the further element of uncertainty
created by the extraordinary unsettlement in foreign ex-
change rates. Nor could arbitraging be conducted between
New York and Amsterdam, owing to slowness of cable com-
munication. It was stated recently, that it took about five
hours to get a cable through between these centers, so that
by the time an order reached Amsterdam a change in
market quotations might easily show a large loss instead
of a profit.

With the return of more normal conditions, however,
the disastrous effects of present limitations are likely to
gradually wear off. The balance of this chapter will treat
of conditions as they were at the commencement of the
World War, in the belief that with the removal of existing
obstructions international foreign-exchange houses will
again resume arbitraging on a scale fairly commensurate
with pre-war years.

Degeription of New York-London Arbitraging.—This
branch of the business has nearly always been handled
primarily by certain international banking firms, in nearly
all cases British, French, and German, which also engaged
in the business of foreign exchange. In 1901 we are ad-
vised, only about a dozen such firms operated between
New York and London. At the commencement of the
War, in 1914, the number of firms possessing arbitrage de-
partments had increased to 20. We are also advised that
the volume of arbitrage transactions between New York
and London would at times aggregate 100,000 shares per
day, involving 5,000 or more cable messages.

Between London and New York there is a difference in
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time of nearly five hours (4 hours, 55 minutes, and 59
seconds to be exact), so that when the New York Stock
Exchange opens at ten A. M. it is four minutes of three in
London. But while the London Stock Exchange officially
closes at three P. M., the very time when operations on
the New York Stock Exchange commence, trading con-
tinues or the floor in American stocks until four P. M.
After that trading is transferred to the curb market where
it may continue until the close of the New York market,
or eight P. M. London time. .

Owing to the aforementioned difference in time, New
York arbitrage houses receive quotations from their Lon-
don correspondents before the New York Stock Exchange
opens. In fact, London two P. M. quotations reach New
York shortly after nine A. M., and later quotations con-
tinue to flow in regularly. These quotations are at once
reduced to their New York equivalents, a process to be
referred to shortly, and are then conveniently tabulated
for immediate use as soon as the first New York quota-
tions make their appearance. Only a few minutes will
suffice, following the opening of the New York market, to
make important sales of the leading arbitrage stocks, in
that market, to collect the quotations, and to have them
transmitted to London by experienced operators.

Of fundamental importance to the business is a cable
service capable of keeping pace with the fractional differ-
ences as they occur in the two markets. It is only through
this means that the arbitrager may hope to remain con-
stantly posted as to the differences in quotations, and to
continue to make transactions almost simultaneously in
the two markets. In fact, there are instances of so-called
‘‘three-cornered foreign arbitrage,”’ involving the same
security listed on three international exchanges.

Transmission facilities for abitraging purposes are or-
ganized solely with a view to speed and economy. At the
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New York end of the line, deseribing operations as they
existed at the outbreak of the World War when arbitra-
ging had to be suspended, most of the important arbitrage
stocks were traded in at ‘‘posts’’ arranged near the railing
along the south wall of the Stock Exchange. Here rep-
resentatives of the arbitrage houses were assigned posi-
tions, and pneumatic tubes enabled them to connect
promptly with the cable offices located downstairs. Simi-
larly, at the London end of the line arbitragers’ clerks
also had desk accommodations at the cable offices. The
speed with which these clerks managed to transmit mes-
sages back and forth between the two continents was truly
astonishing. To complete an arbitrage transaction it
is necessary that the ocean be crossed twice, once by the
order to buy or sell, and again by the return message
advising that the order has been executed at the given
price, and on each of these trips the cablegram, it is stated,
must pass through the hands of at least three operators.
All of this was ordinarily accomplished in the remarkably
short space of about four minutes, and in some instances
only three minutes.® Probably no more rapid means
of communication can be found in any other type of bus-
iness. Moreover, to save time and money, all cablegrams
are reduced to the smallest proportions. Three or four
words will serve to send all necessary information with
respect to orders involving several thousand shares, and
a single letter is often made to stand for the name and
address of the sender and the exact time of the dispatch.
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Conversion of London into New York Prices.—Speedy
communication, however, is not the only difficulty that
presents itself in foreign arbitrage. Numerous other com-
plicated factors must claim the arbitrager’s attention, and
add to the complexity of his work. There are stamp taxes
and commisions to consider, as well as interest charges,
constant fluctuations in money rates both here and abroad,
cable tolls, costs of insurance and other shipping expenses,
the fortnightly settlement system abroad as contrasted with
our practice of daily settlements, rates of foreign ex-
change, and different methods of quoting prices.

Of these various factors, the last two are very important
and deserve a brief explanation. Unless reduced to their
mathematical parity, a given London quotation is con-
siderably higher than its New York equivalent. This is
due to the fact that quotations in the two markets are not
on a par. American securities are quoted in the London
market on the arbitrary basis of $5.00 to the pound ster-
ling, whereas, under normal exchange one pound sterling
equals only $4.8665. The ratio of exchange, however,
will fluctuate considerably from time to time, the rate
having been as high as $7.00 to the pound sterling at the
commencement of the War and as low as $3.50 within the
past year.

To overcome the inaccuracy of this arbitrary method
of quoting American stocks in London, it is necessary for
arbitragers to reduce London quotations to an exact
parity with those of New York. This is usually done by
‘““multiplying the London price by the New York price
and demand sterling, and dividing the product by five.”’
Compilations of this sort, however, will prove burden-
some when we reflect that foreign-exchange rates, as well
as stock prices in both markets, are constantly changing,
and that speed in effecting transactions is essential if
any profit is to be realized from the small differences in
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price prevailing in the two markets. Conversion tables®
have thus been prepared for the special use of arbitragers
and for the purpose of avoiding delay as well as errors.
These tables contain columns representing the various
possible exchange rates, and under each column will be
found the London quotations and their New York equiva-
lents.

Methods of Olosing Transactions.—Having made his
purchase and sale in the two markets, the arbitrager will
naturally wish to settle these two transactions at the earli-
est opportunity. Otherwise, through repeated transac-
tions his account is apt to pile up in each of the two markets
to a point that will preclude further arbitraging operations.

Three methods of settlement are available. One of
these involves the shipment of securities from the market
in which they were bought to that in which they were
sold. Except in rare cases, principally when the market
refuses for considerable periods of time to respond to the
arbitrager’s operations, this method is avoided owing to
the expense, trouble, and inconvenience involved. The
more the arbitrager can reduce his shipments, the greater
will be his profit. Such shipment between New York and
London not only requires about one week in transit, but the
securities must be sent by registered mail adequately in-
sured against fire, theft, and marine perils. Marine in-
surance companies, moreover, grant insurance on securi-
ties only if the contents of each package is limited to about
$30,000. In domestic arbitrage, however, a considerable
number of firms do not insure securities sent by registered
mail, but simply have the certificate numbers certified to
by a notary public with a view to obtaining new certifi-
cates from the issuing corporations in case of loss.

A second method, and by far the most generally used,

*Bee B. A. Nelson, The 4, B, C, of Options and Arbitrage, for a
samplo of such a table.
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consists of balancing the account in the two markets.
Whereas the New York market may have been lower than
London when the arbitrage transaction was originally
made, prices may soon rearrange themselves in such a
manner that the London market is lower than New York.
When such a situation presents itself, the arbitrager will
reverse his transactions, that is, will sell in the market
where he is long of stock, at the same time buying in the
other market to cover his short sale. If possible, arbi-
tragers will attempt to close their transactions every day.
But if the difference in prices between the markets con-
tinues in the same direction, they will extend their long
or short position over a week, a month, or even longer.
In other words, they will continue to accumulate stock by
purchases in the low market, while at the same time sell-
ing-short repeatedly in the higher market and borrowing
the stock to fulfill delivery. This extended position is
taken, however, solely in the hope that the two markets
will reverse themselves with respect to prices and that they
can then sell their accumulation of securities in the higher
market, and buy in the same amount in the lower mar-
ket in order to liquidate their loans. The more arbi-
tragers there are, it may be added, and the greater the
volume of their transactions, the more likely it is that
such balancing of acecounts can be effected.

Sometimes arbitrage firms also arrange to exchange
securities with one another. While one firm may be long
of a certain stock in New York and short in London, some
other firm may be short in New York and long in London
with respect to the same security. Here an opportunity
presents itself for the two firms to match their opposite
accounts. Although easy and simple in its application,
this method is seldom resorted to, chiefly for the reason
that other arbitrage firms will in most instances be in
the same market position with respect to any given stock.
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Factors Necessary to Suocessful Arbitraging.—To
make arbitraging profitable it is practically necessary
that the arbitragers have a membership on both of the
exchanges between which operations are conducted. In
most instances the margin between prices is so small as
to leave no profit whatever if the arbitrager is obliged
to pay commissions customarily charged non-members.
Since speed is the very essence of success, it is essential
that the arbitrager have facilities always at hand for the
instantaneous transmission of quotations between the
markets in which he is operating. Only by this means
can he detect differences in prices immediately upon
their appearance, determine whether or not it is profit-
able to make a transaction, and transmit immediately
all messages of actual transactions so that both ends of
the line may be kept fully informed. Aside from this equip-
ment, however, there must be a continuous market for the
securities in both the centers used by the arbitragers, and
such a market, it has already been explained, requires
for its existence the presence of a large speculative class
and the practice of short-selling on a comprehensive scale.
It is for this reason that arbitraging is practically confined
to large and very active stocks, such issues being com-
monly characterized in the daily press as constituting the
‘‘arbitrage group.’”’ Nor should trading in this continu-
ous market be limited through governmental or other
artificial restrictions, such as prevailed after the com-
mencement of the World War.

The short sale is also a prime necessity in the sense
that in nearly every arbitrage deal the arbitrager must
be a short-seller in one of the markets. Too much em-
phasis cannot be given to the fact that elimination of
short-selling would destroy the very basis for profitable
arbitraging between markets. . The arbitrager must also
be given the privilege of borrowing and lending stocks in
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both markets since he relies upon this practice as the
cheapest way of carrying his two transactions until they
are closed. In the market where the short sale was made
the arbitrager will necessarily want to borrow the stock
in order to fulfill delivery in accordance with the rules of
the market. On the other hand, in the market where the
arbitrager is long of stock he will want to employ it as
a lender in the market with a view to raising funds for the
conduct of his business.

Benefits Resulting from Arbitraging.—On the surface
arbitraging would seem to consist simply of the clipping
of small profits. Such profits undoubtedly constitute the
motive for certain dealers engaging in the practice. Were
this factor the only consideration, the subject would
hardly merit a separate chapter. In reality, however,
arbitraging results in several important indireet advan-
tages highly beneficial to the business community, and it
is for this reason that the subject should be understood
by the general public. Briefly stated these advantages
are:

1. Level Prices in the Various Markets—Buying in the
low market will tend to raise the price in that market,
while selling in the other market at the same time will
tend to lower the price in that market. The result is
that any difference in the price of a given security will
soon be extinguished. Arbitragers thus prevent the con-
tinuance of unnatural differences in prices by supplying
a demand in one market from stocks of another. It is
largely owing to this factor that prominent international
stocks, listed on the world’s leading exchanges, are said
to ‘‘have but one price, a world price.”” With respeet
to the ‘‘arbjtrage group’’ of securities, arbitraging thus
serves to minimize distance and practically to make a
world market of the several exchange centers where such
securities happen to be listed. The investment and specu-
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lative element in the market is thus given advantage of
the same price level, irrespective of location. In our
leading produce markets, grain, cotton, coffee, ete., this ad-
vantage is even more apparent. Here arbitragers not only
bring into proper relationship the several markets as re-
gards transportation and carrying charges, but also the
various monthly delivery periods on future contracts, the
various grades of the product under consideration, and
even, as in grain, the various kinds of closely allied crops.
Conditions of fairness, considering all time and distance
charges, involving transportation, warehousing, interest,
and insurance costs, are thus established for all market
interests, irrespective of locality and time. As stated on
another occasjon:® ‘‘Through the constant watchfulness
of arbitragers all leading markets are kept in line with
one another. Grain, like water, will seek its level. It
is made to move from the center where it is plentiful to
places where it is not so plentiful. Instead of chaos we are
given a harmonious relationship between different
markets, between grades, between the several monthly
periods, and even between different kinds of grain.’”’

2. Facilitates the Settlement of International Debts.—
Reference has already been made to the fact that most
of the arbitraging between New York and London has thus
far been limited to the operation of old and well estab-
lished banking firms that are also dealers in foreign ex-
change. Such firms often find the security market an
easier and more profitable means of settling the inter-
national debts of their clients than is afforded by any of
the other methods of conducting a foreign-exchange bus-
iness. Thus let us assume that ‘‘A,’”” an American im-
porter in New York, owes $100,000 to ‘“B,”’ an English

. % Huebner, “ anchom of Orpnued Iiw M&r‘kv‘oﬁ' 12ublnbed
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exporter in London. If prices on the New York and
London Stock Exchanges are such as to justify the tran-
saction, an arbitrager in New York, ‘‘X,’’ who is also
a dealer in foreign exchange, can settle the debt of ‘“A’’
with the funds of some London purchaser of stock, at the
same time paying for the stock bought in New York with
the funds received from ‘‘A.”’

The process of the deal may be outlined as follows: A’
pays the $100,000 he owes ‘‘B’’ to ‘X'’ for transmission
to London. But “X,’’ instead of buying exchange, ob-
serves that a certain stock is sclling for $100 in New York,
while the London price, reduced to the New York parity, is
$1001%. Such a difference affords a profit greater than that
obtainable by any of the ordinary methods of settling
‘“A’8’" debt. Accordingly, ‘‘X’’ cables an order to ‘‘Y,’”’
his London representative, to sell 1,000 shares of the stock
on the London Stock Exchange, at the same time buying
1,000 shares in the New York market. The London pur-
chaser is then asked to pay the purchase price of $100,500
to ‘Y,’”’ whereas payment of the $100,000 on the purchase
of the stock in New York is made by ‘‘X’’ with the $100,000
received from debtor ‘“A.’’ ‘Y’ is instructed by ‘X'’ to
pay $100,000 to ‘“B,’’ and the difference of $500 between
the New York purchase and London sale prices is credited
by “Y’’ to ““‘X’s’’ account. ‘‘A’s’’ debt to ‘‘B’’ has thus
been settled without the purchase of a bill of exchange,
and ‘‘X’’ has realized a profit of $500 minus commissions,
cabling expenses, transfer and stamp taxes, and overhead
office expenses. The stock held long in New York ‘X'’ may
at once lend in that market to obtain funds for the conduct
of his business, whereas his short sale jn London may be
kept open through the borrowing of stock in that market.
In this way, ‘“X’’ is enabled to avoid the costly shipment
of securities from New York to London. Later, prices in
the two markets may be reversed, the stock selling slightly
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higher in New York than in London. This gives ‘‘X’’ his
opportunity to sell the 1,000 shares he is holding in New
York, at the same time covering his short sale in London
with a purchase of an equal amount. In all probability a
second profit has resulted from this reverse transaction.
In fact, this time the purchase in London and the sale in
New York may have served to settle the indebtedness of a
London importer to some New York exporter.

3. Increases the €ontinuous Character of the Market.—
By taking advantage of the smallest differences — eighths
and quarters and even sixteenths, since the London mar-
ket permits quotations at such small variations — arbitrag-
ers greatly assist in the making of a continuous market in
all the securities in which they operate. Before the War,
as already stated, arbitraging between New York and Lon-
don sometimes involved aggregate transactions of over
100,000 shares per day. Through the initiation of these
numerous transactions, arbitraging constitutes a powerful
indirect factor in bringing about all the numerous benefits
to the business community attributable to a continuous
market.)* To a considerable extent also, international arbi-
traging on a large scale serves as an advertisement of
foreign securities in the American market and of American
shares in foreign markets.
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CHAPTER VIII

LEGAL STATUS AND ORGANIZATION OF STOCK
EXCHANGES

Private Oharacter of American Stock Exchanges.—Un-
like produce exchanges in the United States, which have
in nearly all instances been incorporated, American stock
exchanges are ‘‘private, voluntary, unincorporated asso-
ciations.”’ As pointed out by Dos Passos in referring to the
New York Stock Exchange!® a ‘‘voluntary association of
persons, like the New York Stock Exchange, by which each
individual broker is enabled to carry on his separate husi-
ness under regulations made alike for the protection of
himself and his client or principal, has no technical name
or place in the law.... An jnstitution like the stock ex-
change is an anomaly of the law. It is amphibious in its
nature; for, without being either a corporation or a partner-
ship, it possesses some of the characteristics of both.”” It
resembles a corporation in that it may adopt a constitution
and by-laws, binding upon the members of the association,
and has, unless voluntarily dissolved, a continued existence
unaffected by the death, resignation, suspension, or removal
of members. It differs from a corporation in that it has no
charter and has not been organized in pursuance of any
statute or legislative act; has received no special privileges
from the state, and therefore owes no special duties to the
public; has issued no stock to its members, who have there-
fore no claim to property ri_ghts in the association as stock-

1J. R. Dos Passos, Treatise on the Law of Stock Brokers and Stock
EBzchanges, pp. 20, 22.
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holders; and, since the privilege of membership is derived
exclusively from the exchange that grants it, it may confer,
refuse, or withdraw such privilege.

Despite the great importance that the New York Stock
Exchange has assumed as an integral part of the nation’s
financial system, it, and the same may be said of other un-
incorporated stock exchanges of the country, has preserved
its purely private character. No special legislation controls
the Exchange and all transactions on its floor are govermed
by its own rules and by the customs, usages, and laws that
regulate such transactions everywhere.

The importance of this private character of American
exchanges becomes apparent when comparing our practice
with that prevailing in Continental Europe. In France
and Germany, for example, exchanges exist by special legis-
lation. The Paris Bourse is virtually given a monopoly
by the French Government in listed securities and its mem-
bers practically hold government office, being appointed
by the President of the Republic and giving to the Govern-
ment a prescribed bond. The manner of dojng business
is also carefully regulated by the Government and all pre-
rogatives of the members are prescribed. In Germany,
likewise, all exchanges are established with the permission
of the Government, which exercises important eontrol over
their operation. Many phases of stock-exchange business,
including the Clearing House Association, are subject to
state regulation, the Government being represented in the
directorate of the exchange either by a state commissioner
or other officials. All regulations of the exchange must be
approved by the Government, and many phases of the
conduct of business that jn the United States are purely
matters for the exchange to settle, must be referred for
approval to the legislative or executive branches of the
Government. Brokers in most instances must also take an
oath of office. Furthermore, the state, unlike the practice
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in the United States, regulates the publication of quota-
tions, the listing of securities, the types of orders, and even
goes s0 far as to designate the classes of persons who may
do a speculative business.

Property Rights Possessed by Exchanges.—So long as
there is no violation of their rules or of equitable principles
of trade, exchanges are not directly concerned with the con-
tracts between members and their principals. They do no
business unless the ownership of certain property interests
may be so regarded. In this respect they have a property
interest in their building sjtes, and in the income derived
from the collection and sale of quotations, the dues paid by
members, and the fees charged for listing securities.

In view of the intimate relationship borne by stock ex-
changes to the financial and commercial life of the nation,
the question as to whether such exchanges are legally quasi-
public institutions charged with special public duties has
been raised a number of times in the courts. This question
has arisen most frequently in connection with the right of
a stock exchange to control the publication and distribu-
tion of quotations representing the transactions on its floor.
The courts, in their decisions, have invariably referred to
the private, voluntary, unincorporated nature of the stock
exchanges. As regards the Chicago Board of Trade, an
incorporated body, the Court (127 Ill. 153) rendered a
decision to the effect that:

‘‘Having so conducted its affairs for many years as to
create a standard market for agricultural products, and by
acting in concert or combination with telegraph companies,
built up a system for the instantaneous and continuous indi-
cation of that market and its fluctuations, until the publie,
and all persons dealing in such products, have conformed to
this system, and until, in consequence of the general use
of that system and the usage of trade, such instantaneous
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market quotations have become necessary to the safe and
successful transaction of business, such system will have be-
come affected with a public interest, and such Board of
Trade cannot thereafter, in the furnishing of such quota-
tions make any unjust discrimination between persons will-
ing to pay therefor, and to conform to all reasonable rules
and regulations.’’

As regards the New York Stock Exchange, however, the
decisions have always been opposed to this view. In the
case of Commercial Telegram Company vs. Smith (47 Hun
494) it was claimed that the New York Stock Exchange had
no right to exclude the Commercial Telegram Company
from the privilege of collecting quotations on jts floor for
transmission to outsiders. An injunction was sought on
the ground that the Exchange existed for the benefit of the
public and that its refusal to give quotations was against
public policy. The Court, however, pointed out the private
status of a stock exchange and concluded that:

¢‘The claim that the Stock Exchange has no right to ex-
clude the Commercial Telegram Company from its floor
upon the ground of public policy evidently proceeds upon
an entirely erroneous theory. The exchange is a private
association; it has the right to admit to its floor whom it
pleases; it obtains nothing from the State except that pro-
tection which the law affords to every citizen; it has sought
no special privilege and obtained no special powers. It is,
therefore, just as much the master of its own business and of
the method of conducting the same as any private indivi-
dual within the State. It may make public the transactions
which occur within its walls or it may refuse all information
in respect thereto. No matter which course is pursued, so
long as it violates no law it has a right to conduect its busi-
ness as it pleases .... The New York Stock Exchange has
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asked nothing from the people of the State, except that
which is granted to every citizen ; it has no special privileges
under the law, it has no special rights, and the people there-
fore have no right to interfere in the transaction of its busi-
ness to any greater extent than they have in that of any in-
dividual’’ (pp. 505, 507).

Nature of a ‘‘Seat’”’ on the Exchange.—A seat on &
stock exchange is a species of property that may be de-
fined as giving to the holder the collective privileges of
membership under the constitution and by-laws of the
exchange that has bestowed such membership. This mem-
bership, or seat, can only be obtained by subsecribing to the
constitution and by-laws of the exchange, and the member
is the owner thereof only in a qualified and not an absolute
sense. In other words, he obtains the seat under certain
restrictions imposed by the exchange. The seat, for in-
stance, is not inheritable property in the absolute sense,
although of considerable value. It cannot be sold or trans-
ferred to a person whose membership would prove objec-
tionable to the exchange. Admission to the exchange
usually takes place by a transfer of membership, but such
transfer can only be made if the name of the proposed
transferee has been submitted to the Committee on Admis-
sion and has been approved by it. The peculiarity of the
property rights attaching to a stock-exchange seat is fur-
ther illustrated by many court decisions that have held that
it is not property of such a character as to be included in
the category of taxable property.* Thus one décision (San
Francisco v. Anderson, 103 Cal. 70) holds that:

‘“What such a seat is chiefly appears in the opinion of this
court in Lowenberg v. Greenebaum, 99 Cal. 192; in that

S P T Tk Bt
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case we held that a seat in said board, being merely ‘a per-
sonal privilege of being and remaining a member of a volun-
tary association with the assent of the associates,” was not
property that would pass by a sale under a common writ
of execution; and following the views there expressed we
hold that it has no such quality as make it assessable and
taxable as property. It is a mere right to belong to a
certain association with the latter’s consent, and to enjoy
certain personal privileges and advantages which flow from
membership of such association. These privileges and ad-
vantages cannot be transferred without the consent of the
association, and a forced sale of them would not give to the
purchaser the right to occupy said ‘seat.’ *’

It should also be noted that the holders of exchange seats
have no proprietary interest in the property of exchanges,
and have no right to any proportional part of it upon with-
drawing. This principle is based upon the fact that ex-
changes are not organized for gain, and that they have no
interest in the business profits of their members. Their
fundamental purpose is to furnish a convenient market
place for their members, and the ownership of property
by them as an organization is merely incidental. *‘Baut,
unlike the relation of partners,’’ according to Dos Passos,?
‘‘a member of the exchange, or his legal representatives,
has no right to call for an account of the property or a
division of the same. The interest of each member in the
property of the association js equal.”’

The market value of stock exchange seats, usually quoted
in the press whenever a transfer by sale is made, depends
chiefly upon the limit placed by the exchange upon the
number of memberships, and upon the supply of and de-
mand for such memberships. Other things being equal, the

30p. cit., p. 83.
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price of seats usually fluctuates in accordance with the act-
ivity of business on the exchanges. The membership of the
New York Stock Exchange js limited to 1,100 and in the
case of most of the smaller American exchanges the limit
ranges from 150 to 350. In some instances exchanges have
undertaken the policy of purchasing seats, if they can be
obtained at a favorable price, and retiring them by cancella-
tion. The effect of a limited membership upon the market
value of the privileges going therewith is particularly
noticeable in an exchange like the Paris Bourse where mem-
bership at a recent date was limited to 70 and where the
monopoly privileges going with the membership have at
times commanded & market price in excess of 2,000,000
francs. Fluctuations in the prices of seats on the leading
Amerjcan stock exchanges are as great as those occurring
in a representative list of leading stocks, the price of a
New York Stock Exchange membership, for.example, hav-
ing varied within the past twelve years from a minimum
of $51,000 to a maximum of over $100,000.

Preference of Exchange Members to the Proceeds of
Defaulting Members’ Seats.—In view of the large market
value often attaching to seats, it is important to note that
practically all American stock exchanges, including the
New York Stock Exchange,* have a rule to the effect that
members of the exchange, if they are creditors of an insol-
vent memter, have a preferred claim, as compared with
outside creditors, to the proceeds from the sale of the seat.
It is provided that upon the transfer of membership the
proceeds thereof shall be applied to the following purposes
and in the following order of priority:

(1) The payment of all fines, dues, assessments, and
charges of the exchange, or any department thereof, against
the member whose membership is transferred.

¢ Article XV, Section 3.
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(2) The payment of creditors, members of the exchange,
or firms registered thereon, of all filed claims arising from
contracts subject to the rules of the exchange, if, and to
the extent that, the claims shall be allowed by the Commit-
tee on Admissjons. A pro rata distribution is to be applied
if the proceeds are insufficient to meet such claims.

(3) The surplus of the proceeds, if any remains after
meeting the foregoing purposes, shall be paid to the person
whose membership is transferred or his legal representa-
tives.

Rules of this character have been frequently opposed
as repugnant to justice. Since the seat, which in New York
ranges in value from $50,000 to over $100,000, might be
the only valuable asset of the bankrupt, a practice of ap-
plying this value towards the payment of creditor members
in full to the exclusion of outside creditors is declared inde-
fensible. On the other hand, such rules are defended by
exchange members as making possible the acceptance of one
another’s obligations for large amounts.

Several times the legality of exchange rules providing
for the distribution of the proceeds of a seat in the above-
mentioned order of priority has been questioned in the
courts.® According to the facts in Hyde v. Woods, 94 U.
S. 523, a member of the San Francisco Stock Exchange
became a bankrupt and the plaintiff was appointed the
assignee. The Constitution of the Exchange contained a
provision similar to that stated above. The seat was sold,
and the purchaser thereof was duly elected, and the pur-
chase price was paid to the creditors who were members of
the exchange. The plaintiff contended that this distribu-
tion of the proceeds of the sale was an unlawful preference
within the meaning of the bankrupt law. Mr. Justice Miller
in deciding the case said:

$ Hyde v. Woods, 94 U. 8. 523; Weston v. Ives, 97 N. Y. 228, 229.
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““There is no reason why the stock board should not
make membership subject to the rule in question unless it
be that it is a violation of some statute or of some principle
of public policy. It does not violate the provision of the
bankrupt law against preference of creditors, for such a
preference is only void when made within four months
yrevious to the commencement of the bankrupt proceedings.
Neither the bankrupt law nor any principle of morals is
violated by this provision so far as we can see. A seat in
this board is not & matter of absolute purchase. Though we
have said it is property, it is ijncumbered with conditions
when purchased without which it could not be obtained.
It never was free from the conditions of article 15, neither
when Fenn bought nor at any time before or since. That
rule entered into and became an incident of the property
when jt was created and remains a part of it, into whose-
soever hands it may come. As the creators of this right —
this property — took nothing from any man’s creditors
when they created it, no wrong was done to any creditor
by the imposition of this condition.

It is said that it is against the policy of the bankrupt
law — against public policy — to permit a man to make in
this or any other manner a standing or perpetual appropria-
tion of his property to the prejudice of his general credi-
tors; and it js to this point that the numerous authorities
of gounsel are cited. They all, however, relate to cases
where a man has done this with property which was his
own — property on which he himself imposed the direction
or the incumbrance which impeded creditors.

It is quite different where a man takes property, by pur-
chase or otherwise, which is subject to that direction or dis-
position when he receives it. It is no act of his which im- "
poses the burden. If was imposed by those who had a right
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to do it and to make it an accompaniment of any title which
they give to it.”’

The Government of Exchanges.*—The internal organi-
zation of an American exchange is fixed by its constitution
and by-laws. The system of organization is virtually the
same, differing only in minor details, for practically all the
stock exchanges of the country. In fact the Constitution
of the New York Stock Exchange seems to have been used
as a model for the systems of organization prevailing with
respect to most other exchanges.

The provisions of the Constitution of the New York Ex-
change may be divided into two distinct groups, namely,
those that outline the government of the exchange, and
those that govern the business conduet of its members.
According to the first group of provisions the whole gov-
ernment of the Exchange is vested in the Governing Com-
mittee, consisting of the president, the treasurer, and
forty members, the president and treasurer being elected
annually and the forty members being divided into four
groups of ten members each, the term of office of one of
these groups expiring every year. Directly or by appeal
the Governing Committee is vested with all powers neces-
sary for the government of the Exchange, the promotion
of the Exchange’s welfare and purposes, and the regula-
tion of the business conduct of its members. It also pos-
sesses the power to appoint and dissolve all standing and
other committees; to define, alter, and regulate their juris-
diction; to exercise original supervisory jurisdiction over
all matters referred to such committees; to direct and con-
trol their actions or proceedings at any stage; and to try
all charges against members of the Exchange and punish
those who may be guilty.

¢ See Constitution of the New York Stock Exchange as revised to
February, 1920, Articles IT to X1, inclusive.
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Most of the details relating to the government of the
Exchange are delegated to 12 standing committees, which
are appointed by the Governing Committee from its mem-
bers, and which, as already stated, are subject to its control
and supervision. These committees and their duties are
the following:’

1. Commitiee of Arrangements (consisting of seven
members), which has general care of the Exchange, which
enforces all rules and regulations necessary to the conduct
of business, good order and the comfort of the members,
and which controls and regulates the quotation service and
all telegraph or telephone connection with the Ex-
change.

2. Commitiee on Admissions (consisting of fifteen mem-
bers), which considers all applications for membership and
all applications of suspended members for reinstatement to
their privileges. An affirmative vote of two-thirds of the
Committee is necessary to elect to membership, or to rein-
state a suspended member.

3. Arbitration Committee (consisting of nine members),
which investigates and decides all claims and matters of
difference arising from contracts subject to the rules of the
Exchange, between members of the Exchange, or at the in-
stance of a non-member between members and non-members.
According to the rules this Committee may dismiss any case
and refer the parties to their remedies at law, and must
so refer them upon joint request of the contestants. Its
decision is final in all cases, unless an appeal be taken by
a member of the Committee, or in cases involving a sum
of $2,500 or over when either party may appeal to the Gov-
erning Committee. When a non-member makes a claim,
he is required to execute an agreement to abide by the rules
of the Exchange, and also a full release of said claim.

7 These duties have been abstracted from the Constitution of the
New York Stock Exchange as revised to February, 1920.

)
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4. Committee on Business Conduct (consisting of five
members) whose duty it is to consider matters relating
to the business conduct of members with respect to custo-
mers’ accounts and to keep in touch with the course of
security prices on the Exchange with a view to determining
when improper transactions are being resorted to with re-
spect to these subjects. It is empowered to examine into
the dealings of any members and to report its findings to
the Governing Committee.

5. Committee on Commissions (consisting of five mem-
bers) which enforces the rules relating to commissions,
partnerships and branch offices, and which is instructed to
report to the Governing Committee any undesirable part-
nership or branch office or any violation of the commission
rules.

6. Committee on Constitution (consisting of five mem-
bers) to which are referred all additions, alterations, or
amendments to the Constitution, and which is instructed to
report them back to the Governing Committee after due con-
sideration.

7. Finance Commitlee (consisting of seven members)
which examines all accounts and vouchers and acts as a
board of audit, reporting the results of its examjnation to
the Governing Committee.

8. Committee on Insolvencies (consisting of three mem-
bers selected from the Committee on Admissions) which
investigates every case of insolvency immediately after the
announcement of the same, and after ascertaining the cause
of the failure reports the result of its examination to the
Committee on Admissions.

9. Law Commitice (consisting of five members) to
which are referred all questions of law affecting the inter-
ests of the Exchange. It acts in an advisory capacity to the
executive officers of the Exchange and is empowered, wher-
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ever it deems it necessary, to examine into the dealings of
any member of the Exchange.

10. Committee on Quotations (consisting of five mem-
bers) which has charge of all matters relating to quota-
tions, and which is entrusted with the duty of approving
or disapproving any applicant for quotations.

11. Committee on Securities (consisting of five mem-
bers) which makes the rules defining the requirements for
regularity in delivery of securities dealt in at the Exchange
and decides all questions relating to the settlement of con-
tracts subject to the rules of the Exchange, of due bills, of
irregularities in securities, or in deliveries thereof, and all
questions relating to reclamations therefor.

12. Committee on Stock List (consisting of five mem-
bers) which receives and considers all applications for the
listing of securities on the exchange and reports its findings
and recommendations thereon, together with full informa-
tion, to the Governing Committee.

Suspension and Expulsion of Members.—The power of
suspending or expelling members constitutes one of the
most important functions of an exchange in the mainten-
ance of a high standard of business conduct for the mutual
protection of the members of the Exchange as well as the
public. What the countries of continental Europe seek to
effect by statute in the discipline of brokers, American
exchanges, as unincorporated associations, aim to accom-
plish by their own rules. As pointed out by Dos Passos,®
the member of an unincorporated exchange ‘‘has no rights
of a higher dignity than those springing out of a voluntary
contract between himself and his fellow members. Such
contracts are upheld when they are not unreasonable or
contrary to law or public policy, and the member may

8J. R. Dos Passos, Op. cit., p. 73.
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thereby voluntarily subject himself to summary expulsion
for causes and in modes which would not be justified in
the case of a chartered corporation.’”

Numerous specific acts punished by the Exchange by
fine, suspension, or expulsion were stated in Chapter V
on the ‘““Regulation of Brokerage Transactions and the
Conduct of Brokers.”” Not only do American exchanges
possess the right to suspend or expel members for viola-
tion of their express rules and for fraudulent acts or mis-
statement of material facts in the application for mem-
bership, but also for certain acts that may not be speci-
fically defined by, or even mentioned in, their by-laws.
Thus, many acts not specifically punishable by suspen-
sion or expulsion under the Rules of the New York Stock
Exchange may be included under three general rules that
deserve special mention namely, Article XVI, Section 5,
declaring a member ineligible for reinstatement in case his
failure or a failure of a firm registered upon the Exchange
and of which he is a partner ‘‘has been caused by reck-
less or unbusinesslike dealing’’; Article XVII, Section 6,
providing for the suspension or expulsion of a8 member
who is adjudged guilty of ‘‘any conduct or proceeding in-
consistent with just and equitable principles of trade’’;
and Article XVII, Section 8, authorizing the Governing
Committee to suspend any member from the exchange for
a period not exceeding one year ‘‘who may be adjudged
guilty of any act which may be determined by said com-
mittee to be detrimental to the interest:or welfare of the
Exchange.”” From time to time these general rules are
given definite interpretation by the adoption of resolutions
that definitely prescribe certain acts as “‘being inconsis-
tent with just and equitable principles of trade’’ or as
being ‘‘detrimental to the interest or welfare of the Ex-
change.”’
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CHAPTER IX

LISTING OF SECURITIES

Definition and Importance of Listing.—Before the
stocks or bonds of any corporation can be dealt in on the
floor of an exchange they must be ‘‘listed,”” which means
that they must meet to the satisfaction of the proper ex-
change authorities certain prescribed standards of legal-
ity, security, and workmanship. Listing constitutes the
foundation of an organized security market. Experience
has shown the necessity of having stock exchanges com-
pel corporations, when desiring to obtain for their securi-
ties the advantages of the continuous market that an ex-
change affords, to meet reasonable requirements of pub-
licity and to issue securities in proper form. Stock ex-
changes stand between the corporations and the publie,
and one of their primary purposes should be to see that
the interest of the public is properly safeguarded in the
issuance and marketing of securities.

All stock exchanges have listing requirements which,
however, differ somewhat in their details. The require-
ments ? of the New York Stock Exchange are equal in their
comprehensiveness to those of any other American market
and will be used, therefore, as the basis of this discussion.
While ultimate control, as regards this Exchange, is vest-
ed in the Governing Committee, there is appointed an-
nually from its membership of 40 a Committee on Stock-
List, composed of five members, whose duties are to:?

1 For list of these irements see A dix VII.
! Constitutionof the gew York Btockpg:hmge, Article X1, Bection 1,
Division 12.
116
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“‘Receive and consider all applications for placing securi-
ties upon the list of the Exchange, and make report and
recommendation thereon to the Governing Committee, giv-
ing full statement concerning organization, capitalization,
resources, and indebtedness.

It shall have power to place upon the list, without re-
port and recommendation to the Governing Committee,
any obligations of the Government of the United States or
of any State or City thereof, or of a foreign State or City,
also temporary receipts issued by any corporation or firm
for part or full payment of subscription to bonds, stocks,
or other obligations; and it shall have power to direct
that any such securities or temporary receipts be taken
from the list, and further dealings therein prohibited.

It shall have charge of the arrangement and revision
of the list of securities.”’

Applications to list must be signed by an executive
officer of the corporation, must be filed with the Secretary
of the Exchange, and on notice additional printed or
typewritten copies must be filed on or before a stipulated
day prior to the date set for consideration. Every appli-
cation must be accompanied by a payment to the Ex-
change of $100 for each $1,000,000 or portion thereof of
the par value of each class of security sought to be listed.

Misoonceptions Concerning the Purpose of Listing.—
Few features connected with the mechanism of American
stock exchanges are so generally misinterpreted as re-
gards their underlying purpose as the listing of securities.
The popular conception too frequently implies that when
the New York or some other Stock Exchange admits a
security to its list it recommends that security for favor-
able consideration by investors and speculators.

This conception is entirely wrong. In listing a security
the Exchange in no sense assumes responsibility for future
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fluctuations in the price or the intrinsic worth of that
security. It expressly disclaims any intention to either
recommend or condemn any security or to associate with
its listing any guarantee of value. Its function is to make
available to the world an open and continuous market in
such stocks and bonds as meet its prescribed standards of
legality and form, and questions of price and value are
left entirely to the decision of the individual investor or
speculator. The mere fact that a security can be bought
and sold on an exchange should never be regarded as a
guarantee against the risks inherently associated with the
ownership of stocks and bonds, or as a safeguard to pro-
tect fools or unthinking individuals from the consequences
of their mistaken judgment. In fact the authorities of
our exchanges have even taken the position that an ex-
change cannot properly condemn, approve, or criticise
the reports of corporations, since by doing so the exchange
would be instrumental in passing judgment upon the value
of securities.

A moment’s reflection will show that the attitude of
the New York Stock Exchange cannot be other than that
just stated, and that no system of listing can be devised
that will be a substitute for the judgment of the indi-
vidual. In the first place the Exchange cannot make a
special investigation of the intrinsic value of the tangible
and intangible property of the hundreds of corporations
whose securities are listed, and whose property interests
are scattered all over the country. The expense and labor
involved preclude the possibility of any exchange sending
experts to all parts of the country with a view to exam-
ining, for instance, all the plants of the numerous indus-
trial corporations that apply for the listing privilege. Ex-
pert opinions might be called for but, since the business
of nearly all corporations is speculative in character, it
would be difficult to know whose valuation to accept.
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Even assuming that the tangible property of a large cor-
poration could be fairly estimated, such estimates would
only be of temporary value. The stock market is a ‘‘mar-
ket for incomes,”’ and prices and values change as the in-
come of the corporation is affected, differently at different
times, by the numerous factors that influence the prosperity
of the company. Periodical examinations would be essen-
tial, therefore, and the assumption of that duty with refer-
ence to the entire list of corporations is clearly a practical
impossibility. Nor has the Exchange the power to act as
a censor of the numerous corporation managements and
to dictate their actions and business policy.

Advantages of Listing.—If then the Exchange in no
sense recommends or guarantees the intrinsic worth of se-
curities, what is the function of listing? The answer is
that the New York Stock Exchange, for example, rigidly re-
quires every corporation seeking admission to its list to
comply with a definite set of rules, calling for several
hundred items of information, the strict enforcement of
which gives reasonable assurance to the public that the
securities are legally issued, are prepared in proper form
as regards their text, are surrounded by all reasonable
safeguards against counterfeiting or misuse, and repre-
sent, at the time of listing, a legally organized, solvent,
and going business concern. While the Exchange does
not guarantee any security, or even affirm the truthful-
ness of the statements filed by the corporation, it does
certify that due diligence and caution have been used in ex-
amining the securities with reference to the above men-
tioned features. For this reason ‘‘admission to the list,”’
to quote the Report of the Hughes Committee on Specula-
tion in Securities, ‘‘establishes a presumption in favor of
the soundness of the security so admitted,’’ and ‘‘the Com-
mittee on Stock-List constitutes one of the most important
parts of the Exchange’s organization, since public con-
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fidence depends upon the honesty, impartiality, and thor-
oughness of its work.’’

Despite its limitations, listing affords to the public and
to the corporations involved various advantages in addi-
tion to those just mentioned. The first of these is publicity,
probably the best safeguard that investors can have. Of
the various agencies that in recent years have furthered the
progress of publicity on the part of corporations, American
stock exchanges are entitled to a leading place. The service
in this respect has been rendered through two main chan-
nels, namely (1) by compelling corporations to enter into
agreements with the Exchange to furnish to their stock-
holders periodical reports of their physical and finanecial
condition, to give prompt notice of all actions with respect
to dividends, interest, or privileged subseriptions, and to
promise not to dispose of their interests in subsidiary cor-
porations, except on direct authorization of the sharehold-
ers; and (2) by making public all the facts acquired in the
process of listing.

The New York Stock Exchange has proceeded on the
theory that all the information obtained in response to the
numerous inquiries that corporations must answer as a pre-
requisite to listing (to be discussed later) should be made
public for the benefit of those who cannot have aceess to the
records of the company. In publishing the applications all
references torosy prospectuses are avoided by the Exchange,
and only the facts are recited. Consideration by the au-
thorities entrusted with listing is refused in the case of all
information that cannot be published to the shareholders,
and all facts that the Exchange obtains the public can also
receive. An application for listing, however, is considered
confidential until approved, but when approved all facts
obtained become matters of public information. Any one
applying to the Secretary’s office may secure any informa-
tion possessed by the Exchange concerning the company or
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its securities. Moreover, the agreement between the cor-
poration and the Exchange, providing for the publication
of annual reports of a complete and detailed character,
serves as a distinct benefit to investors in enabling them to
determine for themselves the merits of the securities that
they may contemplate purchasing.

Listing also gives stocks the benefit of a broad, continuous
market where sales can be effected with the least waste of
time and the smallest price fluctuations between sales, that
is, listing places stocks on a higher plane of convertibility.
This advantage 18 well explained by Lawrence Chamber-
lain in the following statement :®

‘‘Probably the error at the bottom of the listed-bond fal-
lacy is this: the difference between stock-market and bond-
market conditions is not generally appreciated. In several
respects stocks, unlisted and uncurrent, are not so desirable
as listed. Stocks as a class sadly need even the slight over-
sight that listing achieves; and as for salability, even high-
grade shares, such as those of the New England banks and
mills, suffer badly, at times,.in liquidation, for lack of a
braader market. Too generally are unlisted and uncurrent
stocks interchangeable terms. But not to such an extent,
bonds. The great system of American bond houses, which
has no like in any European country, is really an immense
exchange in itself, reaching out with its branch offices and
traveling representatives over the more settled parts of the
United States and Canada. This system, with the aid of
telegraph and telephone, fulfills for most purposes the le-
gitimate functions of an investment exchange. There is of
course no similar system for stocks—no federation of
houses, handling uncurrent and unlisted, as well as listed
stocks, that through the medium of an extended clientele

3 Lawrence Chamberlain, The Principles of Bond Investment, p. 66.
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and a highly developed street brokerage business puts buyer
and seller in reasonably quick communication. Unlisted
stocks, therefore, are not on the same plane of convertibility
as unlisted bonds.”’

Closcly associated with the greater convertibility of listed
stocks is their greater hypothecary value. Generally speak-
ing, listed stocks are more acceptable as collateral for bor-
rowing purposes than unlisted ones because they are
currently quoted on the tape and in the press; and such
quotations, as already explained, reflect under normal
conditions the judgment of the entire market and are the
expression of the combined opinion, made public by actual
purchases and sales, of those best able to analyze present
and prospective values. The greater frequency and vol-
ume of sales on an exchange, with comparatively small
fluctuations ‘between transactions, also serve as a pro-
tection to holders of collateral in case of forced liquida-
tion. In fact, the more active a security is, the less
necessary is 8 knowledge of its inherent worth for bor-
rowing purposes. This fact is so commonly recognized
that, as Chamberlain states: ‘‘the loan clerks of the New
York banks that cater to brokerage houses are too likely.
to make loans with an eye solely to the quotations of the
day.’’ Even with reference to bonds Chamberlain con-
cludes that :*

‘‘In making loans upon collateral, other conditions enter
in, which give listed bonds a decided advantage. A bank
has not the time or personal interest to investigate, as
a purchaser should, the character of collateral security.
From the nature of commercial banking, personal credit
is the specialty; collateral eredit or credit instruments are

- $Lawrence Chamberlain, The Principles of Bond Investment, p. 65.
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secondary. The national bank and the trust company
look upon listed securities as authentic; reference is easy
to current quotations as the basis for appraisal and loan.
Therefore, listed securities are, in general, more accept-
able. In taking them the bank moves along the line of
least resistance; the loan clerk has less thinking to do.”’

To purchasers and sellers of securities listing gives the
protection and safeguards that organized stock exchanges
afford in regulating brokerage transactions, in enforcing
well defined usages and customs, and in maintaining &
high standard of commercial honor among brokers. More-
over, exchange business is transacted at a uniform com-
mission and at a lower rate than is often charged for the
sale of unlisted and uncurrent securities. Holders of list-
ed securities, even though these securities may not be
pledged as collateral, also have the benefit of constant
quotations from day to day that are representative of
the general judgment, and have the assurance that they
can, at any time, and at approximately the prevailing
price, convert their holdings into cash.

Lastly, to the corporation listing affords a regular mar-
ket with daily quotations that are widely circulated
through the press and otherwise. Its securities are, there-
fore, kept prominently before the public and are given a
certain degree of advertisement and popularization. All
the preceding advantages serve to make their securities
more attractive to the public than they otherwise would
be. It is for this reason that promoters find listing on an
exchange a valuable aid in the distribution of their securi-
ties, and that financial houses interested in the flotation
of securities nearly always state prominently in their
advertisements of the issues that application has been
or will be made to list the same on certain recognized

exchanges.
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Listing Requirements of the New York Stock Exchange.
—The extent to which the New York Stock Exchange, with
$38,000,000,000 par value of listed stocks and bonds, ex-
clusive of Liberty Bond issues, has sought to safeguard
the admission of securities to its market becomes apparent
upon an analysis of its listing requirements, as published
under date of November 1, 1920.° These requirements in-
clude numerous statements and promises that may be
briefly abstracted and classified under the following nine
heads:

1. Organization of the Corporation and the Nature of
Its Securities.—For an original listing every railroad cor-
poration must recite its title, date, and state of organization,
and authority for the same; special rights or privileges ob-
tained under the charter; the amount of capital stock au-
thorized, issued, and applied for; par value; rate of divi-
dend; voting power; whether the capital stock is full paid
and non-assessable; whether personal liability attaches to
ownership; whether preferred stock has been authorized
and the preference of such stock as to dividends and distri-
bution of assets; the purpose of the issue and the applica-
tion of the proceeds; the amount issued for securities, con-
tracts, and property; and a statement of additional prop-
erty to be acquired. All listed bonds must also be fully
described as to their title, denominations, maturity, rates of
interest, form, and all other essential features. The cor-
poration must also furnish a statement of the amount of
mortgage liens and other indebtedness or liability, jointly
or severally, for leases, guarantees, rentals, and car trusts,
and the terms of payment thereof; the distribution of se-
curities and the application of the proceeds; and an income
account for one year and a balance sheet of recent date.

‘Onlythemoreimportantreqtﬁrements_mrdenedwinthetext

For a complete copy of the listing requirements of the New York
Stock Exchange, see Appendix VIing
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Each corporation must also furnjsh the name and location
of its transfer agent and registrar, the address of its main
office, a classified list of its officers and directors, the date
and place of the annual meeting, and the end of its fiscal
year. Substantially the same requirements are demanded
from industrial and mining corporations, except that the
requirements are modified in some particulars in order to
adapt them to the particular class of corporation.

2. Description of the Property.—Railroad corporations
must recite in their applications for listing the location and
route of the road; description of the property and the total
mileage in operation; contemplated extemsions; and the
total equipment. Corporations other than railroad and
mining companies must state whether they represent an
original organization or a consolidation of previously exist-
ing firms or corporations. If a consolidation, a concise his-
tory of the organization and the names and locations of
constituent companies owned in whole or in part must be
furnished. Such corporations must also give a full descrip-
tion of the property, real, personal, and leased; the real
estate owrnied in fee, acreage and location, and the character
of buildings thereon ; the nature and character of the pro-
duct manufactured; the character of the business to be
transacted, the duration of the charter and charters of sub-
sidiary companies ; and all special rights and privileges con-
veyed to the corporation under its charter, or to directors
under the by-laws. Mining corporations in addition to numer-
ous requirements already indicated, are required to furnish:

““A. Patented and unpatented claims, by numbers.

B. (1) Geological description of country; (2) location
and description of mineral and other lands; (3) ore bodies;
(4) average value of ore; (5) character; and (6) methods
of treatment.

C. History of workings, (1) results obtained; (2) pro-
duction each year.
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D. (1) Ore reserves compared with previous years
showing separately as to character and metal content; (2)
estimate of engineer as to probable life of mines; (3) proba-
bilities by further exploration.

E. (1) Provisions for smelting and concentration; (2)
cost of (@) mining, (b) milling and smelting, (c) transpor-
tation; and (3) proximity of property to railway or other
common carrier.

F. Properties in process of development; income ac-
count if available, guarantees for working capital and for
completion of development.

G. Total expenditures for preceding five years for ac-
quisition of new property, development, proportion charged
to operations each year.

H. (1) Policy as to depletion; (2) acquisition of new
property; (3) new construction and development.

I. Annual reports for preceding five years, showing
number of tons of ore treated, average assay, yield, per-
centage of extraction, recovery per ton of ore.’’

3. Engraving of Securities—In view of the enormous
amount of the nation’s wealth represented by bonds and
stock certificates, and the free and easy manner in which
title to these evidences of wealth changes hands, it is of
the utmost importance that every possible precaution be
taken in the making of such securities to afford the greatest
possible security against counterfeiting. It is for this rea-
son that all stocks, bonds, coupons, and certificates of de-
posit, in order to be eligible for listing, must be engraved
in the best manner and in strict accordance with the de-
mands of the Exchange. All such securities must be printed
from at least two steel plates, namely: ‘‘A face plate con-
taining the vignettes and lettering of the descriptive or
promissory portion of the document, which should be printed
in black, or in black mixed with a color, and a tint plate
from which should be made a printing in color underlying
important portions of the face printing. The impression
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from these two plates must be so made upon the paper
that the combined effect of the whole, if photographed,
would be a confused mass of lines and forms, and so give
as effectual security as possible against counterfeiting by
any process.’’

Each denomination of bonds must be so djstinctive in
appearance and color as to make it readily distinguishable
from other denominations and issues. For each class of
stock issued separately engraved plates, distinctive in color,
must be used in order to distinguish certificates for 100
shares from those for smaller amounts. Certificates for 100
shares must also have the denomination engraved thereon in
words and figures; and where the certificate is issued for
less than 100 shares ‘‘there shall be engraved thereon some
device whereby the exact written denomination of the certi-
ficate may be designated distinetly by perforation, and also
conspicuously the words, ‘certificate for less than one hun-
dred shares.”’’’ Any impress by a hand stamp on any
security, except for a date or power of substitution is
objected to by the Committee. It is also worthy of note
that the name of the engraving company must appear upon
the face of every certificate of stock, bond, and tempor-
ary receipt, and upon the face of each coupon and the title
panel of the bond, and that no certificate or security will
be accepted unless engraved by a company whose work has
been approved by the Governing Committee of the Ex-
change.

4. The Printed Text of Securities.—Besides regulating
the engraving of securities, the Exchange controls the gen-
eral outline of the printed text of securities. Thus, in the
case of bonds, the Exchange takes the position that the aver-
age bondholder rarely consults the mortgage securing the

,bond, and that, while it is not desirable to make the bond
recite all facts in too great detail, it is essential that there
should be an insistence upon sufficient reference being made
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to all vital features so that holders of the bonds may have
due notice of all important facts in the mortgage, thus
giving them the opportunity, if they so desire, of consulting
the details of the mortgage itself. For this reason the cor-
poration submits to the Committee on Stock-List a draft of
the bond, together with a copy of the mortgage or inden-
ture, with a view to having the same passed upon by the
Committee and, if necessary, revised. The text of the
bond, according to the listing requirements, must recite
the privileges and conditions of issuance, the denomination,
date, due date, rate of interest, how and where payable,
redemption by sinking fund or otherwise, the terms of ex-
change or convertibility into other securities, and all other
unusual features. All bonds that may be issued inter-
changeably in coupon and registered form, or that are
registered and not interchangeable, or that, if issued in
denominations of $100, are exchangeable into coupon bonds
for $1,000 each, must bear prescribed legends reciting all
essential facts necessary to render convenient and certain
such interchangeability. When bonds are denominated in
foreign moneys, it is recommended that the standard value
in United States gold coin be stated, and that the text of
the bond be given in the English language with the foreign
text in a parallel column, the English text to govern the
interpretation. Moreover, since the bulk of trading is in
the Borough of Manhattan, the Exchange insists that all
notices must be published at least in the Borough of Man-
hattan, thus making it impossible for an unscrupulous man-
agement to claim that the company complied with the
terms of the mortgage by publishing notices elsewhere in
the City of New York.

The text of stock certificates must ‘‘recite ownership, par
value, whether shares are full paid and non-assessable,
terms of redemption, preference as to dividends, voting
power, or other privileges, including distribution of assets
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in the event of the dissolution of the corporation.”’ Com-
mon-stock certificates must recite the preferences of the
preferred stock, since the holder of common stock should
know what rights rank ahead of his stock. As an additional
safeguard all certificates must contain the following legend :
““This certificate is not valid until countersigned by the
transfer agent, and registered by the registrar.”” The
transfer agent, it should be noted, is the agent of the com-
pany and serves as a check for the company in the issuance
of securities. The registrar, on the other hand, is not the
agent of the company but acts under the authority of the
Exchange. The registrar, therefore, will not register stock
until authorized to do so by the Exchange, thus serving as
a check against the wrongful issuance of stock by the com-
pany. The irrevocable power of attorney, together with the
bill of sale and power of substitution found upon the re-
verse side of the certificate, is also preseribed in the listing
requirements of the Exchange.

5. Transfer and Registry.—Besides prescribing the text
and form of securities the Exchange supervises their trans-
fer and registry in certain important particulars. Every
corporation making application for listing securities must
agree ‘‘to maintain a transfer office or agency in the
Borough of Manhattan, Cjty of New York, where all listed
securities shall be directly transferable, and the principal
of all listed securities with interest or dividends thereon
shall be payable; also a registry office in the Borough of
Manhattan, City of New York, other than its transfer office
or agency in said Cjty, where all listed securities shall be
registered.”’ Both the transfer agent and the registrar
must be acceptable to the Committee on Stock-List. The
registrar is forbidden to register any listed stock unless
authorized by the Committee and is required to file with
the Secretary of the Exchange an agreement to comply
with all requirements pertajning to registration. The Com-
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mittee must approve any change by a corporation of a
transfer agency, a registrar of its stock, or of a trustee
of its bonds or other securities; and a trust company or
other agency may not at the same time act as transfer agent
and registrar. When stock is transferred at the company’s
own office, the transfer agent, authorized to countersign
certificates, must be an individual other than an officer
authorized by the company to sign certificates of stock. The
following additional requirements are also stipulated:

‘‘The entire amount of the capital stock of a corporation
listed upon the Stock Exchange must be directly transfer-
able at the transfer office of the corporation in the Borough
of Manhattan, City of New York. When a corporation
makes transfer of its shares in other cities, certificates shall
be interchangeable, and identical in color and form, with
the New York certificates, except as to names of transfer
agent and registrar; and the combined amounts of stocks
registered in all cities shall not exceed the amount author-
ized to be listed.

Interchangeable certificates must bear a legend reciting
the right of transfer in New York and other cities.

The registrar must file with the Secretary of the Stock
Exchange an agreement to comply with the requirements in
regard to registration and not to register any listed stock,
or any increase thereof, until authorized by the Committee.

Certifications of registry must be dated and signed by an
authorized officer of the registrar.’’

6. Papers to be Filed with Applications for Listing.—
For listing stocks these papers comprise (1) copies of the
charter or articles of incorporation, the by-laws, all leases
and special agreements, the resolutions of stockholders au-
thorizing the issue and the action of the directors there-
under, and the resolutions of the Board of Directors au-
thorizing the listing of securities applied for; (2) certifi-
cates showing the proper authority for the issue, and the
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amount of securities registered at the date of application;
(3) a map of the property and contemplated extensions,
and a report of a duly qualified engineer covering the
present physical condition of the property; (4) specimens
of all securities applied for; and (5) an opinion of counsel,
who is not an officer or director of the corporation,
or otherwise connected with the corporation, as to the legal-
ity of the authorization and jssue of securities.

In addition to the foregoing the corporation must file,
when listing bonds, copies of the mortgage or indenture,
together with an opinion of counsel covering the validity
of the issue, and a trustees’ certificate covering the accept-
ance and issuance of the bonds, the securities held, and the
cancellation or deposit of underlying securities and prior
liens.

7. Agreemenis to be Observed by Corporations Apply-
ing to List Securities.—Various agreements are exacted by
the Exchange in the interest of publicity and for the pro-
tection of the public against certain forms of gross manipu-
lation formerly practiced. The most far-reaching of these is
the agreement that the corporation will ‘‘publish at least
once in each year and submit to the stockholders, at least
fifteen days in advance of the annual meeting of the cor-
poration, a statement of jts physical and financial condition,
an income account covering the previous fiscal year, and
a balance sheet showing assets and liabilities at the end of
the year; also annually an income account and balance
sheet of all comstituent subsidiaries, owned or controlled
companies; or a consolidated income account and a consoli-
dated balance sheet.”” Proper notice of the issuance of
rights or subscriptions to its securities must be given to the
Exchange by every corporation, so that holders of listed
securities may be afforded a sufficient time within which
to record their interests. Every corporation agrees to pub-
lish promptly and to notify the Exchange of any action in
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respect to dividends, interest, or privileged subscriptions,
and to give the Exchange at least 10 days’ advance notice
of the closing of the transfer books or the taking of a record
of stockholders for any purpose. In view of the numerous
consolidations of corporations through stock ownership, it
is also important to note that every corporation making
application to list its securities must agree not to dispose of
its stock interest in any constituent company, except where
such subsidiary company purchases its own stock for retire-
ment or cancellation, or to permit any of its subsidiaries to
dispose of their stock interests in other companies, except
on direct authorization of the stockholders of the parent
company. Among other agreements, mention should be
made of those that require corporations to notify the Ex-
change of the issuance of additional amounts of listed se-
curities and make immediate application for the listing
thereof; to redeem preferred stock in accordance with the
requirements of the Exchange; to notify the Exchange if
deposited collateral is changed or removed; and to have
on hand at all timesa sufficient supply of certificates to meet
the demands for transfer. The Exchange has also recom-
mended that corporations fix a date record for dividends,
allotment of rights and stockholders’ meetings, without clos-
ing of the transfer books.

8. Listing of Securities of Reorganized Corporations.—
In the case of reorganijzed corporations the application to
list securities must furnish, in addition to an income ae-
count, a balance sheet at the close of the receivership, if
available, and a balance sheet at the date of organization,
and the various papers required under other circumstances
for listing stocks and bonds. It is also necessary to furnish :

‘“Opinion of counsel stating that proceedings have been
in conformity with legal requirements, that the property is
vested in the new corporation and is free and clear from all
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liens and encumbrances except as distinetly specified; and
also as to equities of securities of the predecessor corpora-
tion. There must also be furnished a certified order of the
court confirming sale on foreclosure or other authority for
reorganization ; also a certified copy of the plan of reorgani-
zation.”’

The following papers must be filed, in addition to those
previously referred to: Certified copies of the plan of or-
ganization, of all mortgages or indentures, and of the legal
proceedings and order of the Court confirming the sale,
or other authority for reorganization; a certificate of can-
cellation, deposit, or holding of prior issues; and an opinion
of counsel showing that all proceedings have conformed
with legal requirements, and that, except as distinctly speci-
fied to the contrary, the corporation holds proper title to
the property, free from all liens and encumbrances.

9. Listing of Additional Amounts of Listed Securities.
—The financial page will show almost daily that some cor-
poration, whose security issues are already listed, will have
an additional amount of some such bond or stock listed.
Every such increase in stocks or bonds must be listed separ-
ately, although it is not necessary to observe all the require-
ments demanded, and to read all the documents called for,
in the case of original listings. To avoid the filing of a
full additional application, especially when it may be neces-
sary to list securities quickly, as in the case of bond con-
versions into stock, or the issuance of privileged subserip-
tions, the company in its application may request authority
from the Commijttee on Stock-List to list the new securities
and the Committee may then recommend that the Govern-
ing Committee grant authority that such securities be listed
upon official notice of and issuance in accordance with the
terms of the application. Upon such official notice being
given by the company the registrar is given authority to
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register the security. While the requirements for such
listing are comparatively few, the Exchange does ask for a
statement from the corvoration showing, among other facts,
the amount and authority for the issue, including action by
the stockholders, directors, and public authorities; the pur-
poses of the issue and the application of the proceeds;
the amount, description, and disposition of securities ex-
changed for new issues; additional property acquired or
to be acquired; any changes in the charter, by-laws, or
capitalization, details as to property acquired and disposed
of since the last application, character and amount of out-
put of the business since the last application ; and an income
account and balance sheet of recent date. When a cor-
poration proposes to increase its authorized capital stock, 30
days’ notice of such proposed increase must be given to
the Exchange before the new stock is eligible for listing.

Modus Operandi of Listing.—Having classified the list-
ing requirements in detail, we may next outline the gen-
‘eral procedure followed in placing a corporation’s securi-
ties on the list. Approximately three or four applications
come before the Committee on Stock-List weekly. Com-
paratively few of these applications are rejected, because
in the course of years corporations have ascertained the
listing requirements of the Exchange and know to a rea-
sonable certainty the conditions that will be accepted or
declined. In fact, many applicants make inquiry in ad-
vance and if they find that they can not meet the require-
ments will not file an application. The result is that
applications seldom come before the Committee on Stock-
List unless they have first passed through the hands of
its clerk and fulfill requirements.

A corporation wishing to list its securities applies to the
Exchange and is given a printed list of the requirements.®

¢ For full copy see Appendix VII.



LISTING OF SECURITIES 135

With the assistance of the Clerk of the Committee on
Stock-List the corporation then prepares its application,
basing it on the requirements that were furnished to it.
Upon its completion, the application is sent to the mem-
bers of the Stock-list Committee, each member being also
furnished a copy of the various papers that corporations
must file After the members of the Committee have
familiarized themselves with the facts relating to the
proposed listing, notice is given to the parties in interest
to appear before the Committee to answer such questions
as the members may wish to ask concerning any fact
recited in the application or in the papers accompany-
ing it. The parties in interest who usually appear are the
treasurer of the company, sometimes its president, the
legal representative.of the company, and frequently a rep-
resentative of the banking house interested in the security.

Almost the first questions directed to those who appear
hefore the Committee relate to the distribution of the
stocks or bonds sought to be listed. ‘‘Give us a list show-
ing, not the names of the stockholders, but the number of
your stockholders who hold 1,000 shares or more, 100
shares or more, or less than 100 shares?’’ ‘‘How many
holders of these various amounts hold their stock abso-
lutely free and clear of any engagement not to sell it so
that the stock shall not be tied up in a pool?’’ ‘Is there
any syndicate interested in any of the stock, and if so,
how much stock is tied up by a syndicate agreement?’’
These are some of the questions that the representatives
of the company must answer to the satisfaction of the
Committee. It must always be remembered that American
exchanges, unlike the London Stock Exchange, for ex-
ample, do not propose to make an initial market for securi-
ties. Instead, the New York Stock Exchange insists that
the market must be made prior to the listing of the securi-
ties. In other words, assuming a company wishes to list
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$20,000,000 of stock, at least a sufficient amount to insure
a fair market must have been sold to the public and be free
of control by syndicate agreement, that is, the securities
must be free for market purposes and a few persons are
not allowed to control the market by virtue of large hold-
ings or because by agreement others are restrained from
selling. The importance of this matter is apparent since it
is customary in the issuance of securities by corporations
to form syndicates to underwrite the securities, and some-
times following the dissolution of the syndicate there may
still exist a gentlemen’s agreement by which the parties
to the syndicate bind themselves to retain their securities
until a stipulated price can be realized.

If the Committee is of opinion that a sufficient amount
of the security to warrant a fair market is in the hands of
the public, it next considers the application as it stands with
a view to revising and amending it to meet the demands
of clearness and completeness. Any points not clearly
stated are restated, and any unusual powers of the diree-
tors, or other peculiar conditions, are inserted. The rep-
resentatives appearing before the Committee are also
closely questioned as to the balance sheet in order to ascer-
tain the absolute solvency of the company.

If all questions have been satisfactorily answered, and
if the application is satisfactory, the Committee on Stock-
List recommends the listing of the securities to the Gov-
erning Committee. The revised and amended application,’
frequently comprising over 5,000 words, is printed and a
printer’s proof, embodying all the changes, is signed by
the company’s representative. A copy is given to each of
the 40 members of the Governing Committee at least 24
hours before its meeting. At the next regular meeting of
this Committee the Chairman of the Committee on Stock-

7For copy of completed application, see Appendix VIII.
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List presents the applications that have been approved .
and moves that the same be listed. Any member of the
Governing Committee may object to any proposed listing
because of personal knowledge or because of information
obtained with respect to the application. But such objec-
tions rarely occur, owing to the care previously exercised.
On the affirmative vote of the majority of the Committee
the security is listed, the company is at once notified, the
registrar, if the securities are stock, is authorized to regis-
ter the amount of securities recited in the application,
and trading therein can begin the next morning. The
printed statements on which the listing is based are furn-
ished to all the members of the Exchange, who keep them
on file for the information of themselves and such custo-
mers a8 may desire the facts. They are also freely given
to any person requesting them, and are furnished in New
York to the daily and financial papers which frequently
‘quote copious extracts.

Removal or Suspension of Securities from the List.—
‘Whenever the outstanding amount of any listed security
appears to have become so limited as to make further
dealings therein dangerous, the Committee on Stock-List
may direct that the security be stricken from the list. The
rules of the Exchange also empower the Governing Com-
mittee to suspend dealings in the securities of any corpora-
tion previously admitted to the Exchange, or to summarily,
remove any security from the list.

The exercise of this power by the Exchange lms been
the subject of much adverse criticism, chiefly on the
ground that innocent purchasers of the stock while on the
list may later be deprived of the advantages attaching
to listing. Removing a security from the list is mani-
festly a serious question, and has always been so regarded
by the Governing Committee of the Exchange. Yet, in the
absence of Government supervision in the matter, the
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exercise of this power must be regarded as necessary to
enforce the rigid observance by corporations of the agree-
ments already referred to. The practice, however, is parti-
cularly justified by the Exchange on the plea that too
small an outstanding amount of any listed security is a
source of danger to customers and brokers, as well as the
publie, and that removal of the stock from the list is neces-
sary to eliminate this danger.

The danger referred to may arise from two causes. If
very limited in amount the stock may easily be subjected
to the grossest kind of manipulation. A few individuals,
by obtaining control of most of the shares, might be in
a position to fix an artificial price by occasional transac-
tions on the Exchange and succeed in inducing unsuspect-
ing buyers to purchase the shares at greatly inflated
prices. Such manipulation is particularly easy if there is
nov short interest in the stock seeking to depress its price.
On the other hand, if a short interest should exist in the
stock, the greater of the two dangers is apt to arise,
namely, & corner. Finding themselves unable to borrow
or purchase the security, short-sellers would be compelled
to settle at the manipulator’s price, much to the detriment
of themselves, their brokers, and the public. Past exper-
ience has clearly shown that corners not only affect the
parties directly involved, but, by demoralizing the entire
security market, indirectly injure holders of other securi-
ties. For the foregoing reasons the New York Stock
Exchange refuses to list a security when owned chiefly
by a single interest; likewise, the listing laws. and regu-
lations of various European countries prohibit the listing
of any stock unless the outstanding amount reaches a pre-
scribed figure. The same reasons, it is argued, require
that a security should be removed from the list, or dealing
therein suspended, when only a very limited amount re-
mains in the hands of the public.
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Progressive Development of Listine Reanirements and

Suggested Changes.—Whateve nclusions as
to the adequacy of the listing of the New
York Stock Exchange, it is « :8e require-
ments have been progressively n the inter-
ests of greater publicity.® As gressive de-
velopment there might be meruoyea wne 1act that the
publication of a1 tions, for years
merely & recomm bsolute require-
ment a few year , the Exchange
also abolished tt artment, which
had existed since eated at a time

of great dullness . 4 LACUBLKSC Wil & view to enlarg-
ing the opportunitieg/for brokerage transactions. Under
this system a cpgpsiderable number of industrial and min-
ing corporatiops/Mere allowed to obtain a market on the
Exchange without /furnishing many of the facts now
essential. The creation of this department has been gene-
rally recognized as a great mistake, and as a step ‘‘wholly.
at variance with the duty of the Exchange to protect the
investor.’”’ In abolishing this practice, as William C. Van
Antwerp writes,® ‘‘The Listing Committee accomplished
a two-fold blessing in setting the Exchange right with the
public by ridding their institution of anything approach-
ing the blind pools of early days, and at the same time
forcing certain wealthy corporations to abandon their pol-
icy of concealment or lose the privilege of the floor.”’
That there is still room for improvement must of course
be admitted, and a few of the suggestions most promin-
ently advanced might be mentioned. Van Antwerp ®

$ The London Stock Exchange n receipt of the published
‘pgn;:dbom, and without further Mtwn, hsrt,ta.ny oecunty that
- ’ oy \I;I“Ayn::vk The Stodc zchange from Within, p. 167,
an y f 'rom P-
19 I'bid., pp. 167 and 36:‘1)
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calls attention to the London Exchange’s policy of refus-
ing to list a vendor’s shares, that is, the shares received in
consideration of the sale by the seller of the property,
until six months after the shares of the company have been
offered to the public. 'He implies that this ‘‘very wise pre-
cautionary measure’’ might be adopted here, since ‘‘if one
or more individuals secure a block of sto¢k in payment for
properties in the concern, they are prevented from unload-
ing those shares on the public until a sufficient time has
elapsed to determine the merit of the property.”’

The Hughes Committee on Speculation recommended
(1) that the Exchange ‘‘should adopt methods to compel
the filing of frequent statements of the financial condition
of the companies whose securities are listed, including
balance sheets, income and expense accounts, etc., and
should notify the public that these are open to examina-
tion under proper rules and regulations;’’ and (2)
‘‘should require that there be filed with future applica-
tions for listing a statement of what the capital stock of
the company has been issued for, showing how much has
been issued for cash, how much for property, with a
description of the property, etc., and also showing what
commission, if any, has been paid to the promoters or ven-
dors,”’ and to adopt means ‘‘for holding those making the
statements responsible for the truth thereof.”” Mention
should also be made of the so-called Owen Bill for the re-
gulation of stock exchanges,’* which provided that no
securities shall be dealt in on an exchange unless there
be filed copies of all written and oral agreements or con-
tracts affecting the authorization, issue, sale, or disposition
of the securities, together with a full disclosure of (1)
all fees, commissions, or other compensation connected
with the issue and disposition of the securities and (2)'

18, 3805, 63d Congress, Second Session, 1914.
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the net amount realized or to be realized by the corpora-
tion therefor. '

Recommendations of such far-reaching importance as
those just mentioned make necessary a brief reference to
the limitations that prevent exchanges from being too
drastic in their demands. Stock exchanges in the United
States are merely private, voluntary, unincorporated as-
sociations and have no legal authority to demand informa-
tion from corporations. Too drastic requirements by the
New York Stock Exchange, no matter how wholesome in
the interest of publicity, might only serve to drive cor-
porations from its list to that of another exchange that
is less severe. Many corporations might also, if they re-
gard the demands of the exchanges as too severe, seek
admission to curb markets with their superficial listing
requirements, thus encouraging the development of a mar-
ket that, because of its comparatively unregulated charaec-
ter, cannot insure to the public the safeguards afforded by
regularly organized exchanges.

Despite these limitations, the New York Stock Ex-
change has been subjected to much ecriticism because it has
not required in respeet to listing what should properly be
required by legislatures and public-service commissions.
Publicity along the lines of the foregoing recommenda-
tions is not required by state or national law. Yet, legisla-
tion recently proposed!? has been based on the theory that
the Stock Exchange should be required to demand infor-
mation that corporations are not bound by law to furnish.
If drastic regulation of the issuance of securities and the
fullest measure of publicity is wanted, it would be better,
from the standpoint of the exchanges, to have the ‘‘re-
quirements proceed from governmental authority operat-
ing directly on the corporations, rather than indirectly

128, 3805, 63d Congress, Second Session, 1914.

/‘
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through a body like the exchange, which has no power
to compel performance.’”’!* Strict governmental control
over corporate publicity and the issuance of securities,
if applied to all corporations, would largely relieve ex-
changes of a burden that they will gladly yield. It would
remove all incentive for any corporation, desiring for its
securities the benefits of a continuous market, to have
them listed on the curb, or on an exchange whose require-
ments are only superficial.
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CHAPTER X

TYPES OF DEALERS AND BROKERS AND THEIR WORK

The membership of an exchange by no means consists
entirely of brokers. Nearly every exchange counts among
its members many of the leading capitalists of its locality,
and the New York Stock Exchange includes in its mem-
bership some of the greatest capitalists of the nation.
These men employ brokers to transact their business and
never execute an order personally. Their membership,
however, gives them many valuable business connections,
as well as the benefit of a lower rate of commission than
that customarily charged the general public. Because the
volume of their business is usually large, this reduction
in commissions is apt to exceed the annual dues incident
to membership and the interest on the market price of
their seats. This is particularly true in the case of so-
called “‘operators’’ whose speculative commitments at
times reach enormous proportions.

Types of Dealers.—Turning to a consideration of those
members of an exchange who operate on its floor, we find
that they are either traders or brokers. Traders, as dis-
tinguished from brokers, may be divided into four classes,
namely, floor traders, odd-lot dealers, specialists, and arbi-
tragers. Each class has its own functions to perform and
presents its own peculiar characteristics. On American
Exchanges, however, members are not bound to belong to
any one of these classes. They usually do, but may, if
they desire, extend their business operations to include the
entire range of stock-exchange activities.

143
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““Floor’’ or ‘“ Room’’ Traders.—Many members operating
on the floor belong to the class of ‘‘floor’’ or ‘‘room’’ trad-
ers. They trade in any stock that shows signs of activity,
and are generally ‘‘scalpers’’ of ‘‘eighths’’ and ‘‘quar-
ters.”” A floor trader changes hjs position quickly and may
be a ‘‘bull’’ one minute and a ‘‘bear’’ the next. If his
speculative venture is wrong, he is quick to limit his loss,
and if right he is satisfied with a small profit. In the long
run he hopes by this method to make his profitable days
average better than the unprofitable ones.

Room traders naturally are inclined to adhere strictly to
such principles of trading as in their opinion will best
tend to bring about an average profit. Small and sure
profits they generally feel should be taken in preference
to large and uncertain ones. After remaining long or short
of a stock for a whole day or more they frequently use
‘‘stop-loss’’ orders, that is, orders that become ‘‘at-the-
market’’ orders to sell or buy the stock if the quotation
drops or rises to a designated point. Many of them also
practice the ‘‘evening-up’’ of trades before the close of
the day so that they may ‘‘go home with nothing to disturb
their equanimity.’’ Although having no other purpose in
mind than the clipping of small profits, their activity proves
beneficial to the public in that it helps to render the market
more continuous in character.

Odd-Lot Dealers.—Such dealers devote themselves en-
tirely to the making of a market in lots of less than 100
shares, and have developed as a group in response to the
growing demand for a free, continuous market for small
investors whose purchases and sales are necessarily smaller
than the unit of trading (100 shares) prevailing on the
large exchanges of the country. This unit of trading is
the minimum amount of stock for which a broker, according
to the exchange rules, must-accept a bid or offer, and the
market quotations are based on sales of that unit or mul-
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tiples thereof. Quotations on odd lots, of say five or ten
shares, would be apt, owing to their negligible quantity, to
be misleading to the public. Brokers would have no in-
ducement to buy or sell very small lots in the open market,
of say two or three shares, because the minimum commis-
sion of one dollar would not adequately compensate for
the labor and time involved. Brokers would also find it
impossible in an active market to execute large orders of,
say, 500 shares or more if conicacts had to be made with
all who offered to buy or sell lots of five or ten shares;
and bankers would find it extremely inconvenient to lend
money on collateral containing numerous zertificates for
odd amounts.

These difficulties are largely eliminated by the existence
of odd-lot brokers who stand ready at all times to buy or
sell any odd lot of stock at a slight concession from the
market price for full lots. As a result small investors
have the opportunity to buy or sell one share or ninety-
nine shares, ‘‘all equally well within the average of less
than one-eighth of the one per cent of the wholesale
price.””* As commission brokers come to the odd-lot
dealer with their customers’ orders to buy these small lots,
the latter sells them the stock at a price an eighth or a
quarter above the market price for 100 shares, and when
his sales of such lots reach 100 shares he buys them
in the 100-share market in order to fulfill delivery on his
contracts. Similarly, if small lots are offered to him,
he buys them at a price an eighth or a quarter below the
current price for 100 shares, and when such purchases
in any stock amount to 100 shares, he promptly sells them
in the wholesale market. His profit consists solely of
the difference between the price at which he originally

‘Teshmogz of Henry G. 8. Noble, Hearings re- the Senate
Committee BmhngdenmcyonS 3895 1914,1) 165.
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bought and subsequently sold, or originally sold and sub-
sequently bought. )

When selling odd lots to small investors, the odd-lot
dealer goes short of the market since he sells the odd
lots first and then buys the 100 shares in the wholesale
market. He cannot without great risk buy the 100 shares
in advance of his sales of the fractional lots, because he
does not know how many orders for such lots in any
given stock will come to him, their volume changing
greatly from hour to hour. Moreover, odd-lot buying in-
creases greatly during severe declines when bargain hun-
ters are attracted. To buy the stock first, have the market
go down, and then furnish the bargain hunters with the
stock at current prices is a procedure that one canneot
expect the dealer to follow. His only protection consists
in selling first as the market declines and then promptly
buying the 100 shares when he knows the amount he has
sold. Another service of short-selling is thus apparent
since without it the odd-lot dealer would not find it pos-
sible to operate, and without him small investors would
be deprived of the continuous market at good quotations
which such dealers make for them.

The importance of odd-lot dealers is indicated by Henry
G. S. Noble’s estimate that in an active market about 20
per cent of the business on the New York Stock Exchange
is in small lots.* Between 50 and 60 odd-lot brokers are
said to operate on the floor of this Exchange. Two firms
handling this type of business, we are told, had about
a million dollars invested in memberships at one time, one
having nine partners with seven holding exchange mem-
berships and the other seven partners with six Exchange
members.?

* Testimony on 8. 3895 before the Senate Committee on Banking
and Cunenca 1014, Knltﬂ

P 282 twerp, The Stock Ezchange from Within, 1914,
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Specialists.—These constitute a group of dealers who
make a specialty of one or a limited number of securities.
They establish their headquarters at that part of the floor
where such securities are dealt in. Their existence is es-
pecially necessary to commission brokers because they are
always ready to make a market for them jn the securities
they represent. Their economic usefulness consists chiefly
in their willingness to take chances as speculators in the
securities they specialize in. In being ready to trade under
all market conditions they render easier and more certain
the commission broker’s business of serving the publie.
Through their speculation they help to create a continuous
market. Without them fluctuations between sales of certain
stocks would be much greater, and many stocks would at
times have no market whatever.

Like the odd-lot dealer, the specialist must meet the de-
mand either to buy or sell. A commission broker having
an order to execute hastens to the spot where the security
is dealt in and inquires as to the market. The specialist,
anxious to be the first bidder, offers to pay 10014 or to sell
at 10015, or at wider fluctuations if he chooses. If the
broker buys 100 shares at 10014, the specialist, generally
having sold the stock short, promptly endeavors to buy the
shares. Or he may already have purchased the stock in
the belief that buyers will appear. If, under the first
circumstances, he fails to buy the shares at less than 10015,
he will endeavor promptly to limit his loss to an ejghth or
a quarter, if possible. The same tactics are pursued if the
broker should sell to him at 1001.

Frequently commission brokers leave so-called waiting
orders with specialists to be executed by them whenever the
market price may happen to reach the particular buy or sell
limit preseribed in the orders. Under such circumstances
the specialist becomes a broker, and must be careful not
to violate his professional status as such. Under date of



148 THE STOCK MARKET

March 30, 1910, the New York Stock Exchange adopted
a resolution, providing ‘‘that any member of the Exchange
who, while acting as a broker, either as a ‘specialist’ or
otherwise, shall buy or sell directly or indirectly for his
own account, for account of a partner, or for any account
in which he has an interest, the securities, the order for
the purchase or sale of which has been accepted by him for
execution, shall be deemed guilty of conduct or proceed-
ing inconsistent with just and equitable principles of trade,
and shall be subject to the penalties provided in A