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DEMOCRACY IN INDUSTRY AND FINANCE

Looking back over the past five years it is obvious that @ reaction
has sét in against acute eentralization of industrial control. The demand
h;s been more and more insistent for greater democracy in industry and in
finance. The voices of the invegtor and the wérker (rnot to mention the
consumer) havé been heard with increasing persistence, The legislation of
the past few years has been 2 partial response to that demand, i feél that
the solution of current jndustrial and financial problems is to be found in
large measure through democratization of industry and finance., In examine-
ing this thesis today I want to emphasize the fact that I am not speaking
from the viewpoint of the Securities and Exchange Commissior and its role
in the regulation of financial markets. Rather, I want to look at this
g uestion as one of the greater economic problems of today and tomorrow with
which we in éoveénmeqt have a deep concern and you in finance have a vital
and abiding interest.

Today I am gratifiéd at this opportunity to discuss with you a few ;f
those pfobieﬁs which arise when we think in terms of democracy in industry
and more particularly of democracy in finance,

First: As we all knéw 2 non-competitive condition preveils in large
segments of the buéiness of investment banking. Writing in January of this
year Joseph P. Kennedy said:

'Today we see on all sides thé evils of investment bankers serve
ing on industrial corporations, If our premise be valid, tgis prac—

tice must end, and I venture to p}edict that it will be outlawed,



"I could fill many pages with recitals oi how this rela£ionship
has been prostituted in favor of the banker and against the best
interests of the issuer; Excessive financing, excessive underwriting
charges, excessive bonuses, improper loans and a host oif other evils -~
which, if they occurred in publi¢ life, would bé uﬂequivocally con~
demned as gratt -— are ot fréquent occufrence where this relationship
persists.

"Quite apart firom the morality ot the situation, the economic
arguments seem 1o iavor ithe avolition of this conrlict o1 interest.

The investment banker, ii‘he is conscienticus, has a‘full day's task

attending tc the job or #eing an investment vanier.”

I concur heartily in that opinion and I sincerely believe that no tiﬁe
should be lost in naking iv = reality; But in :inal analysis such & program
indicates a courageous bepinning rather thau the end ivselr. All oi the
hazards and dangers to investors arising by reason oi the fact that bankers
are represented on the boards of issuers may continue though such relation-
ship is abolished. Such #azards and Jdaugers are inherent in control. That
control may result not only irom haviu, a representative on the board but
also from having a voiing trusteeship or a strategic investment position
(usually though not necessarily in stock}; or it nay result from subtle ties
of friendship, from long periods of association, irom tgvors rendered, from
zones oi influence in riunancial circles, or iron an lnertia whieh has never
been chalienged.

When i speak of control I do not speazk legalistically. I do not mean
possession of the necessary implements with which to emerge successtully
from a contest over election of a majoriuvy oi—directors. Rather I mean not.

only working control but also domination and controlling influence over

policies however obtained or preserved, You hnow better than do I how subtle



tkat contrcl is. You also know better than I how valuable it 1s or can be.
Certainly when that control is in the form of directorships, voting trus-—
teeships, or a strategic investment position, the bankers who have it can
comnonly claim that company as their own. It amounts to a "no trespassing"
sign on a rinancial empire. With control, underw;ltings, as well as other
patronage, are commonly assured. These emoluments cover a wide range -
depositaryships, paying wgencies, indenture trusteeships, registrarships,
stochk transfer agencies, uwrokerage accouuats, protective commitiees, and
somwetimes even the minutiae such as printing and statiomery. Those who are
in a position to cortrol cannov and do not always absorb all or these them-
selves; they irequently dispense tlem to others in return 1or favors re-
ceived or tor favors expected. Nor can many ot these emoluments be c;aggi—
1iled as illegitimate; nor are they always exploited. But the weakness in the
situation }ies in the tact that Le who is in such dowlnant position is not
on competitive ground; he is dispensing the patronage ot a wonopoly. He is
in a position to take unto himsellr all that he wants or needs or zll that
he can conveniently absorb anLd 1o dispense to others such as Le deens wise
or éxpedient. Furthermwore he nay ircquently levy ivoll on the company with
little or no economic Jgustirication. 4s & resulu of his entrenched position
he may exact fees for underwriting when there is uno real need for it. Thus
it may not be necessary tor §trong issuers to o vhrougn the sters oi under-~
writing, syndication, and dealer distribution when it_is known that most o:
the issue will be taker by irnstitutions or thatl tle Frice at which rights
are offered is such that the stuckholders will take gractically 41l tle
offering. Yet instead o1 advising use oif some IOorm oi agency distrituvion
(such as that used for two lerge issues in early 1935) Or i1nstead Of reco-
mending.ngnunderwriting at al{,’sell—interest of the banker has often

dictaved the use oi wmore expensive machinery.
- L}



This raises the whole question of the relation of present compensa-
tion of bankers to risks undertaken; This question is particularly sig-
nificant as it relates to offerings to stockholders by means of rights,
When such offerings are made at substantial discounts from the market
price of the outstanding shares, as they Jgenerally are, there are often
g¢rounds for questionisg the need of any "banking insurance."” Some issu.
ers have found that they have been able to dispense with underwriters
entirely. The actual experience in connection with seven offerings of
rights of over $1,000,000 on listed issues made between June 1935 and
June 1936 illustrates the absence of substantial risk, In six of the
seven cases underwriters took less than 5% of the issue, in one case,
11,7%. Nevertheless, underwriters received over-riling commissions at
the rate of about 3-1/2” of the value of the whole issue, which would be‘
equal to about 70% on the azmount actually teken up. In addition, in four
cases, there was also an underwriting commission payable on the shares
actually taken by the underwriters. It is clear that we canngt me asure
the reasonableness of the compensation by saying that the underwriter is
receiving only 50¢ per share, when it is clear that 90% or more of ihe
stock will be taken by right-holders, The trend towards democratization
may well result in the elimination of the double load, so that there may
be either reasonable payment for imsurance or for selling the balance not
+ taken by stockholders, but not both. The use of options as compensation
to underwriters would certainly also come into question., This does not
recesszrily mean that the underwriters might not distribute as agents or
under an option agreement. But the interests of investors and the issu-
ers might better be served if the securities taken down were distributed

as if the underwriters had made a firm purchase, at a fixed return to the



company and a stated maximum price to the public. It is not necessarily
valid to say that the option route is a cheaper way for a corporation to
raise money, for in the long run it is likely to be more expensive for
the stockholders., If a corporation is raising capital, it should obtain
enough to cover the expenses of raising the money, In the past, options
frequently have beer gratuities to the underwriters, who have received,
irn cash, the fair value of their services, and then taken options on top
of that. And the existence of options stimulates endeavors to "jack up”
prices to make ithe option valuable, and thus tends to work to the disad-
vantage of the public stockholder, Here too is a situation which more
competitive conditions might rectiry.

These are but a few of many like conditions which are nurtured by
monopoly in finance. Under our present form of corporate organization
there is no effective restraint on the banker is such a Jominant ;osi—
tion. His conscience and integrity supply the only safeguard to inves-
tors., The history of finance reveals the dangers which result from
allowing such business patronage to be monopolized in that manner., The
result frequently has been that under those circumstances legitimate
business became preserves for exploitation. By reason of that monopoly’
tribute was exacted fror investors. That monopoly made it possible for
finance.to become the master rather than the servant of business. The
end result was a perversion of the banker's true function. The history
of banker domination of industries, such as public utilities and other
types of holding companies, shows how destructive such influences have

been and may be,
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I mention this problem merely to stress one matter. That is the

business of underwriting, -A banker in that do@inant position is the
arbiter of the reasonableness of his fees and commissions. .Again ree
gardless of the str;ctly legal aspects, he is on both sides of the bar-
gain, -The situation is often not apparent since issuers and bankers can
with facility dress thg particular transactions in the garb of fairness
and egquity so as to give an aprearance of arm's length negotiation. éﬁr—
thermore, in fairness to investors it sﬂould be -said -that what may ‘appear
to be modest fees may in fact conceal additional compensation, past or’
rrospective, in other forms. Realistically the sum total of all such:
business patronage must be accounted for in measuring the ;easonableness
or prorriety of any one single item, Restraint in one case may provide
only the occasion for liberality, overreaching, or greed in another. . Thus
investors, under the impression that their company has succeeded in obtain-
ing an underwriting 6n provident and modest terms, may in‘ fact pay many
fold for the ostensible sacrifices which the bankers are makingﬂ

The problem, however, is a manageable one. In my judgment the€ least
which should transrire is that where the bankers are dispensirng-to them-
selves the patronage of a monopoly {whether by reason of directorships,
voting trusteeships, strategic investment positions or otherwise) a'pfi?éte
sale of securities by the issuer to those bankers ghould no£ be made.
Bona fide competitive bidding should be had-in such cases in abserce’of °
affirmative proof that it would be impracticable. As a matter of broad
rolicy I am convinced that the interests of invéstors ‘can be served only
by that practice. Those who are in a dominant position then could no -

longer dictate. Such a system would remove the premium presently resting
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on domination or control and place a premium on disinterestedness; a
step consispent with the broad objectives ,of a vitalized democracy; a
necessary step if our financial‘érocesses are to be made healthy and
above reproach, Such competilive bidding would effectively curb exces—
sive practices. It .would mitigate the practice of having the banker on
both sides cf the bargain. In this connection it should be observed that
the economic utility of continuity of banking relationships is of un-
established value to anyone except the banker, It is the more difficult
%o prove where that continuity is based on control or on ownership of
securities whose substantial value may lie in business patronage made
available by reason of the fact of domination. Certainly revitalization
of the profession is not to be found in monopoly. Democratization under
such safeguarids points the way to development of the service rather than
the profit standards of the profession. ihen that phase comes into the
ascendency, health and vitality are assured.

Second: It may be that competitive bidding alone will not give
sufficient rrotection to the public interest, in its broadest sense. As
against its many obvious advantages may De put the disadvantage that
lively competition for stylish and readily salable securities may induce
over~issuance. One rhase of this is well illustrated by the large number
of investment company issues that came out in 1928-298. Their popularity
made it possible for brokers and bankers to make themselves sponsors, .
incorporate an investment compaay, and go on producing stylish and popular

merchandise until the crash came.



In its broadest phases, the investment banking problem reaches out
beycnd the mere question of pricing and of striking a fair bargaining bal-
ance between the interests of the issuer and those of the investing public.
It is concerned with the basis of economic talance and stability, the ac—
cumulation of capital funds and their proper distribution among industries.
The bigger problem is not one of price, but one of ovgr-issuance and over—
salesmanship. It is one of making sure that the industries which are most
in need of capital, and not necessarily those whose securities are nost
salable, will have ready access to the capital market. That is tc say, the
problem is to direct the capital flow to those industries which can make
the best use, both economically and socially, of the available capital sup-
rly, and to prevent an exhaustion of this reservoir, with available funds
being siphoned to the type of security which can arouse the greatest con-
sumer appetite. Therein lies the banker’s most important function, to
which all others become secondary. And the problem is, finally, one of
building a sys?em of adequate checks and balances in the issuing process.

Unfortunately, the investment banking process often has been controlled
by the salesmen. Then the investment banker tends to manufaciure what the
salesmen caA readily sell; and he, himself, is often nothing more than the
general in command of an army of salesmen. In other words, a type of dynamic
salesmanship has taken root within the securities business in which it has
no proper place. On the other hand, if conditions are created under which
the banker who acts as underwriter is corpelled to take graver risks, he
will not be as promiscuous in the production of securities which do not
answer ; deep rooted need, but which are merely a passing fad. To the extent
that the production of such so-called salable merchandise 1ls reduced, the op~

portunity for merchandising econemically sound securities will be increased.



The question then hinges, to a large extent, upon requiring that the
underwriter be true to his real function, that is, to carry economic risks,
and, hence, act as a selective agent, as well as a profound student of
economic and industrial conditions., Today he is not required to act in this
capacity, and often does not, except for such studies as may cover the
short period of the marketing process, which is practically non-existent in
the case of highly popular securities. Such steps will, in the long run,
work to the self-interest of the bankers themselves, since what is good for
our industries and our economy is good for everybody who participates in
that cconomy. That this is so is exemplified again by investment trust his-
tory. In mary cases, there are definite indications that, while the under-
writing profits of the bankers were large, these prrofits, and more, disap-
peared in the subsequent debacle, caused indirectly by the over-issuahce of
securities ard ease of issuing securit;es which permitted unsound capital
structures, unreasocnable manajement contracts and a paucity of sound invest-
ment policies. It may be well to recall, at this point, that a number of
large banking houses which resisted the trend up to 1929, realizing very
well that these investment trust securities would eventually trind no good
either to the investor or to the banker, finally succumbed and, in one form
or another, capitalized upon the popularity of these securities by bringing

out issues of lnvestment and semi-holding companies.

The problem is to make the issuer on the one hand and the distributor
and the retailer on the other independent of the underwriter. If that were
done, £he underwriter wouid fulfill the true function of an insurer, with
all the constructive features that go with a risk-taking function. It should

come closer to providing‘an independent middle man who would stand between
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the buyer and the seller and represent the public generally. What is
negded is someore to prevent ;;énomically wasteful issuance and sale of
securitvies. Only theoreticians can leave this task to the forces of the
"market", for the market too often likes the wrong thing at the wrong time,
And there are always a ngmber of people willing to oblige by cultiva?ing
such wrong predilections.

‘To be sure, this‘course might tend to slow up the process; certainly
make it much more discriminating and, rossibly, somewhat more ;mmediately
expensive, But that it will ypay in the long run, seems reasonable. It
doubt less will require a number of important changes in the banking machin-
ery, foremost among which is the increase of capital resources available for
underwriting. This migﬁt entail the assumption of such functions by other
agencies, either by themselves or in conjunction with the banking houses.
But given supervised competiuive conditions, these new sources should be
readily found.

. Third: All current indicia make clear that the position of the banker
will in years ahead be more and mecre restricted to the performance of one
of the two functions I have mentioned, namely either underwriting or selling.
Insofar as management, formulation of industrial policies, domination or
control over reorganizations are concerned, it is-my belief that the banker
will be superseded. The financial power which he has exercised in the past
over such processes will pass into other hands. It is not merely a ques—
tion of finding some other agency or single group which will.perform its
functiong. It is a question of finding proper and adeguate devices for
passingrthat power back to the owners of industry, where it properly be;
longs. The key to the solution of current industrial problems is to be

found in large measure in a process of democratization of industry.
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New tools to express and serve the investors' interests have to be
founds One current development of foremost importance is vitalization of
indenture trustees. Enlightened indenture trustees will be found exercis-
ing wholesome influences in the cause of the security holders. This steyp,
however, cannot be taken without necessary precautions against the ever
tempting opportunities for aggrandizement and power which are within reach
of those who are in a dominant position in our financial empires. Measures
designed to purge these trustees of conflicting interests cannot be thwarted
or defeated b& the pressure of the sheer self-interest of the trustees.
Should thej at any time lack the foresight or vision to undertake the exacting
tasks of their new stewardship, other competent and reliable agencies will
be found. The fact is that the job must and can be done,

The vitalization of the indenture trustee is only one of the necessary
steps in the program of democratization in industrial control. Today, as
You well know, we have a practical usurpation of the rights of the great
body of investors which can only be described as financial royalism. Our
present situation is a carry-over from a previous age when there were only
a small number of security holders. It should not apply when we are today
a nation of investors. The problem is how to achieve sowe form of real
representation for those security holders who are not associated with the
management, One phase of this is an implementation of the position of pre-
ferred stockholders. If preferred stockholders are entitled to elect a
najority of the board of directors after a stated number of dividend de-
faults, then they should have real representation from such directors,

When the old management stays in control of the proxy rachine, the preferred -



stock is not givgn real protection. If the preferred stock is sold on the.
theory that it wlll assume control of the corpératlon If the dividéﬁds are
not paid, then s;§e method must be devised to make this control a real th;ng.
Another phase of this grgblem relates to obtaining directors who will ;gp?
resent the public.interest. This involves a réconsideration of the basis
of direcﬁorg' compensation and of the practice of directors acting on m;ny
board%. Possible solutions may exist in the principle of rotation of,di—
rectors and ;hé greatiog of so-called public dlreétors. Advances in the
same direc?ion ¢a£ be made through a serles Af related proposals. The elig-
ination ;f non-;otlng stock 1is. one, The elimination of voting trus?s as
they are currently known is anothér. The latter are merely the apotheosis
of the process of dive;ting the stockholders wh& own the company from con-
trol of or any voice i; the affairs of the company, They afford promoéers
convenient devices for eaiing ihe cake and having it too, They merely
make the stockholqer an easier prey to whatever pressures are brought upon
him by management or other dominant groups, whose power the stockholder is
rarely in az position to challenge. If the corporation really needs con-
tinuity of personnel and policies, ghere are otherlways by which to attain
them. In sum the voting trgst as currently observed is little more than a
vehicle for corporate kidnapping:

Anotper or complgmentaryﬂpethod of reaching the same ocbjective
may be the development of sam; permanen£ national organization to
which grievances could be carried and which coulad effectiveiy inter~
vene. Through suchk an agency views of the real owners of these v§s£

enterprises could be articulated. They could be influential in as~

suring that management policles were -dictated in the public interest



and in the interest of investors and not in terms of the immediate and
se%fish interests of the managenent. The investors who today are by and
large orphans of our financial economy must by some such methods be proe
vided with adequate representation. Perhaps industry rather than gover;-
ment can provide it.

You know better than I the basic needs for such representaticn. You
have seen it in oppressive plans for mergers and consolidations; in bold
but ;elfish endeavors 1o deprive preferred stock of its accumulated divi-
dends; in inequitable plans for recapitalization; in management contracts
and bonus arrangements which put a premium on inventory and other speculae
tion; and in vicioug and unsound lavor peolicies., Many of these matters
reach national proportions; all of them affect, directly or indirectly,
national savings. They have an obviovs and intimate relationship to our
economic and social stability end cannot safely be left to the whim or
caprice of a few.

The labor problem which I mentioned is one of the pressing contempo-
rary conditions which cannot be imperiously treated. Management has
a place in our economic 'sun; but so does labor; so does the investor;
and so does the consumer.- The real owners of these industrial empires
have a growing feeling of distrust and lack of confidence in a manajement
whicg treats imperiously, unfairly, or selfishly the conteuporary demands
of labor; they have an increasing recognition of the fact that mid-
Victorian attitudes are neither wise or expedient on the one hand ner
fair and equitabie on the other; they have a growing resistance to any

course whieh will sacrifice and not protect the human values at stake,
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Ways must be found to make management responsive to the desires éﬁd demands
of the real owners of the business. To allow management to continue to
place itself above or to pay no heed to the interests of labor, investors
and consumers is to invite disaster. Remote control by an inside few of
these furdamental economic and human matters is fatal. There can be in.
our form of corporate and industrial organization no royalism which can
long dictate or control these basic matters.

In this trend towards democratization in industrial management,
bankers can play an important role, though they lose their position of
dominance over industry. In final analysis they are the ones who control
the life-blood of the enterprise~-its supply of capital. From this posi~
tion they can provide a large measure of protection. They can exercise a
wholesome influence on protective clauses and provisions in charters,
trust indentures and the like. They can, if they desire, assert an in-
fluence second to none to prevent complicated and unsound capital struc-
tures. An insistent demand on their part for respectable and healthy cor-
poration laws could have a profound effect in legislative halls. They could
make certain before the underwriting is consummated that adequate and proper
provision is made for giving security holders an opportunity to participate
directly, or indirectly through competent and honest representatives, in the
formulation of management policies. The bankers stand in a peculiarly
strategic position to make constructive advances along the lines indicated.
This progress cannot be delayed so as to await future.developyents. It is
a course of action made insistent by the incre;sing rapidity of the rate of

change in our social and economic order.



