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AUTHOR'S NOTE 

A recent financial editorial takes occasion to remark that "at 
a time when public utility holding companies have few friends, 
it may be worth while, in passing, to mention that the well
set-up corporation of this character is by no means the financial 
ogre that so many critics are now trying to make it out to be." 
I t was more or less in such a spirit that the study resulting in 
this monograph was undertaken, the object being to determine, 
as definitely as possible, the requisites of a well-managed public 
utility holding company. It is believed that mismanagement 
has been more responsible for the faults found with holding 
companies than has the form of organization 'Per se. If this be 
true, demonstrated mistakes and successes of the past should 
point the way to improved management in the future and thus 
give rise to fewer objections to holding company ownership 
and control of public utilities. 

To many persons are due thanks for efforts and encourage
ment given freely in the process of this holding company study. 
Executives in the utility industry were, in most cases, unex
pectedly kind in the matter of furnishing information; without 
their assistance any merits the study may have could not have 
been attained. Professor 1. Leo Sharfman of the Economics 
Department of the University of Michigan was a constant 
advisor to the writer, and this occasion is taken to acknowledge 
the assistance which he gave. Acknowledgment is also given 
to Tresse Musil, Secretary of the Bureau of Business Research, 
for her painstaking work on the original manuscript, and to all 
other members of the Bureau staff who assisted in the routine 
work of analysis and pUblication for their helpful co-operation. 

Ann Arbor, Michigan 
August 1, 1932 

MERWIN H. WATERMAN 
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FINANCIAL POLICIES OF PUBLIC UTILITY 
HOLDING COMPANIES 

SUMMARY AND CoNCLUSIONS 

Public utility holding companies of the size and form so 
common in the industry today cannot justify their existence by 
size alone, nor by the economies of operation and management 
alleged for the holding company form of organization. Profits 
of expansion of holding company groups will no longer be self
generated, because many factors that were, in the past, favora
ble to the organization and profitable development of holding 
companies in the public utility field have disappeared or have 
been minimized by the extent of the expansion activities them
selves. Therefore, it is concluded that the very large public 
utility holding company systems must, in the future, be man
aged under modified policies which recognize the economic 
limitatiollll of holding company control and which provide 
financial direction that is reasonably adapted to the characteris
tics of the industry and to the financial needs of this form of 
organization. 

While this study takes cognizance of the social aspects of 
the position of the holding company in the utility industry, its 
chief emphasis is devoted to a discussion of the management 
policies of holding companies and the profitableness of those 
policies to the holding companies themselves. Many practices 
and procedures which might be considered undesirable in their 
social effects are apparently unprofitable and unreasonable from 
the standpoint of sound management. It would seem, there
fore, that there should be a dual incentive for holding company 
managements to put their houses in order; the first arising from 
the desire to avoid any extension of public control which might 
result from evil effects of mismanagement, and the second 
growing from the sensible attitude of those who wish to man
age profitably and build well financially. 

The following paragraphs contain a. summary of the 
writer's conclusions with respect to the various operating and 

[1] 



2 MICHIGAN BUSINESS STUDIES 

financial policies which are analyzed and discussed in the course 
of this study of five large public utility holding companies. It 
should be borne in mind that these conclusions are the result of 
an examination of only five public utility holding companies, 
and while these companies are both large and important, their 
actions do not represent the performance of 100 per cent of the 
utility industry. In effect, the conclusions are more in the form 
of suggestions which seem reasonable in light of the experi
ences of the companies studied and which are based. on deduc
tions as indicated in the course of these writings. Many of the 
suggestions are worthy of further study to determine more 
specifically the extent of their possible application, but it is 
hoped. that, in the meantime, they may Erove enlightening as 
suggestions alone. 

1. Industrial and geographical diversification of properties 
under the control of a single holding company adds so little to 
the effectiveness of operation and profitableness of a public util
ity group that size for the sake of diversification alone is not 
justified. The fact that the earnings of the utility industry are 
relatively more stable than those of other industries is, in itself, 
an indication of the uselessness of diversification. If business 
conditions become so unfavorable as to affect seriously the earn
ings of utilities, they will probably be so universally unfavor
able that diversification will be of no assistance in support of the 
earning capacity of a group. 

2. The economies of large-scale production and large-scale 
management which have been alleged. for the holding com
pany form of organization are decidedly limited. It is true that 
large utility properties may be more efficiently and profitabl) 
managed. than small ones, but it is not necessary that a holding 
company assemble utility assets in billion-dollar amounts in 
order to realize fully all of the possible advantages of size. 
While one cannot state definitely where the limit falls or be
yond what size further advantages cease to accrue, it is apparent 
that holding companies offer smaller and smaller differential 
advantages in efficiency and cost as their size increases, until, 
finally, size alone is the result. 

[2] 



HOLDING COMPANY FINANCE 3 

In view of the fact that large holding companies have so 
litde to offer the public or the management in the form of 
increased service efficiency or operating economy, their con
tinued existence and profitable operation depend on proper 
financial management and on the care taken to prevent misuse 
of the power of concentrated capital which they possess. In the 
subsequent paragraphs are presented those conclusions arising 
from the study of holding company financial policies which it 
is believed represent sound financial practice from a profit 
standpoint and also legitimate procedure from a social stand
point. 

3. Parent company financing and the issuance of parent 
company securities are best regarded as supplements to and not 
substitutes for subsidiary financing and subsidiary security issues. 
The extensive use of subsidiary securities is limited to holding 
company systems which comprise self-sufficient groups of prop
erties, but it is desirable because subsidiary financing is cheaper, 
is a more dependable source of capital, and is in every way more 
in keeping with the financial needs of the industry. The only 
justifiable occasions for the issuance of parent company securi
ties, or securities of subsidiary holding companies, are those 
which arise from the need of providing financial reservoirs for 
the temporary use of operating subsidiaries and for parent com
pany investment in its subsidiary holdings. 

4. The practioe of financing public utility holding com
pany systems with borrowed· funds, often referred to as the 
practice of "trading on the equity," is a satisfactory method of 
financing. The relative stability of utility earnings provides a 
sound basis for borrowings, but a reasonable margin of safety 
between normal earnings and fixed interest charges should be 
maintained, because of the business risks inherent in the indus
try. The exjstence of a large proportion of relatively fixed 
operating expenses in a public utility enterprise tends to accen
tuate any fluctuations of gross revenues in terms of operating 
profits, and therefore caution should be exercised when incur
ring financial risk represented by bond issues. In the reoent 
economic disorders, those holding company systems with large 

[3] 



MICHIGAN BUSINESS STUDIES 

portions of their capital represented by borrowed funds suffered 
severely. Admitting the profitableness of financing with bor
rowed funds, one should recognize the possibility that profits 
and even rights to future profits may be eliminated if too large 
a share of capital is furnished on a margin. 

S. The use of non-voting preferred or other limited-return 
stocks offers many of the advantages of debt financing without 
involving the dangers of the latter arising from the legal rights 
of creditors. Financing with preferred stocks permits the 
accrual of residual profits to common stockholders, just as the 
limited cost of borrowed funds tends to increase stockholders' 
profits, but preferred stockholders cannot demand return on 
their investment under threat of receivership or foreclosure. 
Neither is there any need to provide for maturity of preferred 
stocks as there is in the case of bonds, because the former are, 
in every respect, ownership securities. It is true that profits 
from the use of preferred stocks may not be so great as from 
the. use of bonds, because the typical preferred stock: dividend 
rate is higher than the typical bond interest rate, but at least 
the same principle of ''trading on the equity" can be applied 
without an equal degree of risk. 

6. After considering the various methods used by holding 
companies in effecting the acquisition of new subsidiaries, it has 
been concluded that the exchange of common stock: for the 
equity securities of new companies is preferable to the purchase 
of these equities for cash or to their acquisition by exchange of 
bonds or preferred stocks. Common stock: exchange avoids the 
necessity of raising capital which is usually involved in cash 
purchase, and, at the same time, avoids the incurring of fixed 
or semi-fixed charges which accompanies the exchange of bonds 
or preferred stocks. Also, the use of common stocks protects 
the purchasing company from the costs of increasing market 
prices because any increase in the price of the stock: of the com
pany to be acquired will tend to be offset by a similar increase 
in the price of the purchasing company's stock:. However, the 
cheapness and facility with which common stock can be used 
are undesirable if they lead to the creation of a parent company 

[4] 



HOLDING COMPANY FINANCE S 

capitalization so large that there can be little hope of paying 
a reasonable return on all securities issued. 

In the treatment of security-holders of newly acquired sub
sidiaries there is every reason to eliminate all minority inter-

~ ests which possess voting or residual-income securities. Such 
procedure serves not only to simplify the financial structure of 
the system and to assure the parent company full control of all 
residual income of subsidiaries, but also to eliminate any chance 
of legal complications arising from the rights of minority stock
holders. In the light of a previous conclusion that parent com
pany securities are not good substitutes for subsidiary securities, 
there can be no excuse for attempting to retire subsidiary bonds 
and non-voting preferred stocks by call or by offering parent 
company securities in exchange. 

7. The bonds used in the financing of operating subsidiaries 
are usually most satisfactory when secured by open-end mort
gages. As long as the utility industry is expanding by the 
process of capital expenditures for new construction, improve
ments, and betterments, it is reasonable to provide a portion of 
the capital by borrowing. If original bond indentures are left 
open, it will not be necessary to use junior-lien securities, which 
find less favor in the investment market, nor to indulge in com
plexities of lien or corporate organization designed to avoid the 
higher costs of junior-lien capital. It is concluded, therefore, 
that, whenever possible, mortgage bond indentures should be 
drawn to permit the limited issuance of additional bonds of 
equal lien. 

8. By confining their financing to a few simple, straight
forward capital issues, parent companies facilitate a definite 
interpretation of the investment qualities of their capital con
tracts and thereby increase the attractiveness of their investment 
offerings. Simplicity of parent company financial structures 
makes clear the status of each class of security, and each class 
has certain peculiar characteristics that should be observed. 
Debenture bonds provide the most satisfactory means of parent 
company borrowing, there being little or no advantage to the 
typical utility holding company in the sale of collateral trust 

[S] 



6 MICHIGAN BUSINESS STUDIES 

issues. Preferred stocks are useful for establishing any special 
ownership relations with investors that· may be desired, but, 
in general, the use of a large variety of classified stocks adds 
unnecessarily to the confusion and complexity of financial struc
tures. Parent company common stocks represent the residual 
equity in a holding company system and are to be recognized 
as the most risky security in the entire consolidated financial 
structure. No amount of special contractual features can elim
inate that risk which is inherent in such equity securities. Vot
ing rights may be given either to common stock: or to both 
common and preferred stocks, but the use of special voting 
issues which separate control from investment is in contradiction 
to any reasonable conception of simplicity and equity in holding 
company financing. 

9. The public utility industry is as well adapted as any 
other to the use of long-term security contracts, and it is gen
erally considered to be committed to a policy of permanent 
debt. As long as there is no occasion for liquidation of earning 
assets there is no reasonable occasion for debt retirement, either 
by maturity or by periodic sinking-fund payments. Therefore, 
all utility bonds, whether of parent or subsidiary companies, 
may be as long term as the market will absorb at reasonable 
interest rates. Long-term capital contracts are most consistent 
with the capital needs of the industry, and the insertion of the 
callable feature in these contracts will give the desired degree 
of ftexibility to financial structures and insure the management 
against long-time unprofitable commitments. Long-term bond 
issues without provisions for serial or sinking-fund retirement 
will lighten the utilities' burden of raising capital for refund
ing, which may be a serious one when need for refunding cap
ital is coincident with need for expansion capital. 

10. The use of convertible bonds is quite inconsistent with 
the capital needs of the utility industry and is in violation of 
the principle of simplicity implied in conclusion 8. 1£ borrow
ing is justified and is profitable to the utility in the first instance, 
it becomes increasingly so as the earning power of the system 
develops and the risk is correspondingly diminished. Further-

[6} 



HOLDING COMPANY FINANCE 7 

more, bond conversion is always expensive from the manage
ment standpoint, because it involves the substitution of securities 
paying a higher return to the security-holder than the bonds 
contracted to pay. The only time when an investor will exercise 
his option to convert a bond into stock: is when the issuing com
pany is most prosperous and hence in the most favorable posi
tion to profit from the practice of trading on the equity. Un
certainty, not flexibility, is added to the financial structure by 
using convertible bond contracts which permit the exchange of 
bonds for stock: at the option of the investor. 

The use of bonds convertible into stock: at the option of the 
issuing corporation is indefensible from any standpoint. It de
tracts from the investment quality of the security, and the 
exercise of such an option would do great damage to the issuing 
company's credit. Such action would constitute a cancellation 
of debts and a substitution of non-interest-bearing ownership 
securities for those with a legal and prior claim on earnings and 
assets. 

11. The sale of subsidiary company securities to customers 
appears to be a satisfactory method of raising capital, but one 
not to be depended upon beyond its real potentialities. Custom
ers may be an uncertain source of capital, and if all the costs are 
considered, they may not be so cheap a source of funds as has 
been thought. The proposition that this form of security dis
tribution tends to create customer good-will should be consid
ered together with the possibility that the good-will of cus
tomers might be changed to "ill will" in exaggerated form if 
a utility management were forced by necessity to forego divi
dend payments. 

12. Sale of securities to stockholders under a plan of priv
ileged subscription has proved a satisfactory means ·of securing 
capital funds, but, if the capital needs of a company can be 
fulfilled by the reinvestment of earnings, this latter method 
seems preferable. The payment of stock: dividends seems to 
satisfy the stockholders, and to the corporation reinvestment so 
recognized is a simpler, cheaper, and more satisfactory means 

[7] 



8 MICHIGAN BUSINESS STUDIES 

of securing capital than is the payment of cash dividends accom
panied by periodic offerings of additional stock. 

13. During a period of expansion public utility holding 
companies can advantageously reinvest a large portion of their 
earnings in their own systems. As a holding company expands, 
its equity investment must increase in order that proper balance 
may be maintained in the financial structure, and reinvested 
earnings provide a simple and cheap means of accomplishing 
this end. Their reinvestment protects the credit of the system 
and tends to build up value reserves against possible losses that 
might prove disastrous. Moreover, as the equity thus provided 
increases, it provides a base on which further borrowings may 
be negotiated. 

It appears that this reinvestment will be most effectively 
used if the earnings are left in the subsidiary organizations. To 
pay earnings out to the parent company necessitates their con
version into liquid form, and, once in the coffers of the parent 
company, the liquid assets represent a temptation to acquire 
more subsidiaries or to increase cash dividends. In other words, 
payment to the parent company for reinvestment is likely to 
result in a holding company system composed of a large num
ber of loosely connected and not too strong subsidiaries, where
as reinvestment in the operating companies is likely to result in 
subsidiaries that are more nearly self-sustaining and also more 
efficient from both the financial and operating standpoints. 
However, in so far as earnings are legitimately reinvested by 
the parent company, the payment of stock dividends recogniz
ing the permanence of such reinvestment is reasonable. 

[8} 



CHAPTER 1 

INTRODUCTION 

This study was actuated by the writer's interest in both 
nnance and public utilities and by the fact that public utility 
holding companies have been and are the subject of much con
troversial discussion. The public utility industry has been sub
j ected to many investigations, both political and academic, but 
most of such analyses have dealt with the social and economic 
aspects of utility companies and their holding company rela
tionships. While the importance of the social and economic 
problems raised by the holding company form of organization 
as applied to the utility industry is recognized in this study, the 
problems of business management involving the financing of 
public utility holding company groups and other managerial 
policies closely connected with financing will receive the most 
emphasis. 

One would think that if public utility holding companies 
were properly financed and soundly managed from a long-run 
profit standpoint, they would be free of some of the evils which 
are alleged to be inherent in this form of organization. The 
profit incentive is still effective in our economic order, and if 
those persons in control of utility affairs can be convinced in 
profit terms that their best interests are more or less common 
with the public interest, it is poS§ible that some of the practices 
and policies of holding company management which seem to 
call for regulation may be eliminated. By implication this study 
calls attention to certain policies and practices that may be un
social in effect, but the chief purpose of this analysis is to point 
out those policies and practices which are unprofitable and 
which, therefore, ought to be corrected by management with
out pressure of public regulation. Management may not be 
able to eliminate completely the problems which seem to de
mand public control, but proper management may lessen the 

[91 



10 MICHIGAN BUSINESS STUDIES 

seriousness of some of those problems and make public contro 
of certain phases of holding company operation unnecessary 
Any effective move to mitigate the need for governmentaJ 
control would seem to be a reasonable method of self-defens~ 
for those concerns in the industry which complain about thll 
stagnating effect of government interference and the blight put 
upon managerial initiative by public regulation. The manage-, 
ment of public utility holding companies on the basis of sound 
financial and profit principles should tend to perpetuate the 
holding company form of organization, not only by lending 
greater assurance of financial success but also by overcoming 
such reasonable objections to the form as may originate in mis
management. 

The procedure used in this study to analyze and test the 
practices and policies of public utility holding companies was 
determined upon after a survey of the information available 
in the field. It was decided that, rather than to present a purely 
statistical analysis of a large number of companies, it would be 
preferable to give detailed attention to a few companies whose 
situations and policies were sufficiently diverse to afford 
examples of most of the practices and procedures current in the 
industry. It was also decided that, in order to obtain the desired 
degree of homogeneity, the study should be limited to those 
companies whose chief holdings were in gas and electric operat
ing companies within the United States, and, in view of the 
particular interest in financial problems, that it should include 
only those companies which had expanded considerably and 
had maintained their corporate existence throughout the period 
to be studied. Availability of comparable data limited some
what this process of elimination. 

Eventually five holding companies were found whose finan
cial and operating policies differed, whose properties were 
chiefly, although not entirely, confined to the gas and electric 
business in the United States, and about which there was suffi
cient information to permit analysis. The companies thus 
chosen to serve as a basis for this study were: ( 1) American 
Power and Light Company, (2) Associated Gas and Electric 

[101 



HOLDING COMPANY FINANCE 11 

Company, (3) The North American Company, (4) Standard 
Gas and Electric Company, and (5) The United Light and 
Power Company. While these companies are not the largest 
utilities in the United States, they are among the largest of the 
holding company groups, and taken together they represent a 
satisfactory sample of the utility industry in the gas and electric 
fields. 

The years 1925 to 1929, inclusive, were chosen as temporal 
limits of the study, because during those five years a great ex
pansion movement took place in the industry; market conditions 
were favorable, and, under the infiuence of general industrial 
prosperity, millions of dollars' worth of utility properties were 
concentrated under holding company control. At no other time 
are the financial policies of the companies more in the fore
ground than during periods of expansion, when new capital 
must be raised and financial structures readjusted.' It was felt 
that an examination of the financial procedures of the companies 
for five years not only would assure that conclusions would be 
uninfiuenced by what were, in effect, merely temporary com
mitments, but also would provide positive information about 
long-run policies. In the case of two companies examined, 
comparable data were available for only four years, but pains 
were taken to see that the resnlts were not distorted by this lack 
of information. 

The procedure followed in the study and analysis of these 
companies involved the examination of the history, policies, 
and practices of each company in considerable detail. These 
facts having been ascertained, the next step took the form of a 
cross-section analysis of those policies and practices relating par
ticularly to the various phases of holding company management 
and financing. The purpose of this manner of comparison was 
to afford opportunities to discuss several policies followed by 
the respective companies and to test their reasonableness and 
applicability. The method of reasoning applied in judging the 
soundness of holding company policies was chiefly deductive, 

lEmphasis on this phase of management reoccors at times of financial 
.reorganization. hut lum occasions should not be classed as normal. 

[11] 



12 MICHIGAN BUSINESS STUDIES 

because the complexity of the problems and the unsettled status 
of the industry defied adequate statistical analysis. It was in
evitable that, by this process, some conclusions would be reached 
with respect to the relative soundness of the individual com
panies under observation. However, it must be emphasized 
that such was not the main purpose; rather it was desired that 
this study should develop certain ideas which would serve as a 
universal guide to the proper application of various manage
ment and financial policies of public utility holding companies. 

The details of the analysis and comparison of the five large 
holding companies and their policies are contained in the fol
lowing pages with the writer's conclusions stated in a form as 
definite as the circumstances permit. A comparison of the phys
ical property characteristics of the several holding companies is 
presented in Chapter 2 together with a consideration of the 
corporate relationships and the nature and degree of parent 
company management which accompanies these relationships. 
From the analysis of these physical set-ups, there will evolve 
certain conclusions regarding their economic usefulness and effi
ciency from the standpoint of holding company profit. Such 
considerations are essential to an intelligent test of financial pol
icies, because management policies have a definite effect on 
holding company profits. 

In Chapters 3 to 7 the various financial policies and pro
cedures of the several companies are critically examined, and 
the most significant points of this study are developed. This 
detailed study explains the writer's reasons for his beliefs with 
respect to the methods of financing which are most reasonable 
in view of the problems confronting public utility holding com
panies. Specifically, there is consideration of the several hold
ing company financial structures, the many means used to raise 
new capital, the respective dividend- and earning-distribution 
policies, and the various methods used in financing the acqui
sitions of new companies. The conclusions are presented in 
terms of the relative soundness of parent and subsidiary financ
ing, a comparison of stock and bond financing, mortgage versus 
debenture bond financing, the uses of privileged subscriptions 

[12] 



HOLDING COMPANY FINANCE 13 

and stock dividends, the possibilities of customer ownership, 
and alternative methods of security distribution. 

Unless otherwise indicated, all references to holding com
panies throughout this study pertain to entire holding company 
groups or systems rather than to the parent companies alone, 
Inasmuch as the approach of this analysis is one which views 
the groups and their problems as a whole, this connotation 
seems justified. It is recognized that the ratio analyses, used 
throughout the study in an attempt to characterize the several 
holding company groups and their financial policies, have in
herent weaknesses because of the fact that these ratios are based 
mainly on figures from consolidated financial statements. How
ever, in no instance are such ratios used to test the specific status 
or solvency of Ii particular holding company, because consoli
dated financial ratios take no cognizance of priority of legal 
claims or the existence of separate corporate entities. The chief 
use made of the financial ratios in this study is that of demon
strating what the companies were doing and what were their 
relative positions with respect to certain policies and practices, 
a use which comes within the limited scope of sound application 
of such ratios. 

[13] 



CHAPTEIl2 

HOLDING COMPANY OPERATING POLICIES 

Three purposes will be served by a comparison of the prop
erties and a discussion of the operating policies of the five hold
ing companies that are being used as laboratory material for this 
study. First, such a presentation will provide a background 
enabling the reader to picture in his mind the physical charac
teristics of the several systems, their similarities and their 
differences. Secondly, this comparison will give an idea of the 
relationships and lines of authority within each system. Finally, 
the analysis will provide a basis for critical comparison of the 
several system organizations from the standpoint of the rela
tive economic efficiency of each form. This last point has been 
much emphasized by holding company interests in their argu
ments for the continuance of the holding company form. 

PIlOPERTIES AND ORGANIZATION 

Charts 1 to 5 are presented to convey impressions regard
ing the geographic location of properties and the natore of the 
corporate relations existent in each holding company system, 
and the extent of the expansion which took place during the 
years 1925 to 1929. While the charts do not indicate in every 
instance the precise location of the operating properties, the 
extent of geographic diversification may be noted from the 
corporate names of subsidiary companies, which often corre
spond with the districts served by the respective operating 
units.' 

Certain facts stand out after an examination of these charts. 
The widest geographical diversification was achieved by the 
Standard Gas and Electric Company (Chart 4), whose system 
included properties in all regions of the United States except 

lFurther fadII and h;.orical data ftgUdiDr each of the fift c:ompani<o maJ 
be found I1IIDIIIa1'i.oe iD Appendix A. 
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the extreme south and northeast portions. At the other extreme 
was the North ~erican Company (Chart 3) with only five 
operating groups; namely, those in California, Ohio, the Dis
trict of Columbia, Wisconsin-Michigan, and Missouri-Illinois
Iowa. 1 The Associated Gas and Electric Company, although 

CHAltT l-QapolATE OIlCANIZATION OF "I"HE Ala.8.ICAN PoWER 
AND LICHT CoMPANY*' 

(J .... uary, 1920, and De<ember, 1929) 

-----~---

c:J ..... _--.uD-_~._ 

r::J ~----,,--~ ...... ---..-
0So""",,: Appendix C. 

its property distribution (shown in Chart 2) was confined to 
the eastern half of the United States, possessed two features not 
common to the other systems; namely, considerable holdings 
outside the United States and a large number of units abs0-
lutely isolated as far as possibilities of interconnection or group 
operation were concerned. The United Light and Power Com
pany set-up (Chart 5) had somewhat the same characteristics, 
although they were not so pronounced. This chart shows several 

'RedU«d to fo .... iu 1930 by sal. of California properties. 
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CHAJt.T 2---coJ.poUTE ORGANIZATION OF THE AssoctATED GAl 
AND ELECT.RIC CoMPAMY* 

(January, 1925, and December, 1929) 

1 JlNUAR'f. t925 

-~. ..... ~-- ~":"" ... _",-"."_,,'-,,-,12,,..,,::--=_=_~ .... "' •• ,,-,,_"" 

n O£C£w8U. IUt 

--::: ... 

- ---- --
*Sour<e: AppeudiJ: C. 

isolated properties, including one in Canada; but in w:nera1 
the United company's activities were carried on by groups 
located in the central states. The American Power and Light 
Company achieved diversification, but practically all of its prop
erties were grouped or capable of being grouped, although its 
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fields of operation were in no instance in highly concentrated 
population areas suitable for the most intensive development. 

When considering the degree of industrial diversification, 
the reader should recall that one of the criteria for choosing 
the companies to be studied was that their chief holdings should 
be in gas and electric properties. However, that criterion did 

CHAll.T 3-COllPORATE OIlGANIZATlON OP THE NOR.TH AMEltICAN COMPANP 
(JIUlUUY, 1925, and Decomber, 1929) 

I !lIE NORTH """"CAN COIot""" I 

ea::~""1 

-_~ll -=-- .u::.-I 
I~~I 

c::::J ------... -::,:J _____ w_ 
CD .... -

.Source: Appendix C. 

not eliminate those companies rendering street railway service, 
although such service was in most cases a minor source of reve
nue.' Furthermore, most of the companies rendered other 
services such as ice, water, and "miscellaneous." This fact indi
cates some differences in policy with respect to the kind of 
public utility business the companies saw fit to enter, and is a 

lThe NortA American Company derived approximately 14 per cent of ita 
total revenue from electric railwa,. in t919~ the Standard Gal and Electric: 
Company approximately 20 per cent of its public utility revenue. 
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CHA&T +---CoaPoaATE OacANlZATlOH OF THE STANDAllD GAS 
Al<D ELECTUC eoJ4P_ 

aaauary, 1926, and Deo:mber, 1929) 

L STANDARD GAS b £l..£tTRlC CtJWIANY I 
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CaaT 5--C0KP0uTE OICANlZATION OP THE UNITED LIGHT AND POwn. 
CoKpAHY* 

Oaoua.ry, 1925, and pec.mbu, 1929) 
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reflection of the fact that no large utility system is restricted 
solely to the operation of gas and electric properties! 

The expansion programs carried on during the years 1925 
to 1929 by all five companies were characterized by features 
of diversification.' While the Associated Gas and Electric Com
pany added some homogeneous groups to its holdings and made 
some progress in grouping isolated properties, much of its 
activity was confined to acquiring small properties here and 
there in the eastern part of the United States, and its longest 
reach extended to the Philippine Islands in 1925. The Amer
ican Power and Light Company's expansion activities served 
to lessen the number of scattered units, and its acquisitions were 
in general in proximity to existing properties. The North 
American Company made two important moves that increased 
both its geographical and industrial diversification when it 
acquired properties on the Pacific Coast in 1925 and in Wash
ington, D. C., in 192 8. Entirely new areas of operation were 
entered by the Standard Gas and Electric Company when it 
acquired the Standard Power and Light Company with its mis
cellaneous properties in the Pittsburgh and San Francisco re
gions. The United Light and Power Company made only two 
acquisitions during the five years,' but these two were in them
selves large systems of wide geographical diversification. 

HOLDING CoMPANY PRODUCTION ECONOMIES 

From the above survey of the properties and the expansion 
activities, it is evident that all the company managements pur
sued policies that involved inclusion in their systems various 
service producers, variously located. One's first reaction to such 
a policy is that it was a contravention of practice in other lines 

IThc: Standard Gas and Electric Company was the only company studied 
which had a large non-utility subsidiary;. namely, the Shaffer Oil and ~ning 
Company. The North American Company owned and operated aome c:oal mines,. 
but these were a. featllre of integrated combination. 

3Dotted line inclosures in Charts 1 to S indicate major corporate acquisitions 
during period under observation. 

one Continental Gas and Electric Company and the American Light and 
Traction Company. 
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of industry and was in direct violation of one of the principles 
of modern business procedure; namely, the principle of special
ization as applied to large-scale methods of production. Those 
companies whose subsidiaries offered services including gas, 
electric, water, railway, ice, and "miscellaneous" were distrib
uting their efforts over a wide variety of technical, production, 
and sales problems. In fact, about the only characteristic com
mon to all such services was that they may have been classified 
as "public utility services"; but some were outside this class, 
particularly those involving coal-mining, ice-manufacturing, 
the refining and distribution of petroleum products, and the 
sale of real estate. 

Geographical as well as industrial diversification may be 
looked upon as a hindrance to the application of principles of 
specialization. An extreme example of a not uncommon situa
tion may serve to make these points clear: We may ask, "What 
possible production advantages or economies can be derived 
from holding company ownership of an electric utility in the 
Philippines; a gas utility in Van Wert, Ohio; an ice company 
in Orlando, Florida; and a water company in Paris, Tennes
see?" The answer to such a question is obvious, and suggests 
that actual production economies are limited to those holding 
company properties which are relatively proximate and which 
render similar services. 

It is a demonstrated and a universally accepted fact that 
there are economies in the large-scale production and distribu
tion of gas and electricity, but it should be emphasized that 
those economies are the result of concentrated large-scale pro
duction and distribution. In other words, there could be no 
advantage to the production of gas or the generation of elec
tricity at one point in a holding company system - say in the 
Pittsburgh area of the Standard Gas and Electric Company 
system - and the distribution of those products to properties 
in Oklahoma, Minnesota, Montana, and California. Technical 
developments make it physically possible to perform such tasks, 
but the investment cost and low efficiency of such wide-spread 
distribution is ruinously expensive. The so-called "super-

[21] 
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power" developments of recent years may be justified, but sel
dom on the basis of cheaper electricity to far-flung outposts.· 
In the words of Mr. Alex Dow, President of the Detroit 
Edison Company, "The cheapest way to transmit energy for 
long distances is in a coal carl' and this proposition will 
undoubtedly be true for some time to come. 

In the gas utility field there are possibilities of long
distance, high-pressure transmission of gas as demonstrated in 
the case of the recently constructed thousand-mile line from the 
Texas Panhandle to Chicago. Here again, however, the neces
sary investment of $50,000 per mile,' together with gas losses 
and high transmission costs, places a very definite limit on the 
profitableness of such projects. To date there are no available 
facts regarding the earnings of such pipe lines, but there are in 
the minds of utility operators many doubts of their financial 
success. Not only are there these physieal and financiallimita
tions on "extensive-seale" gas and electric utility operations, 
but also there is neither the excuse nor the incentive for such 
projects that there is, for instance, in the case of the telephone 
utilities. In this field the American Telephone and Telegraph 
Company, as a parent corporation, has a legitimate, economic 
reason from the production standpoint for its ownership of 
subsidiaries the country over. In view of the nature of its com
munication service, there is a definite increase of efficiency and 
economy in a nation-wide interconnected system. 

In view of these considerations, the conclusion is that there 
can be no case for diversified holdings from the standpoint of 
production economies. Only within reasonable limits of physi
eal interconnection can any of the advantages of large-scale pro
duction be realized. Furthermore, any production economies 
arising from common ownership of different types of service 
properties in a single community can be only incidental ones, 
such as those arising from savings in accounting, billing, col
lecting, and dealing with customers.' In other words, produc-

'Eotimat. furnithed by Mr. R. H. Lawlor, gas ... gin..... See also F_. 
August, 1931, for atory of the '''Gas BaUO()1l" 

lIJ'hiI i, aside from the obvious economiea from rendering ~-product 
..meet" such .. me of coke, Iteam heat, etc. 
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tion economies do not provide a financial excuse for the type of 
development found in the activities of the companies studied, 
in so far as increased geographical and industrial diversification 
are concerned. The analysis turns, ~erefore, to an examination 
of holding company activities in the line of large-scale manage
ment to see what possible advantages might accrue from this 
source. 

HOLDING CoMPANY MANAGEMENT ECONOMIES 

Large-scale management is distinguished from large-scale 
production in this discussion in the orthodox way. Large-scale 
production is taken to mean the physical operation of plant and 
equipment under conditions which create efficiency by means 
of the interconnection of producing units or the abandonment 
of inefficient units in favor of larger and more efficient ones. 
Management connotes the application of executive and directive 
faculties to operation, construction, financing, and other busi
ness functions. Hence, large-scale management may be defined 
for the purposes of this study as "the centralization of man
agerial and executive functions to make the advantages of 
specialization in management available to a large number of 
operating units regardless of size or location." As a matter of 
fact, it is in the field of management that the utility interests 
make the strongest claims for holding company economies. It 
will be the next purpose of this analysis to examine brieHy the 
alleged advantages of large-scale management, to determine 
just how far these advantages were applicable to the five organ
izations which are being studied here, and to consider the effects 
of expansion on the effectiveness of large-scale management. 

To facilitate this analysis, Chart 6 is presented which shows 
diagrammatically the management set-ups of each of the five 
companies. These diagrams are simplified by the elimination 
of details in order to emphasize the characteristics of the man
agement relationships in each case. Not all of the subsidiaries 
of the respective companies are included; only enough of them 
to show the typical situation existing in each organization. 

The summary of management conditions as presented in 
Chart 6 indicates that in all but one of the five companies there 
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---~...,. --.... ....., ....... " .... " .... 
·Somoe:~c. 
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existed the machinery for detailed management of subsidiaries 
by the parent company organization. The exception, the 
North American Company, followed the policy of independent 
operation of subsidiaries, although this did not mean absolute 
independence, because the existence of corporate control and 
interlocking directorates assured that the general policies 
outlined by parent company executives would be followed. 
The American Power and Light Company transferred 
practically all the burdens of management to the Electric Bond 
and Share Company by means of management and service 
contracts. Both the Associated Gas and Electric Company 
and the Standard Gas and Electric Company had their own 
subsidiary organizations which rendered management services 
to their respective subsidiaries; while the United Light and 
Power Company, by means of contracts between its operating 
subsidiaries and its engineering and construction subsidiary and 
between the subsidiaries and the parent company, effectivdy 
dictated and carried out the details of subsidiary management. 
Thus in four out of the five companies under observation is 
found what can, without question, be called "large-scale 
management.» 

While there can be no question of the existence of large
scale management, there are questions regarding its effective
ness and the continued profitableness of applying this method 
of management to public utility holding companies like those 
under consideration. Absolute answers to such questions cannot 
be given, but it may be that merdy raising and studying these 
questions will lead to some conclusions of significance with 
respect to the advantages of holding companies measured in 
terms of management. The contents of the contract used by 
the Electric Bond and Share Company in establishing its man
agerial position with the American Power and Light Company 
and its subsidiaries' will furnish a fairly inclusive and typical 
list of the types of management services usually rendered by 

lUnited States Federal Trade Commission, UIiliI'y Corpo,.4Iiom (Waob
i.gton: United Stat .. Go .. r ....... Printing Office, 1910), SeDate Document n 
(70th ConI''''''' I .. Seooion), Parts 23 and 2+, Exhibi.4591. 
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holding companies or their management affiliates, and will pro
vide the basis for the following analysis. 

Operating seruices. It is customary for parent companies 
to supervise the operating activities of their subsidiaries by de
voting the services of specialists to each phase of operating 
activity throughout the system. This service may be limited to 
periodic inspection and the giving of advice, although some
times members of the holding or management company staff 
are permanently assigned to specific subsidiaries with executive 
powers and authority to manage. Whatever the means of ef
fecting this service, its object and the often-voiced argument in 
its favor is that the operation of the subsidiaries is more efficient 
by virtue of the highly trained and specialized managerial abil
ity which is thus made available to all operating companies. 
There is undoubted truth in such arguments and much that is 
praiseworthy in the objective. However, the writer questions 
whether such advantages tend to increase proportionately and 
indefinitely with the increase in the scope of the parent com
panies' holdings, particularly when expansion leads to a billion
dollar business operating in a dozen states and rendering six 
different types of utility service. 

The Detroit Edison Company has the reputation of being 
one of the most efficiently operated utility properties in the 
country, and it has been able to achieve results under its own 
management which entitle it to this reputation. The conclusion 
is that this company has been able to profit by the advantages 
of large-5ca1e production and large-5ca1e management without 
parental supervision and controL 1£ it be argued that size is 
what determines the effectiveness of large-scale management, 
the fact should not be overlooked that the Detroit Edison Com
pany on December 31, 1929, had only about one-half the 
amount of "book assets>J1 possessed by the smallest holding 

'The c:oocept "book _ is wed throughout this otudy to ~ the 
mati.., .... of the .....r.U holdiug companies, aDd to oerw as a ItaDdard bue 
to which various fomu of capitalization may be referred for comparatin p ..... 
_ This c:oocept haa no particular oigni6ance, .. such, euept that it doeo 
"p- the conmIldated book val... of the _ of the groupo otudied. In 
each <ale the &IIIOUIlt of "book _ ... detemUned by IUbtnctiug from the 
total .,.,.,..wdated ...... all __ i ...... such .. ..........,. oocuritieo, deferred 
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company group here studied and less than one-third the amount 
controlled by the largest.' The uselessness of detailed operating 
supervision is further demonstrated by the success of the North 
American Company, the one company here considered whose 

'_ policy did not include this characteristic. 
It is not evident exactly how the consolidation of street 

railways, electric companies, gas companies, ice companies, and 
water companies under the management of the same parent 
company can add to the efficiency of the family operations. The 
problems of operation and management in these fields are as 
diverse technically as the family is heterogeneous. 

Purchasing IICtivities. Savings accruing from quantity pur
chases comprise another mucb-taIked-of advantage of holding 
company affiliation. There is a goodly measure of truth in the 
statement that quantity purchases, particularly when planned to 
fit the seasonal and cyclica11ow-cost periods of producers, will 
result in worth-while reductions in the costs of materials and 
supplies. But again there is the question of how large a com
pany or group needs to be in order to obtain the utmost profit 
from this source. Undoubtedly there are limits below which 
prices will not go even under the intIuence of the quantity pres
sure that can be exerted by group purchasing. Of course, there 
are problems of checking and controlling the quality of ma
terials purchased which are more readily solved by the large 
purchaser than by the small one without facilities, but such 
technical service ought to be available to concerns with less than 
$500,000,000 book assets. Attention is called to the fact that 
detailed management control is not a prerequisite of any econo
mies of purchasing that may accrue to the group demand of a 
holding company system. The North American Company, for 
instance, with its minimum of managerial control, negotiated 
"National Users Agreements" which gave subsidiaries the 

cb.a.rga, and all depreciation or retirement reserves, Thus, in so far as the 
accounting record. may be accepted. the amount of (1)ook assets" represents the 
net book value of all real aaseta controlled by the several holding COmpanlCf 
including operating properties, investments, and miscellaneous a.sseta.. 

'Detroit Edilon Company book ....... December 31, 1929, $218,536,523. 

[27] 



28 MICHIGAN BUSINESS STUDIES 

benefits of quantity discounts, but left the details of purchasing 
to the managements of the operating units.' 

Engineering services. The holding companies allege that 
they can make the technical services of engineers available to 
subsidiaries at a much lower cost, considering their quality, than 
could be obtained elsewhere. In this respect it should be borne 
in mind that there are independent engineering and construction 
companies of good repute available to undertake tasks of any 
complexity and to give advice and estimates on engineering 
projects. The question of relative cost may be a debatable one, 
but that of the availability of service is not. The basis of the 
holding company arguments for their low-cost efficiency is, of 
course, the fact that they can afford to hire and employ contin
uously the highest-grade engineering talent by virtue of the 
extent of their operations. Comparing the position of large 
holding company groups with the independently operated 
Detroit Edison Company, one is inclined to question whether 
the latter does not enjoy as efficient engineering service as, for 
instance, its neighbor, the Detroit City Gas Company, which 
is owned and controlled by the United Light and Power 
Company through the American Light and Traction Company. 

Construction s8f"lJi&es. The same things are usually said 
about economy in construction that are included in the argu
ments for holding company purchasing and engineering service. 
Also the same replies may be made: There are limits on the 
quantity purchasing economies which can be eHected in the pur
chase of construction materials, and there are possibilities of 
contracting with independent concerns for construction work. 
In fact, it was the definite policy of the North American Com
pany to let contracts for construction projects that were beyond 
the scope of the staH of each subsidiary's operating engineers. 

Public relations s8f"lJi&es. In dealing with the public, both in 
its organized capacity as the government and in its unorganized 
capacity as the customer, a holding company can undoubtedly 
guide the management of operating units more successfully 

'It ohouId Dot be iDferred in lID]' ..... that tIu: boldiDg 00DlpIIDie0 pun:J.a. 
all materi&lo ad suppli .. for oheir __ "I -Uy tIu:y pun:J.a. oat,. _ 
of laq:e moment in .. tillty operation ad CDIIItn1CtiOlt. 
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than the subsidiaries can guide themselves. Problems of 
business policy, or "business politics," are necessarily involved, 
and satisfactory management in such respects may demand un
usual training and personality. The degree of efficiency exer
cised in handling such problems defies measurement, but there 
should be greater opportunity of securing the necessary abili
ties and making them available to operating companies through 
a large parent organization. Also, the advantage of having 
nation-wide holdings should enable a parent company manage
ment to cast off any narrow provincialism that might tend to 
influence the executive of a purely local utility. 

With respect to the problems of public relations, all utilities 
are similar, be they gas, electric, railway, or telephone com
panies; they are all public utilities or businesses endowed with 
a "public interest." There is, in the set-up of the typical public 
utility holding company, the machinery for attacking this very 
important problem and for settling the relationship between the 
service companies and the public. 

It should be noted that in the above discussion the state
ments have referred only to possibilities and not to actualities. 
In the history of holding companies, the power to deal with and 
influence the public has thus far been generally misused or 
ignored. This "misuse" of power has been and continues to be 
the subject of enough investigations so that nothing further 
need be said here, except to point out the possibility that some 
of the so-called "misuse" may well have been the result of 
"mismanagement" rather than of conscious application of power 
to unsocial ends. In other words, holding companies, in an 
attempt to protect their immediate interests before regulatory 
commissions and courts, have often enough followed such 
short-sighted, mistaken policies that they have lost golden op
portunities to work toward a reasonable and permanent settle
ment of their public relationships which would permit them to 
proceed without the continuous threat of increased regulation, 
government ownership, and confiscation! 

lIt will be interating to watch .some utilities withdraw their plea. for rate 
bases determined by 'fcott of reproduction," &I and if the price level continuea 
low. 
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The fact cannot be ignored that the massed wealth under 
holding company control represents power to affect public rela
tions. Misuses of this power are left for others to investigate 
and weigh; this study merely takes occasion to point out that 
parent companies could do more for themselves by initiating 
far-sighted policies with respect to their public dealings than 
they can hope ever to do by purchasing in quantities, by hiring 
first-rate engineers, or by supervising the technique of gas pro
duction. What holding companies have done has undoubtedly 
been of some benefit to the subsidiary organizations and has re
flected profit to the parent companies, but their efforts so far 
have been short of the possibilities. 

Fiscal Ilgency services. It is argued that a parent company 
can render valuable service to its subsidiaries by acting as their 
financial agent in the country's financial centers. Yes, it can 
do so; but any trust company in New Yark City can be hired 
to. act as transfer agent and to act as paying agent in connection 
with security contracts. Thousands of corporations, large and 
small, find it possible and profitable to secure the technical and 
legal services needed to handle financial transactions when 
those services are required. Any corporation large enough to 
issue securities is large enough to secure the needed services 
without having a prearranged contract for them. A service can 
be rendered, but it is difficult to conceive of much differential 
advantage accruing from holding company performance of that 
service as compared with trust company performance. 

Fi".ncial services. Much that is pertinent to the subject of 
financial services will be discussed in later chapters, but the 
most commonly alleged advantages to be derived from parent 
company control of system finances may be mentioned here. 
First, such parent company control is supposed to lend strength 
of diversification to the utility system and thus enbaDce its 
credit. Certainly the companies examined in this study show 
every evidence of diversification, both geographical and indus
trial. Second, the existence of the holding company form makes 
possible the substitution of large parent company issues for 
small operating company issues, a procedure designed to reduce 
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the costs of capital. Numerous examples of these large issues 
will be examined in connection with later discussions. Third, 
holding company connections are presumed to make possible the 
raising of capital for extensions and improvements of service that 
would not be possible under a system of isolated unit operation, 
and it is true that holding companies have raised capital and 
spent it freely in the extension of service. Fourth, and seldom 
mentioned except by those antagonistic to holding companies, 
control of financial affairs enables a parent company to arrange 
a financial structure so that control of large systems may be 
effected with a relatively small investment. As many studies 
have proved, millions of dollars' worth of operating properties 
are controlled by relatively small investments in parent com
pany voting securities." There is nothing wrong with such con
trol, per se; it is merely a source of power that may be misused, 
and when misuse is a proven fact, it results in a problem of 
extreme social significance. 

This study, however, is not immediately concerned with 
the social problem; it is concerned with the problems of busi
ness management measured in profits and values. Hence, this 
analysis will attempt to test the validity of holding company 
allegations and to determine the extent to which the holding 
company can claim the credit for facilitating the raising of cap
ital at reduced costs. Are the existing holding company set-ups, 
typified by the diverse forms herein described, necessary and 
essential to the achievement of these admittedly important 
financial services? The answer is undoubtedly "yes" with re
spect to the fourth of the above-mentioned points - the possi
bility of using the holding company form of organization to 
facilitate control of large amounts of capital with relatively 
small investments. The practice of pyramiding,'" so often 

"K. Field, T';' Publk Utility HolJing Corycwation (unpublished thesis, 
Univemty of Illinois) I H. S. Raushenb ..... and Harry W. Laidler, P_ Control 
(New York: New Republic, IDe., !92S}j United States Federal Trade Com
mission reports on utility corporations; and unpublished. papers of students of 
public utility management in the School of Business Administration, University of 
Michigan~ 

aUPyramiding" .refers to the practice followed by parent companies of 
_liahing intermediate holding c:orporali ... for holding _iii .. of operating 
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referred to and exemplified in the companies here considered, 
is a practical means of reducing the amount of investment neces
sary to control a large public utility system. 

Aside from the investment-reducing qualities of holding 
company organization, the advantages of existing forms of 
holding companies may be questioned for reasons similar to 
those advanced in face of the other alleged advantages of hold
ing companies. It is true that large corporations are able to 
raise capital more readily and more cheaply and thus give more 
extensions and improvements of service than small companies 
can, but it is not necessary to create a billion-dollar corporation 
to achieve those advantages. In so far as parent company secur
ities are to be substituted for those of operating units, the ele
ment of diversification achieved by holding companies tends to 
increase the attractiveness of utility investments, and larger 
issues are made possible, but it is doubted whether such substi
tution has endless advantages. In the year 1931, the Detroit 
Edison Company issued $35,000,000 of 40 per cent refunding 
mortgage bonds which were sold to the public at par. This 
suggests the possibility that operating units can be made to stand 
on their own feet financially, and that increased size is not in 
all cases essential to the securing of adequate capital at reason
able rates. 

Reviewing the discussions of large-scale production and 
management, it is felt that limitations should be placed on the 
advantages which are mentioned in the standard arguments of 
the holding company interests. These advantages should not 
be thrown out of consideration in their entirety, because it is 
true that they do exist in some degree. There is serious ques
tion, however, whether holding company interests can reason
ably expect that these same arguments of self-justification can 
be applied forever as the size and scope of their controlled prop
erties increase. 

Any economies of large-scale production must be limited 
to contiguous properties, and, for the most part, to properties 

or other holding companies to make poaiblc the illUC of llOIl-voting aecuritiea 
and thua diminish the control inveltmeot.. For example tee: Raushenbush and 
Laidler, -t. cU., chap. 3. 
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rendering the same type of utility service. The advantages of 
large-scale management and control of a. group of operating 
companies are restricted by human capacities and by the limited 
possibility of organizing executive ability in the holding com
pany to render better service than that obtained by sizable units 
operated by their own staffs. Reference has been made to the 
efficient management of the Detroit Edison Company under 
the direction of Mr. Alex Dow, with perhaps the implication 
that any operating unit the size of his company could be self
sufficient in matters of production and management. Such 
might be the reasonable implication, if there was a thoroughly 
capable executive for every $200,000,000 investment in the 
utility industry, and providing such investments were concen
trated in limited areas like those served by the Detroit com
pany. Even admitting that there is some scarcity of high-grade 
executive ability in the utility industry, it is difficult to believe 
that there are only a dozen or so executives who can do justice 
to the solution of the industry's management problems, and 
hence that it is desirable to have only a few large holding com
panies in the country. 

PROFITS OF PARENT COMPANY OPERATIONS 

Most pertinent to this inquiry into the financial policies of 
holding companies is the question of the profitableness of par
ent company management activities. So far in this chapter there 
has been little discussion except that concerning the efficiency of 
various practices as measured in physical or general economic 
terms. Now there is occasion for a consideration of the value of 
such activities to the holding company in terms of dollars and 
cents. The determinants of holding company profit from man
agerial activities will be the cost of performing the manage
ment services and the revenues arising from the services ren
dered. 

The revenues which accrue to the benefit of a holding com
pany as a result of its management activities may come from 
two sources: fees collected for services, and greater dividend 
returns resulting from increased operating company profits. 
This latter possibility results from the nature of the parent-
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subsidiary relationship which is typically one of holding com
pany ownership of equity stock: in subsidiaries.' With this as
sumption, any decrease in operating expenses might be expected 
to result in an increase in the distributable income accruing to 
the subsidiary common stockholder - namely, the parent com
pany - because the return to other investors is usually fixed 
or limited by bond and preferred stock: contracts. The two 
sources of holding company revenue, fees and dividend in
creases, are not mutually exclusive, for a parent company may 
charge a fee for its services and still effect savings in operating 
expense whic1t will tend to increase the profits of operating 
units; put of the two, the fee is the more definite and certain, 
because it is paid by the operating company as one of its expense 
items, having priority even over the payment of interest and 
dividends. 

Of course there can be a profit from the rendering of hold
ing company services only when the fees or dividend increases 
resulting from management activities exceed the cost of ren
dering the service. That there are such expenses to the holding 
company may be readily imagined. Mr. Erickson of the Bylles
by Engineering and Management Corporation, which serves 
the Standard Gas and Electric Company and subsidiaries, re
ported in 1929 that the staff of the management company com
prised "considerably over four hundred employees.'" The 
Commonwealth and Southern Corporation, owning extensive 
properties east of the Mississippi, had hundreds on the staff of 
its engineering department in New York City; Jackson, Mich
igan; and Birmingham, Alabama; from which points the engi
neering and supervisory services emanated. In recognition of 
the expense involved in such an organization, the recent re
trenchment program of the Commonwealth and Southern com
pany resulted in the elimination of its management subsidiary 
and the release of most of its employees. Thus, in face of the 
expense of maintaining elaborate management and engineering 

IHolding companies do own other than common atocb in their wbsidiaria. 
i.e., bonda,. notea, preferred atocka, etc. J but the charactcrittic relatiomhip it one 
of a common stockholder in the controlled cmpontiouo 

SLetter to the authOJ'~ 
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organizations large enough to render specialized services under 
conditions which necessitate travel and communication with far
flung properties, it is evident that revenues must be forth
coming in considerable sums to justify the service from a profit 
standpoint. 

In view of the necessity for management income to balance 
management outgo, more detailed consideration will now be 
given to the possibilities of and limitations on the revenue that 
can be expected as the result of management services rendered 
by parent companies and management subsidiaries. First, recall 
the basis on which operating utilities are permitted to earn 
under the existing system of rate and profit regulation. "A 
fair return on the fair value of property used by it for the 
convenience of the public" is the rule established by the Su
preme Court in the case of StnlJth v. Ames in 1898: Although 
this decision referred to rates charged by Kansas railroad 
companies, it has been the rule in rate regulation for utilities 
of all types, including water companies, gas companies, electric 
companies, and street and interurban railways. This rule has 
survived many storms and batterings which have affected the 
interpretation and application of its "fair value" and «fair 
return" concepts, but it still holds that the earnings of public 
utilities are limited. The limit may vary according to court and 
commission interpretations of the rule, and it is recognized 
that the rate of return may be permitted to vary with the 
efficiency of operation,' but it is still a fact that a "penny saved" 
is not necessarily a "penny earned" from the utility stockholders' 
viewpoint. 

In the previous discussion of the alleged operating econo
mies of holding company management, considerable doubt 
was expressed regarding the existence of such economies in 
unlimited degree. Let us for a moment assume that substantial 
savings are possible and that considerable increases in efficiency 
may be effected by holding company management. Such 
increases in operating efficiency would reduce costs and increase 

1169 U.S. 466 (1S9S). 
IH. c. Sp ..... Gsidmg P~ .j P_lic S...nu R.pt.h." (Rochester' 

Public Utilitieo Reporu, lac., 1926). m. 97-12+. 
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the profits of operation, but under regulation these profits 
could not exceed a "fair return." If they tended to do so, 
the machinery of regulation would eventually effect a rate 
reduction and eliminate the profit increase. If extensive 
purchasing economies were effected by holding company 
quantity purchasing, the result would also tend to be reflected 
in reduced operating costs ; or, if the material were applied to 
construction, a lower rate base figure would result. Any 
engineering or construction economies brought about by parent 
company supervision and service would have the same tendency 
to reduce value, and this reduced value in turn would prevent 
the enjoyment of the savings by the common stockholders
the parent company. Thus there would be an ever-present 
tendency for all operating economies to accrue to the benefit 
of the consumer in the form of lower rates, rather than to the 
holding company in the form of higher common stock dividends 
or increased equity values. 

This should not be taken to mean that the parent company 
is deprived of all incentives for efficient operation. As pointed 
out above, commissions will recognize increases in efficiency by 
permitting some increase in the rate of return allowed. The 
reasonableness of rates is tested in practice not only by study 
of the costs of rendering service, but also by comparison of a 
given company's rates and service with those of other concerns. 
Such comparison may permit the management to enjoy some 
increment of the increased profits.l Further, there is a well
known inertia in the regulatory machinery which might, for a 
period of time, permit the full enjoyment of increased profits 
until these profits attracted the attention of customers, politi
cians, or the regulatory commissions. Also to be considered is 
the fact that rate reductions may redound to the long-run ad
vantage of the holding company by creating customer ,good
will and confidence in the management, which would assist in 
repelling any unjustified attacks on the utility. 

The analysis immediately preceding refers solely to operat
ing economies that may be effected by holding company rnan-

lSome of the IO-C&!lod "modem franchi-" are deaignod to permit comp&DY 
and CUltomel'l to share in profit increaaeI on & contractual buia. 
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agement, and it is necessary to make a distinction between those 
and the possible economies of financial management. Financial 
economies are taken to mean any savings that may be made in 
the costs of capital, which, by the very nature of utility regula
tion, accrue to the benefit of the residual ownenr-the common
stock-holding parent company. The rule which limits 
earnings takes no cognizance of the method of financing in de
termining either "fair value'" or "fair return.» Thus, if a 
holding company is able to borrow $10,000,000 at a S per cent 
effective rate of interest, instead of the 6 per cent effective rate 
that would be necessary if the operating company credit alone 
were used, the saving of 1 per cent on $10,000,000, or 
$100,000 per annum, will accrue to the benefit of the parent 
company by making so much more of the operating profits 
available for the payment of dividends. Hence, there is every 
incentive for a parent company to effect financial savings but a 
lesser incentive to effect operating economies, in so far as the 
possibility of enhancing holding company revenues through 
dividend payments is concerned. 

The other source of holding company revenue - namely, 
fees collected for supervisory, engineering, construction, and 
special services - deserves special consideration because of the 
uncertain status of this sort of charge. The usual practice, where 
the fee system is used,' has been to charge a certain percentage 
of gross revenues for management and supervisory service, a 
given percentage of construction cost for engineering and con
struction services, and a percentage of par value of securities 
issued for financial services. For example, we find that the 
Byllesby Engineering and Management Company charged its 
subsidiaries in amounts ranging from nothing to as high as 40 

l"CapitalizatiooU is one of the facton mentioned in S",ytA v. Anus u 
being a determinant of the rate base" but it haa never been particularly effective 
except in cues of weal utilities that appeal for higher ratea to enable them to 
pay interest and maintain credit. It may be noted that the JeCeot appeal of the 
nihoad. for higher rates w .. atrongly orgued for on tIUo hasit. 

'The North American Company charges DO fees because it renders no eemce 
other thaD act.ing as New Van fiscal &gJ!Dt for its subsidiaries. For this it maltes 
• nominal ~ Some other organizationo bill their subsidiaries with tIu: <Ott 
of any .ervice rendered, thUi eliminating any profit considerations from that source. 
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per cent of gross revenues for management services, the amount 
depending on the "circumstances," and averaging about 1 ~ 
per cent of gross earnings! The United Light and Power Com
pany charged 2 per cent of gross revenues for management 
services and various amounts for engineering, construction, and 
special services' while the Electric Bond and Share Company, 
by the contracts effective in 1929, introduced a "block rate" of 
charge for management, construction, and financing service. 
This block rate was applied to gross revenues of subsidiaries 
and provided for lower unit charges as gross services increased; 
starting with 1.6 per cent of the first $250,000 of monthly 
gross revenue and decreasing until 0.5 per cent was charged on 
all revenue in excess of $5,400,000 per month. As such things 
go, this scale seems reasonably designed in view of the decreas
ing unit costs of servicing larger companies. The American 
Telephone and Telegraph Company has long charged its sub
sidiaries what it calls a "license fee," which in 1925 was 40 
per cent of subsidiary gross revenues, but which was gradually 
reduced until in 1929 it was only 10 per cent of gross reve
nues.-

The real effect of these fees may be better understood if 
consideration is given to the amount which the Detroit Edison 
Company would have had to pay for management services if it 
had been under management contract with the Electric Bond 
and Share Company in 1929. The average monthly revenue of 
the Detroit company was about $4,500,000 which, at the Elec
tric Bond and Share Company contract rates, would have cost 
approximately $40,000 per month, or nearly $500,000 per 
year. No wonder, then, that there is some occasion to question 
the reasonableness of such charges. 

It should be noted here that the arrangement for manage
ment and other services made by the American Power and 
Light Company and subsidiaries with the Electric Bond and 
Share Company did not provide revenue for the parent 

lLetter to the author. 
'Evidence in reply brief for plzintilf: Graml R~ T""" C_~ R __ 

c...., of Gran4 Rap;Js, Gran4 H _ _ Musbg~ R""-1 C-t-Y v. T_ 
U,"," LigM aml P ...... C""''''''l', pp. 144-171. 

·SmUIJ v. Illinois BIU T.u;MM Com,..,.", 212 U.S. 133,144, lSI (1930). 
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American Power and Light Company: Rather, this revenue 
went directly to the Electric Bond and Share Company, an 
organization outside the American system, and nothing was 
added to the revenue of the holding company by means of the 
fee system used in that organization. 

It has been the approved practice of subsidiary companies 
to charge their management fees to operating expenses along 
with labor, material, supplies, and other expenses; or, if the 
charge was for construction, to capitalize the fee as one of the 
costs of construction. In this way the parent companies were 
sure of their fees, and, in so far as the charges were allowed as 
operating expenses or construction costs,' they were covered in 
the operating companies' rates and did not reduce operating 
profits. The question of the legality of fees charged by hold
ing companies has been the subject of many commission and 
court decisions. The utility commissions have tended to look 
askance at such charges and to force the utilities to justify them 
as subsidiary operating expenses. The commissions have ap
plied tests of value, tests of alternative costs of service, and tests 
of actual cost of service as recorded by the parent company to 
determine the legitimacy of management fees, and have done 
so with varying degrees of success and with varying results.' 
Until recent months the legitimacy of such charges was gov
erned by a ruling of the Supreme Court handed down in 1922 
in the case of the City of Houston v. Southwestern Bell Tele
phone Company! In discussing the relationship between the 
parent company (American Tdephone and Tdegraph Com
pany) and the subsidiary (Southwestern Bell Telephone 
Company), and the charges made for service by the former, 
Justice Clark said: 

"It it true that the company did not introduce 
proof to show what the profits of the two companies 
(American Tdephone and Tdegraph Company and its 
1 See Chart 6. 
~hese charges are often questioned and sometimes reduced by regulatory 

commissiou. 
·Warren Wright, "Public: Utility Management F~n Jeurwal 0/ 1.4nJ MUl 

Public Ulilily Economics, VI (Nowmber, 1930), 4. 
'2S9 U.S. III (1922),42 Sup""" Court Repo .... 486. 
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subsidiary, Western Electric Company) were, either 
upon the business done with it or upon their entire 
business; but it did introduce much evidence tending to 
show that the charge made and allowed for the services 
rendered and supplies furnished by them was reasonable 
and less than the same could be obtained for from other 
sources." 

According to this ruling, only the indefinite criterion of "rea
sonableness" was set up as a test of the validity of such fees and 
the right to collect and charge them to the operating expenses 
of the subsidiaries. Many times this ruling was questioned in 
subsequent cases, and it was quite firmly established that, unless 
it could be proved that the services were not worth the amount 
paid for them, the fees could be collected as operating com
mitments of the subsidiary units. 

The status of the fee system as it existed on January 31, 
1930, is well summarized in a decision of a United States Dis
trict Court in the case of the Illinois Bell Telephone CompMry 
v. Monyhan.' In discussing the charges for services the court 
said: 

" .•. It is not incumbent on plaintiff to show the 
cost of the services to the American company. The test 
is the nature of the benefits received by plaintiff and 
whether or not it probably could have secured better 
terms elsewhere." 

The court cited many cases subsequent to the Southwestern Bell 
case which had been in support of this theory.' As long as this 
theory continued to hold in the courts, public utility holding 
companies felt fairly sure that the fee-collection system would 
provide steady revenues in sizable amounts, because the burden 

lP.U.lI.. 1930 B I •• (38 F (2d) 77). 
'MissOfUi u. rd. SoalAtweS11NI B#U T.upAoIU Com",", v. Pablic Sroic, 

Commisti ... (1923) 262 U.s. 276, 67 L eel 981, P.U.lI.. In] C 193, .] S .... 
preme COD" Report 544, 31 A.L.R. SO 7. u..uu FfUl tnrJ G.. C_;-, v. 
RlIilroatl C.",."ittiOft (1929) 271 U.s. 300, 13 L ed 390, P.U.lI.. 1929 lI, 4n, 
49 Supreme Court Report 150" InJimM B~ll T,u,Jwn. C .. ~ Y. PwiJie 
S....nu C.",.,.;,n... (1924) 300 Fed 190, P.U.R. Ins A 3631 N",,-"" 
B,U Company v. stfll- (1925) 6 F (ad) 663, P.U.R. 1926 A 330. 
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of proving that the "value" of services rendered Was less than 
the fee charged would be a difficult one for a plaintiff to under
take. 

However, the utilities were compelled to discard any feel
ing of smug satisfaction they may have had with respect to the 
favorable status of their fee system, when the Illinois Bell case 
was appealed to the Supreme Court. Out of that court's deci
sion, rendered by Chief Justice Hughes, came a hint of a new 
order of things.' In the course of his opinion Chief Justice 
Hughes said: 

" .•. we see no reason to doubt that valuable serv
ices were rendered by the American company, but there 
should be specific findings by the statutory court with 
regard to the cost of these services to the American 
company and the reasonable amount which should be 
allocated in this respect to the operating expenses of 
the intra-state business of the Illinois company ..• " 

The case was returned to the lower court for further findings. 
Until those findings are brought out and passed upon by the 
Supreme Court, one cannot know the full significance of Justice 
Hughes's remarks, but there is certainly a strong indication 
that, in the future, cost is going to play a larger part in the 
determination of the "reasonableness" of service fees charged 
by holding companies. If the decision should be to consider 
only cost, any profits derivable from many management fees 
would be eliminated. If cost is taken merely as one factor in 
the determination of reasonableness, there may remain some 
increment of profit to accrue to the holding companies' benefit. 

Perhaps the feeling that cost will be the determining factor 
in the future is what has led to periodic reductions in the rate of 
the fees charged by the American Telephone and Telegraph 
Company' and has influenced the managements of some other 
utilities" to abandon the fee system and to substitute a cost basis 

'Fnmi L. Smillo, " .u. v. Illinois Bill T./qlwu Com,."., 282 U.s. 131, 
14+, 151 (1910). 

ZThe elimination of equipment rental charge accounts for at least part of 
.... fee reduction. 

'Notably .... Commonwealth and Southern Cot}>omtion. 
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for rendering service. The fact that the current Federal Trade 
Commission investigation of utility corporations is bringing to 
light more facts about the amount of fees paid to management 
companies may also be inBuencing the parent companies to 
change the basis of their relationships to subsidiaries. To say 
the least, there is no longer the same assurance that any profits 
there may have been in management fees will be continuously 
available.1 

The dubious prospects for parent company profits from 
management fees leave as possible sources of profits those 
resulting from production and operating economies and those 
resulting from financial economies. The limitations and possi
bilities of profit from operating savings have been considered, 
and the reasons for expecting profits from financial activities 
have been discussed. One can see little reason for believing 
that the expansion of public utility holding company systems 
acWs to the profitableness of those systems, except in so far as 
increased size may result in increased total profits without 
increase in the rate of profit. 

CoNCLUSIONS 

In this chapter there has been a discussion of the manage
ment relationships between public utility holding companies 
and their subsidiaries with a view to determining the reason
ableness and profitableness of holding company activities. 
There has been a comparison of the practices of five specific 
companies with attention called to the procedures of still other 
concerns. As a result of these considerations, certain conclusions 
with respect to management policies seem to stand out, and a 
recapitulation of the conclusions may be in order. 

1ProI.sor M. G. Glaeoer deocribes WISCOIISio'. ..... utility-tqUlatiOll _ 
.. giving the WiscomiD Public Scnice Commiosi ... "powen ow. holding C<IIDpaDJ 
openti.... • • . moze far-...dUng thao ...,. bitheoo ooofened _ ...,. com
misioD. ... N The statuff: referred to giva the commj-_ the right to approve 
all eonbac<J between _ling companiea and holding companiea before tbq 
can be put in fon:e and provid .. further that ...... proof [of the .........bI_ 
of coo ....... ] shall be oatisfacIory ••• ooleos i. inclodeo ••• the m- ... 
ruonia and other relevant aa::ouuta of the a.ffiliatcd intercat ••. JIJ ProgiC:saift 
Ventures in Commj-ou Regulati~ "The New Meuura m WJaCCIIIIIiD.- Put 
I, PIIblk UIilUUs F""";gMly, February +, 19l2, p. lSl. 
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It seems reasonable to conclude that the type of holding 
company represented by the organizations herein considered is 
neither economically justifiable nor necessary to the profitable 
operation of utility systems. It is true that they and many like 
them have grown and prospered, but the fields of their activi
ties have been virgin; consolidations, mergers, and promotions 
have been profitable perhaps in spite of, rather than because of, 
the type of holding company organization set up to exploit 
them. In coming years, when the frontier of new and unex
ploited regions disappears, will corne the real test of holding 
company efficiency. Competition may never become the effec
tive and destructive force in the utility industry that it was in 
the early days of the railrOads when cut-throat rate policies 
laid low both strong and weak companies; but social control, 
for all its slowness, is bound -to overtake this monopolistic 
industry in some way, be it in the form of extended regulation 
or government ownership, and under these conditions even the 
fittest may not survive. 

In support of the general statement implying that holding 
companies, in their present form, offer no differential econo
mies, specific weaknesses in their construction have been pointed 
out which reHect the limitations on the economic possibilities of 
such combinations and consolidations. Also there has been a 
consideration of the profitableness of typical holding company 
management procedures which showed tendencies of reduction, 
if not elimination, of profits from such activities as the provid
ing of managerial, supervisory, and engineering services to 
subsidiaries. 

The greatest hope for the large holding company groups 
seems to consist in the fact that such organizations have a 
peculiar characteristic which does fit them to perform two tasks. 
This characteristic may be turned either to their benefit or to 
their ultimate destruction depending on how it is used. The 
characteristic referred to is the power of massed wealth, which 
;s the most outstanding feature of modern public utility holding 
~ompanies. If this power is properly used, it may effect perma
.ent and ethical relationships between the purveyors of utility 
~ces and the consuming public. Of more immediate interest, 

[43] 



MICHIGAN BUSINESS STUDIES 

'\nd more to the point of this study, is the fact that this financial 
power may be used to dictate policies of capital management 
which will put the finances of this important industry on a 
sound basis, make legitimate profits for the parent company, 
and provide a real justification for the existence of holding 
company systems of the proper sort which will recognize their 
limitations as well as their possibilities. If the power of massed 
wealth is misused, however, the destruction of holding com
panies is inevitable; social pressure will bring it about, through 
legislation or otherwise. This end is certain in spite of large 
temporary profits that may arise from misuse of power prior to 
tht> mobilization of public opinion against the unsocial activities 
of holding company organizations. 

In view of the writer's belief that the public utility holding 
company has its greatest possibilities in matters of financial 
management, the following chapters will be devoted to a criti
ci~m of the financial policies and practices of holding companies 
as they were evidenced in that type of organization during the 
years 1925 to 1929. If holding companies have builded well 
financially, and if they continue to do so, it is believed that their 

. existence is assured, not because of the alleged economies of 
large-scale production and management, but because their 
position as owners of utility equities will be fundamentally a 
sound one. If their financing is sound, and providing they do 
not misuse their power, holding companies should be able to 
enjoy a long and profitable future. 
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CHAPTER 3 

PARENT COMPANY VERSUS SUBSIDIARY 
COMPANY FINANCING 

The previous chapter was devoted to considerations of 
operation and management, and to the location and types of 
properties consolidated under holding company control. The 
conclusion from those analyses was that in matters of finance 
and public relations the position of the holding compafly 
showed the most promise. While the various aspects of public 
relations are not to be ignored, the chief criticism in this and 
subsequent chapters will be devoted to the financial practices 
of holding companies. All financial policies will be subjected 
to the following question: "In view of all conditions, what is 
good financial policy from the standpoint of holding company 
management?" 

First there will be an analysis of the financial structures of 
the five holding company systems which are being studied, this 
to be followed by a consideration of the soundness of the 
theory on which each structure was based. The reasons, if any, 
justifying the different types of financial structure will be 
sought, and particular attention will be paid to the conflicting 
theories of parent and subsidiary company financing. Certain 
tests will be applied to the structures and the theories on which 
they are based to determine which plan or combination repre
sents the best policy and practice in the realm of public utility 
holding company financial management. 

FINANCIAL STRUCTURES 

Charts 7 to 11 present composite pictures of the financial 
structures of the five holding companies on which this study is 
based. The reason for using this unusual and complex form of 
graphical presentation is that it is necessary to bring together 
data which are so detailed as to make a comparison of company 
performances in tabular form alone inadequate. There are 
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three bars representing three phases of each company's size and 
financial condition. The first bar, in each instance, represents 
by the width of its base the amount of book assets' controlled 
by the company on the date marking the beginning of this 
study. The percentages of this base which were represented by 
various security issues and equities are also shown as an indica
tion of the financial structure. The second bar, in the same 
way, shows the amount of net increase in book assets during 
the years under consideration and the changes in financial 
structure which accompanied the expansion. The third bar 
represents, in each case, the status of each company on Decem
ber 31, 1929, with respect to amount of book assets and nature 
of financial structure. 

Perhaps a sample analysis of one company will facilitate 
the reader's interpretation. For this purpose the American 
Power and Light Company is chosen. Briefly, the interpretation 
of the American company's situation would run somewhat as 
follows: 

On December 31, 1925, the American Power 
and Light Company had book assets amounting to 
$371,536,OlO, which were financed, or represented in 
capital items, 41. ° per cent by subsidiary funded debt, 
31.2 per cent by subsidiary capital stock, 4.6 per cent by 
subsidiary reserves and surplus, 9.7 per cent by parent 
company funded debt, 10.8 per cent by parent company 
capital stock, and 1.2 per cent by parent reserves and 
surplus. 

Between December 31, 1925, and December 31, 
1929, book assets of the system increased $331,244,548, 
and this increase was accompanied by changes in the 
financial structure which permit the assumption that 
the $331,244,548 increase was financed 32.9 per cent 
by subsidiary funded debt, 1.0 per cent by subsidiary 
capital stock, 6.7 per cent by subsidiary reserves and 
surplus, 3.0 per cent by parent company bonds, 50.8 

'See footnote 1, p. 26, for explanatioo of the "book asset" concept. 
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per cent by parent company capital stock, and 1.4 per 
cent by holding company reserves and surplus. 

The third figure is a composite of the first two and 
shows that, on December 31, 1929, the company con
trolled $702,780,548 of book assets and that the then
existing financial structure was such that subsidiary 
funded debt comprised 37.2 per cent of book assets, 
subsidiary capital stock 17.0 per cent, subsidiary reserves 
and surplus 5.6 per cent, parent company funded debt 
6.5 per cent, parent company capital stock 29.6 per cent, 
and parent company reserves and surplus 1.3 per cent 
of book assets. 

There was a decrease in the amount of subsidiary 
company financing in proportion to the size of the prop
erty, as indicated by the line separating the securities 
and equities of parent and subsidiary companies. The 
difference between 100 per cent of each book asset figure 
and the sum of the percentages of securities represents 
the proportion of miscellaneous consolidated payables 
and accruals. 

49 

The size and financial structure of each of the other companies 
are indicated by similar bars, although the detail varies some
what with the information that was available. These details 
are, in each instance, noted alongside the sectors of the third 
and composite bar. 

In effect, these charts offer a summarization of all of the 
financial changes which took place in each company during the 
years under observation. They indicate the size of each com
pany at the beginning of the period studied; they measure the 
net increase in the properties controlled by each company; and 
they show the rdative size of each company on December 31,' 
1929, all in terms of book assets. Further, the charts define 
the financial structure of each holding company system and 
show how each was financed, by expressing the proportion of 
each type of security or equity involved as a percentage of total 
book assets. In this latter concept are reflected the results of 
security sales and retirements, and of earning and reserve 
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policies which will be treated in detail in later chapters. Such 
a presentation serves the purpose of affording a bird's-eye view 
of the entire problem, from which one may work in evolving 
more detailed concepts of policies and procedures. 

CoMPARATIVE ADVANTAGES OF PARENT AND 

SUBSIDIARY FINANCING 

Foremost among the problems of general financial policy 
is that which arises in a consideration of the uses made of 
parent company and subsidiary financing by the five companies 
involved in this study. In Table 1 it will be noted that there 
was some variation in policy with respect to this question at the 
opening dates of this study.' The North American Company, 
the American Power and Light Company, and the Standard 
Gas and Electric Company were in about the same relative 
situation in 1925, each having approximately three-fourths of 

TABLE I-RELATIVE Pa.OPOl1.TIONS OF PAIlENT AND SUBSIMUY CoMPANY 
FINANCING'" 

Company 

North American 
American Power and Ligbtt 
Standard G.. and Elcctrict 
Uni.<d Light and Power 
Asaociated Gas and Electric 

.Source: Appendix B. 
tDe«mber ll, 1925. 

(De«mber 31, 1924) 

Per Cent of 
Subsidiary Financing' 

to Book Assets 

76.9 
76.8 
74.4 
51.9 
42.2 

Per Cent of 
Parent Financing 

to Book Assets 

20.9 
20.7 
12.1 
36.1 
31.9 

its book assets represented by subsidiary financing. The United 
Light and Power Company and the Associated Gas and Elec
tric Company, on the other hand, seemed to favor parent 
company financing, each having about one-third of its total 
book assets represented by parent financing, as compared with 

lnSubtidiary financing» &I used in thia and subsequent tabb !'Cfus to the 
amount of ouboidiary oecuriti.., ourplu., aud reserves, wlweas "parent financing" 
iDc1ud .. the ~ of parent company oecuritieo, ourpI.... and .......... 
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only one-fifth for the North American Company and the 
American Power and Light Company.' 

With this clew to the companies' respective policies. the 
changes that took place as they expanded and increased the size 
of their holdings may now be examined. That these increases 
were significant and represented the need for considerable 
financing or arrangements to carry the acquisitions, is indicated 
by the fact that the smallest increase for the period exam
ined was more than $330,000,000 and the largest more than 
$812,000,000." Table 2 rellects the changes in parent and 

TABLE 1--1lELATIVE PaOPOllnONS OF PAllENT AND SUBSIDlAaY CoMPAHY 
FINANCING ACCOMPAHYINC FrVE YEAU OF ExPAHSloN* 

(1925-1929) 

Company 

sW!danl Gas and Electrict 
North American 
UmtM Light .and Power 
American Power and Ligbti" 
AIoociate<! Gas and Electric 

.50 ........ : Appeodix B. 
tFonr ye>.n, !92~!929. 

Per Cent of 
Subsidiary FiDancing 

to Book &sets 

8&.1 
17.1 
66.7 
"0.6 
21." 

Per Cent of 
~nt FiDancing 
to Book &sets 

21.7 
18.3 
30.3 
55.2 
71.5 

subsidiary financing which accompanied expansion by expressing 
these changes as percentages of the increase in each company's 
book assets. To note the changes facilitates an accurate concep
tion of the financial pattern which each company selected for 
itself. 

The Standard Gas and Electric Company, with a large 
proportion of subsidiary financing on December 31, 1925, con
tinued its policy of underlying financing in even more deter
mined fashion, as is evidenced by the fact that its subsidiary 
issues comprised over g g per cent of its increase in book assets. 

lThe Standard Power and Light Company situatioo in 1925 was clouded 
by huvy "mi!cellaneo1lll payables and accruals" (10.7 per _ of hook _) 
which ~ lalcr fwKIed. 

2The actual amounts of increases and their relaUft importa.DCe ale iodi
.ate<! by the hues of the middle bus in Cham 7 to II. 
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The North American Company also followed. this path, with 
better than three-fourths of its new assets being carried by 
subsidiary securities and equities. The United. Light and Power 
Company pursued the policy indicated. by its set-up in 1924; 
namely, about two-thirds subsidiary and one-third parent com
pany financing. The American Power and Light Company, 
however, effected an about-face, and, instead of stressing the 
use of subsidiary financing, used parent company securities in 
the ratio of 55.2 per cent of increased assets, as compared with 
only 20.7 per cent of the book: assets controlled. on December 
31,1925. The management of the Associated. Gas and Electric 
Company so effectively followed. out the policy indicated. by 
its position in 1924 that parent financing was used for 71.5 per 
cent of its increase in book: assets, while subsidiary financing 
was minimized. to such an extent that it equaled. only 21.4 per 
cent of the asset increase. 

TABLE l-RELATIVE PROPORTlONS OP PAllENT AND SUBSIDIAllY CoMPANY 
FINANCING· 

Company 

Standard Gas and Electric 
North American 
United Light and Power 
American Power and Light 
Associated Gas and Electric 

*SOUZU! Appendix B. 

(Decembor 31, 1929) 

Per Cent of 
Suboidiary Financing 

to Book Assets 

80.3 
77.1 
64.2 
59.8 
25.0 

Per Cent of 
Parent Financing 

to Book Assets 

18.9 
19.3 
31.4 
37.+ 
66.2 

Here is evidence of the general financial policies pursued. 
by each of the five companies during the years of expansion, 
1925 to 1929. As a result of these policies their respective 
situations on December 31, 1929, were as indicated in Table 3. 
Of course, this resultant set-up reflects not only the financing 
done in connection with the acquisition of new properties, but 
also the changes that were effected. during the same years by 
renewal, conversion, and exchange. From observation of the 
facts shown above, the policy of each company with respect to 
the use of parent and subsidiary financing is quite clear. The 
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Standard Gas and Electric Company and the North American 
Company were both committed to the use of large amounts of 
subsidiary financing; the Associated Gas and Electric Company, 
at the other extreme, limited its use of subsidiary financing and 
emphasized strongly the use of parent company issues. The 
United Light and Power Company and the American Power 
and Light Company charted a middle course, although this 
middle course was a new one for the latter company, which had 
started with a structure not unlike that of the Standard and 
North American companies. The position of the Associated 
company on December 31, 1929, outstanding though it was, 
did not rellect the full extent of that company's policy, because 
the company had just recently acquired some new subsidiaries' 
with considerable funded debt and preferred stock attached 
thereto. In fact, the Associated company's position on Decem
ber 31, 1928, showed subsidiary financing to be only 15.7 per 
cent and parent financing as much as 75.2 per cent of book 
assets.' It is interesting to note that these proportions are airp.ost 
exactly the reverse of those attained by the North American 
Company on December 31, 1929. 

THE "BEST" METHOD OF FINANCING 

In view of the diversity of practice evidenced in the exam
ples which have just been considered, it is apparent that there 
was no universally accepted principle with respect to the 
relative proportions of financing that should be done by the 
parent and subsidiary companies. The examples may be taken 
as quite typical of the different policies followed in the industry, 
although the Associated Gas and Electric Company policy was 
probably most extreme. The problem suggested is well worth 
consideration because alternative solutions lead to radically 
different financial procedures on the part of the holding com
pany managements. 

The management of the Associated Gas and Electric 
Company was both prophetic and emphatic in support of its 

'ColIIiIting c:hie1ly of Roch_ (New York) properties and the AmericaD 
Utiliti .. Company. 

'See Appendix A, Table 3, for detaiIJ. 
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"revolutionary" action which was designed to reduce subsidiary 
financing to an absolute minimum. About the most elaborate 
justification of this plan appeared in the president's report to 
stockholders for the year 1927: which was later paraphrased 
more briefly in investment bankers' literature as follows: 

"The financial policy of the Associated management 
has been characterized by a radical departure from the 
practice that had hitherto prevailed among nearly all 
the large public utility groups. The essence of this 
policy is the restriction to a minimum of the issue of 
underlying bonds and preferred stocks of local oper
ating companies and the building up in every possible 
way of the credit of the Associated company to a point 
where it could obtain all the money needed for the 
operating properties through the issuance of its own 
securities either by loan or by share capital or both. As 
contrasted with the policy of issuing mortgage bonds or 
other long term obligations of local operating companies 
and providing only a small amount of the needed funds 
through the issuance of parent company securities, the 
financial plan of the Associated System has • • . distinct 
advantages."1 

'No public utility holding company of any size, not even 
the Associated Gas and Electric Company, has ever succeeded 
in carrying such a plan to its extreme conclusion; namely, the 
complete elimination of all public holdings of subsidiary securi
ties. If such a plan were carried out, it would seem to be a 
theoretically sound conclusion that the resulting simplification 
of financial structure and added certainty of earnings to the 
parent company would firmly establish the financial status of 
such a holding company. At least the company would be strong 
in the sense that the elimination of intermediate claims on 
earnings would make more definite and more certain the 

'Annual Report of the &1ociated Gas and Electric Company for the year 
ending December 31, 1921, pp. 11-20. 

IT.v Ass0d4/otl Gat """ Blum. 8" ..... (Chicago: Harris Tnm and 
Savinga Bank, 1929), P. II. 
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earnings of the parent company. The carrying out of 
such a plan would mean that 100 per cent of the operating 
profits of all subsidiaries would accrue to the benefit of 
the parent corporation, with no deductions for bond interest, 
preferred stock dividends, common dividends, or surplus appli- < 

cable to minority interests on account of public holdings of 
various subsidiary issues. Under such conditions the earnings 
of a holding company would not be subjected to the financial 
risk of accentuated income fluctuations resulting from fixed or 
semi-fixed charges with a claim on earnings prior to the parent 
company interests. Such a relationship would amount to 
approximately the same thing as direct ownership of all the 
assets in fee, and might suggest the next step, which would 
eliminate all intermediate corporate entities and thus eliminate 
the holding company, as such. This procedure would doubtless 
be impracticable, even though the intention was to do no financ
ing in the name of subsidiaries, because of the legal necessity 
for maintaining separate corporations in the several states or 
localities in which operations would be carried on. 

As a matter of fact, the Associated Gas and Electric Com
pany had no intention of doing away with its subsidiary 
financing possibilities, as is evidenced by the following state
ment of the management: "Because this policy (of parent 
financing) was new, the management felt that it should .not 
rely on its own judgment as to its soundness and practicability, 
but should keep in a position where it would be able to resort 
to the older and customary, though fundamentally less sound 
and satisfactory: plan of financing through underlying oper
ating company securities, if that should become necessary." As 
subsequent events proved, it was fortunate that such a provision 
was made. The significance of this provision will be mentioned 
later. 

In spite of the theoretical attractiveness of the new plan of 
financing advocated by the Associated company, one should be 
sure that the scheme of using subsidiary financing is really 
"fundamentally less sound and satisfactory" before it is dis
carded in favor of the new proposal. Support of subsidiary 

'Italics IUJ>pliecl by the author. 
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financing may be found in precedents, for that method is in 
almost universal use by public utility holding companies. In 
all of the company structures which have been described, except 
that of the Associated company, at least SOper cent of book 
assets were represented by underlying financial instruments. 
Throughout the field there is the same general tendency, 
although few other companies reach the extreme situation rep
resented by the Standard Gas and Electric Company set-up. 

What the plan of subsidiary financing really presupposes is 
that operating companies, or groups of them held by an inter
mediate holding company like the United Light and Railways 
Company in the United Light and Power Company system, 
are able to stand on their own feet financially. It seems to the 
writer that such an assumption is perfectly sound and reasonable 
when the operating units, or groups of units, are large enough 
to afford security issues of reasonable size and are profitable 
enough to make attractive investments of their security offer
ings. Since, regardless of the method of financing to be used, 
no holding company will be so philanthropically inclined as 
to acquire properties without profit possibilities, the question 
of size alone is pertinent. There is no doubt that small, isolated 
utility operating units, even when most profitably run, do not 
have a ready command of new capital, the need for which is 
characteristic of any unit in the industry. Under such conditions 
the substitution of parent company securities for those of the 
operating company would be helpful. But operating companies 
in large metropolitan areas and groups of smaU operating units 
in contiguous regions can be and frequently are of such size 
that they support marketable issues of securities in their own 
name. 1 Thus the desirability of parent company securities, as 
substitutes for subsidiary issues, is confined to those few 
instances where operating company issues of marketable size 
are not possible. 

1lt ia interesting to note in the .recent cue of the .receivership of the Middle 
West Utiliti .. Company th.t the prices of bonda of the oeveral Middle West 
.uimdiariea actually increased after the appointment of receiven for the parent 
company. Thia acema to eonmm what has been auspected in certain other in
stancess namely, that parent companies may be a drag on their 8ubsidiaries. rather 
than an aid to them financially. 
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In presenting its arguments for the financial plan of the 
Associated Gas and Electric Company, the management lists 
"three distinct ad~ as follows: 

1. "It provides a much wider diversification of bus
iness and earnings behind the securities of the Ass0-
ciated company. 

2. "By substituting ft.ssociated company securities 
for subsidiary company securities, the earnings of the 
system are more directly applicable to the securities of 
the Associated company. 

3. "Because of the many operating units geograph
iailly diversified within a large system of properties, 
the individual security issues of the Associated company 
are very large and consequently have wider distribution 
and greater JDaJhtability than those of any individual 
operating unit operating in a restricted area.'" 

The argument that wider diversification of business and 
earnings is achieved by the use of parent company securities 
seems pointless, because there are numerous examples of greater 
diversification than that achieved by the Associated system in 
such holding company groups as the Standard and North 
American companies, which achieved even greater diversifica
tion of earnings with the aid of subsidiary financing. Further
more, diversification, as such, is valuable only when it is 
sua:essful in eliminating or reducing risk, and it is diflirult to 
see how the inclusion of weak income-producers will add to 
the stability of combined earnings; rather, the effect would be 
to make the strong carry the weak. Thus the addition of water 
companies, ice companies, electric railway companies, and nat
ural gas companies contributes little to the strength of a holding 
company group by virtue of the diversification thereby accom
plished. The arguments for geographical diversification 
likewise lose their force and are inconsistent in the face of the 
industry's general proclamations with respect to its stability. 
That earnings are relatively stable is. with a few exceptions, 
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probably as true of a single operating unit of goodly size as it 
is of a Dation-wide group, and this fact becomes nearer and 
nearer an unexceptional truth as the industrial and social 
welfare of the entire nation becomes more and more inter
dependent. The very nature of our industrial organization 
suggests that the entire United States, if not the whole world, 
will hereafter enjoy the fruits of prosperity and suffer the pains 
of depression together; the situation thus becomes one in which 
world-wide diversification could do little to alleviate the risk: 
element. 

The second of the Associated company's "three advantages" 
has already been admitted to be a theoretically desirable 
feature, but until there is complete substitution of parent for 
subsidiary serurities, the priority of subsidiary liens and mort
gages will continue to make holding company serurities 
dependent upon residual incomes. As was implied previously, 
the alleged advantage of size is not unlimited, because issues 
of mar~etable size are possible in the name of many subsidiary 
comparues. 

It has been said that the Associated company manner of 
parent financing is similar to the method used by the American 
Telephone and Telegraph Company. Even if this were true, 
there might be a different justification for such a scheme in 
view of the nation-wide system of communication maintained 
by the latter company through its subsidiaries, and the closeness 
of the operating relationship between them all. As a matter 
of fact, the American Telephone and Telegraph Company did 
not provide an extensive substitution of parent for subsidiary 
financing. It is true that there are enormous amounts of 
American Telephone and Telegraph Company serurities out
standing, but relatively there was no greater proportion of 
parent financing in that company's capitalization than was 
evident in the American Power and Light Company set-up. 
Table 4 shows the American Telephone and Telegraph Com
pany's financial structure as of December 31, 1929. From these 
data it is evident that the subsidiary companies were furnishing 
more than one-third of the capital necessary to finance the 
system's assets. 
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In addition to the doubtful, or at least limited, advantages 
of the plan of parent company financing, and in view of the 
fact that operating securities can be used satisfactorily, are there 
any positive disadvantages of parent company financing? One 
disadvantage arises when there is an attempt to shift from the • 
old system of financing to the new and to substitute parent 
issues for the outstanding issues of the underlying companies. 
These subsidiary issues must be called or purchased on the 
market, or else some offer must be made to holders .allowing 
them to effect a voluntary exchange of their underlying securi-

TABLE +-RELAnON OF' PARENT AND StmsIDIARY FINANCING TO BooI AsaEn 
OF THE AMER.ICAN TELEPHONB AND TRLEGRAPH CoIilPANY* 

(December 31, 1929) 

Type of FiDaucing 

Subsidiary funded debt 
Subsidiary capital .. ock 
Subsidiary .... rves and aurplU3 
Parent funded debt 
Pa.rc:nt capital &tock 
Parent reserves and aurplUl 
Total capitalization considered 
Balance of miscella.neoul payables and accruals 

Total book ...... ($4,228,430,008) 

*Souree: Appendix B. 

Per Cent of Book Aaoc .. 

13.2 
5.1 

18.2 36.5 
12.3 
33.0 
11.5 56.1 

93.3 
6.7 

100.0 

ties for parent company securities. Under normal conditions, 
any of these alternatives will be expensive. If securities are 
callable, they are usually callable only at a premium. Market 
purchase of non-callable issues is bound to increase the price as 
the supply is absorbed. If exchange is attempted, no investor 
will voluntarily substitute a parent company security for his 
portion of a good underlying issue unless there is some financial 
advantage offered in the form of a higher return. Evidence 
of the increased capital costs involved in changing from sub
sidiary to parent financing may be found in the exchange 
offerings of the Associated Gas and Electric Company securities, 
in nearly all of which the dividend or interest rate offered was 
higher on an equal par value exchange. Table 5 shows how 
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the capital costs were increased by security exchangeS as 
described above. 

Curious but unauthenticated tales have been heard about 
practices which undoubtedly grew out of a desire to avoid such 
expensive substitution. One instance involved action taken by 
a holding company, shortly after it had acquired a new sub
sidiary, which threatened default in the payment of interest on 
the latter's bonds, which were callable at a high premium. 
Negotiations were finally consummated which resulted in the 
bondholders' accepting par for their bonds rather than run a 
risk of loss through foreclosure proceedings. This story is 
mentioned merely as evidence, of a sort, which shows a recog
nition of the expense of conversion in an alleged attempt to 
avoid it by manipulation. 

One test which seems to point with disfavor at the use of 
parent financing is that reflected in market prices. Chart 12 
shows the yields of ten bond issues computed from the average 
monthly prices' of those issues for the years 1928 to 1930, 
inclusive. For each of the five companies under observation 
one parent company bond issue and one underlying bond issue 
were chosen, the object being to determine how these respective 
types of issues reacted during the general economic upset fol
lowing the year 1929, as compared with their positions in 1928 
and 1929. These facts, as shown in Chart 12, are not intended 
to do more than indicate how these two types of securities 
performed in the face of adversity, there being no attempt at 
this point to judge the credit status of individual companies. 

It is obvious from the movement of bond yields that the 
parent company issues, all of them unsecured debentures, were 
much less stable iIi price and yield than were the underlying 
mortgage bonds; the monthly fluctuations of the former were 
more violent in all cases, regardless of the relative extent to 
which parent company financing was being used. Furthermore, 
when the disastrous break in the bond market came in 1931, 
the debenture issues broke badly and yields increased in all 
cases, some phenomenally, although there were no defaults or 

IMaturity dates Dot colllide",d in determining yie1da. 
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TABLE 5-CONVEkIlON SCHEDULE POk BoND. AND STOCKS OF. THE ASSOCIATED GAl AND ELECTRIC COMP""'" 

(ElI'ec:tlve in AugUJt, 1927) 

BONDS: 
Citizen. Light, He.t " Power ht s. __________ . ______ ._. ________ .. _ ....... __ ... _ ... _._ ...... 
Depew " Lane. L. P.8t Condo ht s • ............ _ ............................. _ .............. 
Erie Lighting III mtge. okg. fd. 5. __ ._._. ________ .. __ .. ___ . _________________ . ____ ._ 

Indian. G .. Utilitie. III 5. ~ ...... --...... ~ .. -.... -......... '"., ......... -".--... -.... , ... 
Kentucky Public Service III S. -.. -----.-.. -~-.. -----.. -.-.-....... -.... --...... -. 
Lake Shore Gao ht S~. -~-....... ,~.-.--... -." ... ----.......... -.......... -........ 
Long bland Water lit 5~. _._ ... ___ . ___ . __ ... _ ... __ .. _._ .. _ ...... _ ................. _._ .. 

Manil. Electric ht 8t ref. s • .... _ .. _ .......... _ .. __ .. _ ... _ .. _ ................ _ ... _._ 
ManIl. Elee. RR. 8t Ltg. 'ht" coil. s. --.... -.--... --.--.... -.. --."-~ ... --.... --. 
Manila Suburban Ry. III 5. .-----~ .. -.. -.. -... -............. 
N.Y. State G .. lie Elec. III 6. .. _ .... _ ... -_ ... __ .... _._-.. _._-----_. __ .. -
N.Y. State G .. " Elte. I.t 5~. .... _-_.---... _ .. _._ .. _. __ ... _ .. __ ... _ ...... -
Penn. P. S. Corp. tat ref. "c" 6. ___ .... __ ..... _ .... _._ ..... _ .. _ ...... _ ......... _. 

Penn. P. S. Corp. III ref. t'1l" 5 •. _______ ..... _ .. __ ...... _ ....... _ ............. _ ... 

Penn. P. S. Co. III " -_ .... _ ... _ ... _ ...... _ ... __ ........ _._._ ..... _ ... 

Plattaburgh Gu 8t Ele •• III 5, ......... _._. _____ .. _ .. _ ...... _. _____ ... __ 

Richmond Light 8t RR., III 41 _ ... _._ ....... __ ... _._._._ .. _. __ .... _ ... _ .. 

8io"" Fallo Gao III 6. __ . ______ .... ____ ... _. __ ._. ___ ._ ...... _ ... _ ... 

Principal 
Outltanding 

$ 1,500,000 
905,600 

3,561,000 
2,056,000 

946,000 
839,000 

2,628,000 
103,000 

2,700,100 
128,000 
429,000 

4,106,000 
6,+73,500 
3,990,000 
2,112,000 

lSl,OOO 
1,359,000 

588,100 

Bati. of 
Exchange 

for Shar ••• f 
$6.50 Stock 

10 
10 
10 
10 
10 
10~ 
10~ 
10 
10 
10 
lOt:'! 
10yS 
II 
10 
10 
10 
9 

10~ 

Call 
Price 

IDS 
IDS 
IDS 
lOS 
102y" 
105 
105 
IDS 
105 
IDS 
110 
107~ 
1I1~ 
105 
103 

105 
105 

Date of 
Maturity 

Nov. I, 1934 
Aug. I, 1954 
Apr. I, 1967 
July I, 1946 
Feb. I, 1941 
Nov. I, 1950 
May I, 19S5 
Sept. I, 1946 
Mar. I, 19S3 
Sept. I, 1946 
Jan. I, 1952 
Oct. I, 1962 
May I, 1947 
Dec. I, 1954 
Feb. I, 1961 
Sept. I, 1939 
July I, 1952 
June I, 1944 



Union Gu &< EI ... lot 5. _______________ _ 586,000 10 105 Sept. I, 1935 24 oma1l i_uet ________________ _ 
2,667,IOOt 

AIIOciated EI.ctric ""nv. S~, _____________ _ 62,300,000 11_$6 .todt IDS Apr. I, 1946 
AIIOci ... d Gu &< Electric Conv.rtible 5~. _________ _ 40,000,000 { 2.ClwA* 105 Feb. I, 1977 

I-Common 
Convertible "B" 6~ .. ______________ _ 

1,823,400 10-$7 .tock§ 105 ----Convertible "C't 6. I,OSS,IOO 10-$ 7 .todtll 105 ----Convertible "A" 6. _______________ _ 
2,059,700 10' 100 -_._-

Convertible "B" 6. 
Convertible "C" 6t __________ _ ---------------------- 5,000,000 10-- 102 

967,000 { 2~-ClwAtt 101 10-$6 'tock;; 

PREFERRED STOCKS: II 
~ Erie Lighting $2 preference ______________ _ 

'" ..... Indiana Gu Util. 7% cum. pref. ______ _ 
688,450 1-3 
273,300 1-$7.todt IDS ---Staten uland Edioo. 6% ht pref. ___ . ____ . ___ _ 3,166,600 I 103 

Union G .. &< Electric 7% com. pref. 334,400 1-$7.todt 110 

*Souree: Appendix B. 

f
OE early maturity, which have been called, or which are in amounll outltanding of Ie .. than $ 100,000 each. 
For .ach $110 of bond. of $10,000,000 lirot p ...... nt.d after Feb. I, 1928, etc. 
At option of company DOW and after June 1, 1930, at option of holder. 

I After Jan. I, 1928, at option of both holder and company. 
'After July I, 1928, .t option of hold.r only. ·.Aft., Jan. I, 1928, .t option of company and after Jan. I, 1932, aiIo .t option of holder. 
ttFor each $100 during 1927. 
:j::j:After March I, 1930. 
UPar or liquidation valu •• 
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CHA&T 12-EFFEC'r OF BUflHESS DECLO'!: OK C&EDIT OF PAllDIT AND 
SUBSIDIARY CoMPANIES AS REFLECTED IN BoND YiELDS. 
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threatened defaults in any instance. On the other hand, the 
underlying issues, while they suffered with all bonds in 1931, 
did not lose their position to anything like the same extent as 
did the parent issues. 

The conclusion to be drawn from this experience is that 
parent company financing is not so dependable as that of under
lying companies. Although this conclusion is reached after an 
examination of only a limited number of the total issues 
involved in the five systems, and although no consideration is 
given to the relative amounts of bonds and other securities 
outstanding in each case, the analysis does afford satisfactory 
evidence of the market's feeling with respect to parent company 
financing; this feeling is apparently the same irrespective of 
the avowed policy of companies with regard to the degree of 
parent company financing involved. Unsecured parent company 
credit has not stood the shocks of depression and declining 
earnings so well as the secured credit of underlying companies. 

If parent company credit cannot be maintained in the face 
of all conditions, then the credit of subsidiaries with mortgage
able properties must be resorted to occasionally. A consistent 
policy of parent company financing cannot be carried out under 
such conditions without incurring unnecessarily high capital 
costs. Public utilities have the characteristic of needing large 
amounts of new capital for purposes of refunding and for 
financing necessary extensions and additions, and this need 
exists continuously, almost regardless of business and money
market conditions. Therefore, the utilities cannot wait for a 
time propitious to the type of financing which an inflexible 
policy might dictate. The conclusion then seems to be that both 
types of financing must inevitably be used, with a recognition 
of the advantages and weaknesses of each; parent company 
issues should be used when the market is good and when there 
is need for supplementary financing that cannot profitably be 
based on operating units, and subsidiary financing should be 
used when the strength of secured, underlying issues demands 
or permits. 

Such is precisely the story one finds in the financing done 
by the five companies involved in this study. Table 6 indicates 
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TABLE 6-$ICUIUTIEI ISSUED BY FIVE PUBLIC UTILITY HOLDlNe CoMPANY SYrrEMI DURINe 1931* "" 

Company 
Type of 

Purpate Amount Sold to 
Iuue Yield 

4",.,.; .... Po_ ..". Light 

Te .... Power and Light (Jan.) lit mort. Cap. expo • 4,000,000 5.07% 
Ei:: Wuhillgton Water Power (Feb.) Pfd •• tock Cap. expo 1,000,000 6.00 .... 

Nebruka Power (April) ht mort. Refunding 16,500,000 4.31 &l 
Pacific Power and Light (July) lit mort. Cap. e.p. 31500 1000 5.11 .... 

Total $2S,OOO,OOO ~ 
4"od#I.J Gill ..". Hue/Nt: 

Z 
b:I ..... Metrupolillln EdilOD (May) 1st mort. Gen.r.1 $ 5,000,000 4.26 Cl a- m 

00 New Je""'Y Power and Light (May) lit mort. Refunding, etc. 6,000,000 4.37 

~ ...... 
Staten Wand Editon (June) Note. General 7,500,000 3.00 
Pen..,.lvania Electric (July) Note. Debt retirement 9,000,000 3.15 gJ 
Rodleater Gao and Electtic (July) Notes Refunding 10,000,000 3.00 

~ Mettopolillln EdilOn (Sept.) Mort. Acquilitionl 5,000,000 6.00 
Mohawk Valley (Oct.) Debentum Gener.1 1,000,000 6.00 

~ Total $+3,500,000 m 
N.,.," Ammc ... 

Milwaukee Electric Railway Light (Jan.) lit mort. Refunding $15,000,000 5.00 
North American (Jan.)t DebentufCI Funding 25,000,000 5.20 
WilCOruin.Michigan Power (June) lit mort. Refunding 5,000,000 ••• 7 

Total $45,000,000 



SI<HUIar4 Gill tm4 El#Clrit4 

Standard Gal and Electric (Jan.) Conv. nota Acqui.itiom $I 0,000,000 6.00 
Louirvme Gal and Electric (Feb.) lot "'.rt. Addition. 6,000,000 +.68 
Northern Stat .. Power (April) Mort. Refunding 35,000,000 4.65 
Northern Staw Power (June) Mort. Refunding 10,000,000 4.59 ::c Wi .. omin Public 8orvl"" (July) HOtel Refunding 2,500,000 4.50 

~ Wi ... ";n VaUey Electric (July) Not .. Refunding 4,000,000 5.00 
San Diego Conoolidated Gal and Electric (nee.) How Refunding 1,500,000 5.54 0 

Total $69,000,000 Z 
Q 

Umu4 Ligh' .nJ Po",,,. 
(") 

,...., 0 
0- Kan ... City Power and Light (Jan.) tit mort. Refunding $27,000,000 4.33 ~ 
'" '"d ..... Iowa-Nebruka Light and Power (Mar.) lit mono Cap. expo 3,500,000 5.30 >-

Kan... City Power and Light lit mort. Addition. 3,000,000 4.75 ~ 
Total $33,500,000 2 *Sour",,; Appendix B. me only parent company iuue. >-
At that time •• ub.idiaty 01 Standard Power and Light Company. ~ 

tz1 
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the amounts, nature, and yield basis of the financing done by 
each company during the year 1931 in the midst of the distress
ing bond market. The most significant fact to be noted therein 
is the almost total lack of parent company issues; only the 
North American Company, which had previously avoided the 
use of all parent company debt, was able or saw fit to use 
parent company securities for purposes of raising capital during 
that year. The Associated Gas and Electric Company reverted 
to the use of underlying issues with $43,500,000 of subsidiary 
securities, $26,500,000 of which took the form of one-year 
notes, all due in July and August, 1932. The Standard Gas 
and Electric Company did the greatest amount of public 
financing, but its position in 1931 was that of an intermediate 
holding company and not that of a top holding company.' The 
greatest objection to this practice of reverting to the use of 
underlying security issues in time of stress would seem to be 
thC? effect of such financing on the values of outstanding parent 
company securities. The equities behind parent company issues 
would be substantially diluted by the sale of prior-lien securities 
at precisely the time when market values would need the sup
port of thickened equities. 

While emphasis has been placed on the weaknesses of parent 
company financing, because of the radical nature of the change 
involved in its use, the limitations on subsidiary financing must 
not be ignored. Subsidiary financing is unsatisfactory and 
expensive in connection with small, isolated operating units -
perhaps even impossible in certain cases. This is because the 
issues often cannot be large enough to attract a market, or 
because the development of the project to be financed promises 
to be slow and uncertain in spite of potential earning capacity. 
Under such conditions the credit strength of a holding company 
is vast! y superior, and it can be used to advantage in raising 
funds for the isolated and weak subsidiary. 

Even when operating companies are large enough to afford 
occasional large issues of underlying securities, the nature of 
the demand for new capital may make it inadvisable to sell 

1By lUI the Standard Gas and Electric Compauy wu .. oubsidiary of ita 
former •• lnidi...,., th. Standard Power and Light Corporation. 
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securities as the capital is needed. At the present stage of 
development in the industry, particularly in the gas and electric 
field, there is a constant demand for capital expenditures to 
improve, extend, and add to the facilities of production and 

, distribution. This demand, while not large enough to call for 
millions of dollars at one time for use by a single operating 
company, may exceed the amount available from the company's 
restricted earnings because of the relatively large investment 
per dollar of revenue which is characteristic of the industry.' 
Under such conditions it may be advantageous if the parent 
company can satisfy the needs of its subsidiaries out of its own 
capital, financed by its own security issues, until such time as 
the subsidiary can afford a marketable issue of securities at a 
favorable rate without raising more capital than it can profitably 
and economically use at the time. 

THE AssoCIATED GAS AND ELECTRIC COMPANY EXPERIMENT 

Greatest interest attaches to the Associated Gas and Electric 
Company financial policies, because that company went furthest 
in its experimentation with parent company financing. Prior to 
1930 the Associated company pointed with pride to its per
formance in the matter of substitution of parent securities for 
those of its subsidiaries, and also made considerable point of 
the decreasing cost of capital which was accompanying its 
policy. Table 7 shows the progress made by the Associated 
management, during the years 1925 to 1929, in changing the 
company's financial structure. It is assumed that a continua
tion of this policy would have reduced still further the number 
of subsidiary issues existing at the close of 1929 had not the 
security market made that procedure almost impossible. 

In the annual report to Associated stockholders for 1927 
attention was called to the fact that "Associated bonds have, 
since early 1927, been selling on a rapidly decreasing yield 
basis. Financing during 1928 was done with 4~ per cent and 
5 per cent bonds as against 5 ~ per cent bonds the year before." 
Chart 13, reproduced from an investor's letter of the Public 

1Investment ranges from $+ to $5 per dollar of annual revenue for gas 
and electric companiH. 
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Utilities Investing Corporation, shows the above statement to 
have been true for the average yields based on Associated 
security prices until the middle of 1927. By 1930, however, 
the above-named distributor of Associated securities used this 

<I 
TABLE 7--Pa0GltESS IN CHANGING THE FINANCIAL PLAN OF THE AssoctATED 

GAS AND ELECTR..IC COMPANY. 

(1925-1929) 

.... ~ o~ ~ .5 '" '" 0'" w'" '" N 

'" w '" !!'" 0- .S! E ~ I 
'" - • ~- " ~ . t:I ... G ... _ ... a u • .! .. 

Security -- .~::; ~;:; If;; .~ 6 ~;: .,,~ 
~ 

; 1I 
.- ~ ; '''0- t:o.:I·i~.A "'C'u-"uieJ"C N ";iN::I3o'DN 
." v CJ 1,1 Ill'" 0.. ~~!AE-t~2: ~A <A ..:A _A <-

Parent company, funded debt 2 8 + 6 3 9 + 
Parent company, convertible 

i..- II 9 10 10 4 3 II 13 
Parent company, prefenod 

"ocloo 4 5 5 
Parent company, A, B, and 

.common 3 3 3 
Total panont company 

;...,.. 20 18 14 2+ 7 3 28 17 

Underlying, funded debt 67 33 69 31 43 2 72 71 
Underlying, preferred Itocloo 12 9 17 4 21 25 17 
Underlying, commOD stocks 14 2 14 2 10 I II 15 

Total underlying i ..... 93 +4 100 37 14 3 108 103 

.Source: Appeodix B. 

chart in a letter dated October 1, 1930, to point to th~er 
yield of Associated bonds as compared with other utility bonds, 
and to stress that feature as a selling point. Here is an admis
sion by Associated interests that costs of capital under their 
plan did not continue to enjoy a favorable differential over 
other utility company borrowings as measured in market yields. 

In Table 6, and in the accompanying discussion, attention 
is called to the fact that in 1931 the Associated management 
resorted to one-year notes for new financing. Statements have 
been observed to the effect that these notes were to be met at 
maturity by the issue of subsidiary mortgage bonds. Chase 
Harris Forbes Corporation in a letter dated November 25, 
1931, to an inquiring investor stated that, "The funded debt 
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(of the Associated companies) maturing between June 15 and 
December 31, 1932, totals $26,855,000 to take care of which 
First Mortgage Bonds of subsidiaries legal for savings banks 
investment in New York, Massachusetts, and Connecticut are 

I reserved in the treasury." These one-year notes arose "prin
cipally from the voluntary call for redemption of high-coupon 
bonds1 and the substitution therefor of lower rate short term 
notes, for which low-coupon first mortgage bonds ..• are held 
in the treasury.''' 

CHAR:T ll-YrELDS OF ASSOCIATED GAl AND ELECTlUC COMPANY AND OTHEa 
UTILITY BoNns, EXCLUSIVE OF CoNVER.TIBLE ISSUES. 

1.5 

1.0 

>-
Z 6.5 ... 
u 

co: 
~ 8.0 

I 

'" &:: 5.5 

5.0 

'" , 
~ 

' .... 10-.... _ 

'. 
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/ 
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20 PUBLIC UTI LlTI ES ...... " . 

~ k / i" 
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'- ~ 

~ """'- -'--~ """'- - ""'-
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*Soun:c: Appendix C. 

In these facts is every evidence of at least a temporary 
abandonment of the policy to reduce the proportion of financing 
by underlying security issues. Whether the sale of low-coupon 
bonds in 1932 to meet the maturing notes will result in any 

1Such .. Rochester Gas and Electric 1.. See Chart 12. 
'BM'TIJrst- November 23, 1931, p. 21. 
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real saving depends on the price at which they can be issued 
in the then-existing market, but it is possible that the maneuver 
will be costly, if the new issues have to be sold in a high-yield 
market.' This demonstrates the risks that must be taken in the 
use of short-term financing whether it be for new capital . 
expenditures or for effecting changes in the financial set-up. 

It seems reasonable to conclude that the Associated Gas and 
Electric Company experience proved a failure, or at least 
resulted in an embarrassing situation demanding temporizing 
and change, in face of adverse market conditions. This is to be 
compared with the relative ease with which other holding com
panies issued bonds and stocks as needed during 1931 by the 
continued use of subsidiary issues noted in Table 6.' 

These recent note issues of the Associated subsidiaries also 
call attention to a possibility which may at times prove a detri
ment to a company with a plan of concentration on parent 
company security issues. The intelligent investor will realize 
that not only do subsidiary stocks and bonds have priority over 
and hence reduce the desirability of parent company securities, 
but subsidiary notes and floating debt have similar priority and 
may be the source of even greater danger than bonds and 
stocks, because of the possible embarrassment resulting from 
early maturities. Further, it is more difficult to keep a close 
check on the extent of a subsidiary's bank borrowings than it is 
on its security issues, and hence there may be a feeling that the 
possibilities of equity dilution through subsidiary borrowings 
are enhanced when subsidiary credit is kept unused and so 
readily available for loans. 

CoNCLUSIONS 

The conclusions regarding the general financial policies of 
public utility holding companies must not be made too definite 
and dogmatic because the whole holding company idea is too 

'Participating. to 10 per ccnI "baby bonds" (SIO par) wue oHered to 
..... omen in the amount of $40,000,000 to facili .... the funding p ......... 

ZOf ......... the facton .f manag<mcnt and canoing proop<dS Iikewioe had 
undoubted effects GO the relative cue of 1911 financing .. but those fa.cto:s are 
difficult '0 ioobte, and it it doubtod if they aloae would apIain die dUI....-. 
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new, and there has been insufficient time to test the alternative 
policies that have been in vogue. No feature of the public 
utility holding company scheme has yet stood the full test of 
time. However, from the experiences of the few years which 
have seen the development of alternative methods of financing, 
certain tendencies are worthy of note. In spite of the apparent 
theoretical soundness of the type of financing which includes 
emphasis on the use of parent company securities, that plan has 
not proved satisfactory in the one instance where it was applied 
most fully. Perhaps its failure may be ascribed to the fact that 
it was never carried to its logical conclusion - namely, 100 
per cent parent company financing - but certainly it is difficult 
to discern any differential advantages in its use by the Asso
ciated Gas and Electric Company. 

The market seems very definitely to prefer securities of 
underlying operating units, particularly in times of uncertainty, 
and this favor presumably arises from the specific security 
offered under the mortgages of operating companies. Whether 
this feeling on the part of the investor is logical or not, it must 
be recognized that the investor is the chief source of much
needed capital and his desires must be catered to. Perhaps 
investors should know that in cases of bond default the fore
closure proceedings growing out of their contractual rights 
seldom give full protection to their investment, yet it is the 
writer's belief that much investment education will be necessary 
before "mortgage bonds" lose the reputation of great security 
which usually attaches to that type of security contract even 
though the facts may not, in all cases, justify the reputation. 
In view of these conditions there is a large balance in favor 
of financing in the name of subsidiary companies. 

The argument that securities issued by parent companies 
have in the diversification of income sources behind them an 
advantage not enjoyed by securities of operating units sounds 
good, but, in effect, lacks substance. There is no virtue in 
diversification, as such; it adds to the value oE securities only 
when it effectively serves to minimize risk. . 

However, in spite of the above limitations, practical and 
theoretical, there are occasions for preferring the use of parent 
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company financing. Expansion puts great pressure on utility 
finances, and parent company security issues may provide a 
supplementary source of funds, such securities being acceptable 
to the investor when backed by adequate equities and based on 
proven earning capacities. Also as a means of providing work
ing capital for advances to subsidiaries, parent company issues 
are logical, and, of course, there must be sufficient parent com
pany financing to provide for the necessary investment in the 
subsidiary securities which comprise the corporate assets of the 
parent company. 

The fact that the possibilities and limitations of each type 
of financing were probably reflected in the financial policies of 
each of the five companies herein studied may serve to 
strengthen these conclusions. There is a noticeable correlation 
between the nature of the properties assembled in each group 
and the general methods of financing used by each - even by 
tl)e Associated Gas and Electric Company which followed its 
em-eme and peculiar policy. Reference to Chart 2, page 16, 
representing the corporate set-up and the geographical location 
of properties of the AS"OCiated Gas and Electric Company, will 
show the existence of a large number of isolated and relatively 
small operating companies, and the AS"OCiated company has 
been mentioned as having the greatest amount of scattered 
diversification. This situation was accompanied by the greatest 
amount of parent financing in the group of five companies, and 
even a large portion of that classified as subsidiary financing 
was, in reality, the financing of intermediate holding companies 
such as the Associated Electric Company and the Rochester 
Central Power Company. In the American Power and Light 
Company system the properties were likewise somewhat scat
tered, and in that case was found the next largest use of parent 
financing. 

At the other enreme were the Standard Gas and Electric 
Company and the North American Company, both with 
holdings composed of relatively compact and self-sustaining 
systems which bore the heaviest burden of financing in the 
form of subsidiary securities. Even those companies, however, 
recognized the uses of parent company capital and made use 
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of intermediate holding companies which served as security 
issuers for groups of underlying properties! The United Light 
and Power Company group was financed with a relatively 
smaIl portion of parent financing, in spite of the considerable 

. number of srnalI and scattered units in its system, but its chief 
financial strength was exerted by a holding subsidiary, the 
United Light and Railways Company, and the latter's chief 
subsidiaries, the Continental Gas and Electric Company and 
the American Light and Traction Company. In this fashion 
the scattered units of the United system were brought under 
the financial wings of large companies short of the parent 
company itself.' 

Thus there are intimations of logic in the uses of the two 
methods of financing, but this is not proof that each of the 
companies was fully justified in the extent of its use of the 
two methods, nor is the correlation between types of properties 
and types of financing an indication that the general criticisms 
and suggestions in the previous discussion should be ignored. 

aFor the Nonh American Company--notably the North American Edison 
Company; aDd for SIaDdard Gao aDd Electric CoropaDy--notably the Standard 
Power and Light Company. 

~From a aocial atandpoint this raises aerioUl question of the need for the 
United Light aDd Power Company as an aid to ",.dering service by these large 
groopz, financially or othuwiJe. 
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CHAPTER 4-

TRADING ON THE EQUITY 

The material in this chapter is very definitely related to 
that of the preceding one; in fact, the data used are from the 
same source - namely, Charts 7 to 11. Chapter 3 was devoted 
to a discussion of financial policies with emphasis on the debata
ble question of "parent versus subsidiary company financing," 
whereas the following analysis will be concerned with facts 
regarding the consolidated financial structures of public utility 
holding company systems. It is intended that this discussion 
should show the extent to which borrowed funds were used 
to finance the holding company systems, and also the extent 
to which preferred, classified, and common stock equities were 
uSed. The conclusions to be sought wiIl be in terms of the 
adaptability of the utility business to the methods of financing 
used by the holding company managements and in terms of 
the limitations on the practice of trading on the equity. 

"Trading on the equity" refers to the practice of borrowing 
funds to finance a business, thus limiting the amount of owners' 
or stockholders' investment necessary to control it. The owners' 

·1 

or stockholders' investment is the "equity" which is traded on, 
and it represents the residual values in a business over and 
above the amount of the borrowings.' The term "trading on 
the equity" was originally derived from the legal concept of 
the "equity of redemption," which is the mortgagor's legal 
right to recover title to his property after fulfillment of the 
loan agreement for which the property had been pledged. In 
this sense the term referred only to that valuable right of an 
owner of mortgaged property, but it will apply here, as in , 
general usage, to the practice of borrowing funds on unsecured 
promises to pay, such as debenture bonds, as well as to the use 
of mortgage bonds. For all practical purposes, the risks and 

'Admirably treated from an aaulemk ltandpoin. by Hastings Lyon in 
CM1-.w.. Fnu...a (Cambridge: The Rivenide Press, 1916). Part I, 50-U. 
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the profits involved in the use of debenture bonds are about 
the same in modern finance as if property were actually 
pledged. As will be noted later, preferred stocks may also be 
used in a manner which approximates the results of trading 

~ on the equity achieved by the use of bonds. 
The reason for trading on the equity is obviously the desire 

of management to secure funds without relinquishing control, 
and to increase the residual profits accruing to stockholders as 
a result of the non-profit-sharing nature of bond contracts. 
When funds are borrowed by means of bond issues, these funds 
become available to the business without giving the contribu
tors of capital a voice in management, and under the contract 
the investor in such securities receives only a limited return.1 

Thus, the more money that can be raised by borrowing, the 
smaller the stockholders' investment needs to be, and as long 
as the business earns more than the rate of interest paid on the 
bonds, the greater will be the residual amount available to the 
stockholders.' Naturally there is every temptation for manage
ment to follow that procedure which will reduce its investment 
and at the same time tend to increase the return on that 
investment. 

As usual, however, the advantages of financial gain are 
accompanied by their balancing risks and dangers. Trading on 
the equity involves considerable financial risk in that the bond 
contracts, upon which the practice of corporate borrowing is 
based, contain definite promises to pay interest and to repay 
principal regardless of the earnings of the business, thus creat
ing financial fixed charges which are the source of much 
embarrassment in times of low profits. Usually these contracts 
are such that failure to fulfill the promises deprives the stock-

18uch is the nature of the usual bond contracL Occasionally there are bonds. 
usually issued at time of reorganizatiOD,. which give rights of control to bond-. 
holden and whiclt pay varying rates of return, and oo-calIed "participating 
bond» contracta do exist in small number.. 

"lTheJe practices are often :referred to by financial writers as 'lapplying 
leverage to opanting profiu," because they ha"" the .ffect of increasing the 
return to the common stoc:kholdeJ'l! i.e.) a $1,00'0,000 property earning 8 per 
cent and one-half financed with S per cent bonds win return not B per cent 
but 11 per cent on the atoc:kbolde-n' investment, because $55)000 will be available 
to the $500,000 otock iDveotmenL 
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holder of control, and whenever earnings are equal to or less 
than the fixed charges there is nothing available for payment 
to the residual equities represented by the stockholders. In 
the light of these facts it is evident that the greater the amount 
of financing done by borrowing, the greater the financial risk 
incurred by the business. A decline in earnings may eliminate 
the return to stockholders and, if the decline is serious enough, 
bring about receivership under the bond contract. If the bonds 
are secured by mortgages, foreclosure will undoubtedly result. 

EXTENT OF EQUITY TRADING BY PUBLIC UTILITY 

HOLDING COMPANIES 

Numerous financial writers and executives have cited prin
ciples referring to the financing of public utility operating 
companies. The usual statement is that borrowing should be 
limited to the extent that the interest charges will absorb no 
more than one-half of operating earnings! However, little 
coitsideration has been given to this problem in connection with 
the holding company systems which are so typical of the public 
utility industry at the present time. In this modern set-up, 
both subsidiary and holding companies may borrow funds and 
trade on the equity, and it is this combined situation which 
commands attention here. 

It has been assumed, generally, that the public utility 
industry is well adapted to the assumption of financial risk 
through trading on the equity, because the risk of fluctuating 
profit is minimized by the normally steady revenues arising 
from the operation of a business which renders a vitally neces
sary service under conditions of monopoly. An effective 
reminder that a considerable degree of business risk does exist 
in this industry is evidenced by the record of performance in 
1930 and 1931, which shows that the gross revenues of prac
tically all gas and electric utilities suffered a decline in those 
two years as compared with 1929. This decline was most 
serious for those utilities whose business included relatively 

'See A. s. Dewi0l\"' Fm-ci.l P.1k7 ./ Carp.nai<nu (New Yon.; Th. 
Rooald P .... Co., 1926), Book II, chap. 6; and Walter E. Lagerquist, Pflillic 
Ut#ily Fm.-u (Chicaso: A. W. Shaw Co~ 1917), chap. 4. 
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larger proportions of industrial service,' but even the most 
diversified showed some loss of revenue" 

Another factor, in addition to the variability of revenues, 
I which determines the business risk: inherent in an industry is 
) the relative ease with which operating expenses can be reduced 

to accompany declines in revenue. In this respect the gas and 
electric utilities are quite similar to the railroads, for a relatively 
large proportion of their operating expenses are fixed, or, if not 
fixed, at least very inflexible, being composed largely of charges 
for maintenance, depreciation, an almost irreducible minimum 
of labor, and property taxes. This last item is, as a matter of 
fact, tending to increase rather than decrease. The elect of 
such conditions in the face of declining revenues is to accentuate 
the decrease in operating profits available for distribution to 
corporate investors, because the expenses cannot be reduced as 
rapidly as production falls 011. Exact data for the 1931 opera
tions of many utility companies were not available at the time 
of this writing, but there is every reason to suppose that the 
decline in operating profits was greater proportionately than 
the decline of gross revenues.' 

1£ it is true that the operating characteristics of utilities are 
similar to those of railroads in the matter of fixed overhead 
expenses, the experiences of these latter utilities in recent 
months definitely demonstrates the seriousness of the business 
risk: involved and points to the dangers of superimposing too 
much financial risk: on top of it. A typical picture of the plight 
of the railroads resulting from their inability to reduce oper
ating expenses is found in Table 8, showing ten months' 
performance of the New York. Central Lines during the years 
1929 to 1931. During these years the company's gross revenue 

IThe Detroit Edison Company gross revenues: 1929, $S6,s.sSt27S; 1930, 
U1,106,925; 1931, $49,2J2,SOO~ 

"Pr<liminaIy report> ohow 1931 WOlle than 1930 iu practicaUy all com
panies. 

lEven if the data. were available they could not be considered ''exact" and 
comparable in view of the wdl~known practice of charging depreciation «With 
due regard for the amount of earnings available for thi, purpoae each ye&l'~» 
Quotation from the- Public Service: Commission of the State of New York, 
"Retirem.nt RC8I!rVe," U",I_ S.,_ ./ Accounts f., EloctricM C."....:i_ 
(Albany, 1923), ACCOUlIt 2SI, p. 24-. 
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declined only 35 per cent, whereas net operating income 
declined as much as 71 per cent. This illustrates the disastrous 
effect of declining gross revenues in an industry with relatively 
fixed operating expenses. The existence of fixed capital charges 
in the face of such conditions has accounted for many of the 
recent defaults and financial embarrassments of railroad com
panies. Thus it has been very recently reaffirmed that the gross 

TABLE 8-EFFEcr OF DECLINE OF GROSS R£VRHUES OM NET OPERATING 
INCOME OF THE NEW YORI: CEKnAL RAILROAD CoMPANr 

Ten Months Ending October 31 

1929 1930 1931 

Groot re_ 
Net operating income 

$500,108,669 $408,684,369 $327,+36,335 
92,109,030 52,29J,392 26,515,974 

*So""", Appendix B. 

revenues of the utility industry can decline, and it is a correla
tive fact that there are dangers and effective limitations in 
trading on the equity that ought to be considered even by 
public utility companies. 

With this recognition of the dangers of trading on the 
equity in the utility industry, the following discussion will turn 
to an examination of the extent to which this method of financ
ing was used by the five holding companies with which this 
study is concerned. Table 9 shows the rdative proportions of 
funded debt to book: assets of these companies. All of the 
funded debt of both parent and subsidiary companies is 
included, because that total represents all of the contracts to 
pay fixed interest charges which were incurred in financing the 
respective holding company systems.' The companies are 
arranged in the order of the greatest proportion of funded debt 
as it existed on December 31, 1929, and the nature of the 
changes in each case during the years prior to 1929 is also 
shown. 

'The AJoociated Goa and Electric Company liked to refer to the inteIest 
charga Oil bonda convertible into atodt at the OptiOD of the company .. being 
in the category of dividend., but they are Dot 50 regarded here. (Further di>
cuaoion on p. 131.) 
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From this tabulation it is evident that, on December 31, 
1929, the United Light and Power Company was using a 
greater proportion of borrowed funds than any of the other 
four companies, and it is likewise apparent that its position in 

1 1929 was about the same as it had been in 1925. The Asso
ciated Gas and Electric Company stood a close second to the 
United company, with 54 per cent of its book assets represented 
by funded debt - presumably as a result of the Associated 
company's ambitious policy of issuing parent company bonds. 

TABLE 9-RELATION OF TorAL FuNDED DEBT TO BooK AssETS* 

Company 

United Light and Power 
&sociated Ga.s and Electric 
Standard Ga.s and Electric 
North American 
American Power and Light 

-Source: Appendix B. 
tDe<ember 31, 1925. 

Per Cent of Funded Debt to Book Assets 

December 31,. 
1924 

51.5t 
36.3 
51.9t 
57.9 
50.1 

Asset 
Increase 

56.2 
55.3 
43.8 
38.6 
35.9 

December 3 I, 
1929 

54.9 
54.0 
47.3 
46.3 
43.7 

It is known from previous discussions that the Associated sub
sidiaries had relatively thick equities,' but the parent company 
was heavily indebted.· The remaining three companies were 
more conservative in their debt issues and traded on a some
what thicker equity, all three of them having reduced the 
proportion of funded debt to book assets during the years 
under observation. In each case, less than SOper cent of book 
assets were financed with bonds, and it may be noted, inci
dentally, that these three companies with the smallest propor
tions of borrowed funds were among those indulging in the 
heaviest subsidiary financing. 

The variation in the extent of equity trading noted above 
was a characteristic of the industry. Professor H. G. Guthmann 
of Northwestern University, writing for the Chicago Journal 

'Only 18.7 per cent of book ...... were carried by .nbsidiary funded debt 
on December 31, 1929. (See Chart 8.) 

'Thirty.fi .. and three.tenth. per =t of book ...... were carried by parent 
company bond .. 
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of Commerce, reported that, on December 31, 1929, public 
utility holding companies were using parent and subsidiary 
bonds in amounts ranging all the way from 21.9 per cent to 
58.1 per cent of their total capitalizations! While the per- _ 
centage base used in Professor Guthmann's computations was 
not the same as that used in this study, the results are compar
able, because there is little difference between ''book assets" and 
"total capitalization" when the latter includes surplus items. 
The median percentage of total funded debt for the companies 
examined by Professor Guthmann was 43.3~on December 31, 
1929, and 42.9 for the same companies on December 31, 1930. 
From this it may be concluded that all five of the companies 
under consideration were above normal in the amount of funded 
debt and thus above normal in the extent to which they traded 
on their equities. . 

It is impossible to find an absolutely accurate test which 
will indicate the precise relationship that should exist between 
a holding company's book assets and its funded debt. The 
dangers of too much debt have been pointed out, but the 
problem of the determination of the amount of debt that 
constitutes a dangerous situation is yet to be considered. Chart 
12 was used in the previous chapter" to demonstrate the general 
instability of all parent company bonds as compared with under
lying bonds. In that same chart is reflected another interesting 
correlation that may be noted with respect to the effects of 
trading on the equity. 

In general the relative prices of various bond issues on an 
organized security exchange may be taken as expressing the 
soundest available opinions regarding the relative values of 
those issues and the credit strength of their respective issuing 
companies. At least it can be safely assumed that quoted market 
prices for a company's bonds represent the market's interpreta
tion of the soundness of that company's policies with respect 
to debt financing and the amount of earnings applicable to the 

lStudy of eight_ luge holding company sysI<ms, Decanber 30, 1931. 
(All li .. of the companies comidczcd in thio IlVdy ..... inclodcd in Prot..or 
Guthmann" otody.) 

·P. 66. 
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payment of the debt and the interest charges thereon. 1 Refer
ence to Chart 12, showing the yields of representative bond 
issues of holding companies, indicates that the five parent 
company issues ranged in order of 1931 yield rates as follows: 

Lowest: North American Company-Deb. 5s, 1961 
Second: American Power and Light Company-Gold 

Deb. 6s, 2016 
Third: Standard Gas and Electric Company - Deb. 6s, 

1951 
Fourth: United Light and Power Company - Gold Deb. 

6~s, 1974 
Highest: Associated Gas and Electric Company - Cons. 

Ref. Deb. 5s, 1968 

It is concluded that this order represented the credit strength 
of each parent company in the eyes of the market, which 
interpreted the facts to mean that the North American Com
pany had the strongest credit of the five companies and the 

~ Associated Gas and Electric Company the weakest credit, with 
the American, Standard, and United companies between the 
two extremes. If this situation is compared with that expressed 
in Table 9, which shows the relation of total system debt to 
book assets, it will be noted that the United Light and Power 
Company and the Associated Gas and Electric Company, whose 
securities bore the highest yields, had the largest proportions 
of funded debt. Contrarily, the North American Company 
and the American Power and Light Company, with the least 
amount of total debt in their systems, enjoyed the most favor
able yields of any of the five companies. The bonds of the 
Standard Gas and Electric Company were of middling propor
tions, and the yield line of its debenture bonds follows a middle 
course across the 1931 plotting, Here would seem to be a 

> practical proof of the statement that increasing the relative 
. amount of public utility system debt is bound to increase the 

costs of borrowed capital. Each additional borrowed dollar 

IEven iD the liquidatiOll bond market of late 1931 the relative .t&tus of 
-no.. issues mould not haw been distutbed, as all issua ...... aJrected alib 
by general m&rket conditio ... 
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costs more than the previous one, because the investor's risk is 
thereby increased unless ownership equities are increased pro
portionately. 

USE OF PREFERRED AND CLASSIFIED STOCKS 

The principle involved in the concept of trading on the 
equity has been applied in the use of forms of capital contracts 
other than loan contracts. The same practical results, as far as 
their effects on the return to common stockholders are con
cerned, are achieved by the use of any sort of security contract 
which brings capital into a business under terms that limit the 
return payable to the investor. In modern corporate finance, 
there are such contracts in the preferred and oftentimes in the 
classified common stock: issues, which give the investors in those 
stocks a claim on earnings ahead of the residual owners, and 
at the same time limit that return to a definite percentage of 
Pill' value, or a definite number of dollars per share in the case 
of no-par stock.' This sort of arrangement has the same effect 
as borrowing funds at a fixed rate; namely, anything earned 
over and above the amount of the limited contractual dividend 
accrues to the benefit of the common (residual) owners or 
stockholders. Also these preferred or limited-return contracts 
usually are featured by lack: of voting control, the preferred 
stockholders usually having a voice in management only if 
they fail to receive a set number of consecutive dividend pay
ments. This is a further characteristic in common with bond 
contracts, which give active control of a business only through 
legal action of foreclosure under the remedial clauses of such 
contracts. 

In view of the extension of this principle of financing, it is 
logical to refer to the use of limited-return stock issues as 
"trading on the equity"; although, in such cases, the equity 
traded on is that of the common stockholders rather than of 
all stockholders. For bonds, the value of the entire stockhold
ers' equity serves as a protection to the debt, and all net 

IThere Al'C oet::aUonal c~cipating» contract. which give pre£creac:e to 
a certain amount and permit the return to increase under a definite contractual 
provision. 
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operating profits are first applicable to that debt; whereas in 
the case of preferred stocks, the value of the common stock
holders' equity alone measures the protection, and only those 
earnings remaining after payment of interest are applicable to 

~ the preferred stocks. Obviously preferred stocks are distinctly 
secondary in their security when preceded by bonds, and in 
recognition of that fact the dividend rate is normally higher 
than the bond interest rate wonld be for a given company. 
Hence, the profit possibilities of trading on preferred stocks 
for common stock profit are limited. However, from the 
corporation's standpoint, the risk element may be considered 
less serious, because failure to pay dividends cannot precipitate 
receivership or foreclosure! So, while the costs per dollar 
raised are higher, and while the preferred dividends create 
income charges in addition to bond interest ahead of the claims 
of the common stock, the use of such capital contracts does 
present possibilities of profitable trading on the equity by 
reducing the investment necessary to control property and by 
applying further leverage to the earnings.' Inability to pay 
the dividends would, of course, do harm to the credit of a 
company, but its property would not be lost. 

The extent to which preferred stocks were used in the 
financing of utility holding company groups is indicated, in 
general, by Professor Guthmann's findings that, in the eighteen 
companies which he studied as of December 31, 1929, from 
10.6 per cent to 44.5 per cent of the total capitalization of 
holding company systems was represented by preferred stocks.' 
The median appearing in this distribution was 24.5 per cent. 
In other words, preferred stocks were normally used to the 
extent of about one-quarter of the capitalization, but there 
were wide deviations from that normal.' 

lPreferred atocks are evidences of ownership, not creditonbipt and are 10 

interpreted by the courts; properties cannot be aold o.r title passed to preferred 
,stockholders for failure to pay dividends. 

ll:See footnote 2, p. 19. If another $300,000 were raised by the sale of 6 
per cent preferred stock.. the 8: per cent return on $1,000,000- of property would 
net $37,000 on $200,000 of common stock or a return of 18.5 per cent. 

SOt. cit. 
'It should be recalled that Guthmann'a ratio! are expressed as percentages 

of total capitalization I the percentages in this Itudy are of ''book assea,,1 
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For the companies considered in this study, all limited
dividend stocks are included as preferred, because they all had 
the effect of permitting residual stockholders to trade on their 
equity. Table 10 shows the extent to which these instruments . 
of capital raising were used by the systems under observation, ' 
the companies being arranged in the order of their use of these 
stocks. If the data here presented are noted and combined with 
those in Table 9, a definite picture is secured of the respective 
companies with regard to their policies of financing with 
limited-return securities; in other words, a picture of the 
extent to which they traded on the equity of their common 
stock. The most outstanding result of the suggested combina
tion of facts is that the Associated Gas and Electric Company 
is shown as using a very large proportion of limited-return, 
prior-lien securities.' On December 31, 1929,86.2 per cent of 
Associated's book assets were financed by bonds and prior-lien 
stocks.· This represents far and away the thinnest equity traded 
OIi by any of the companies. The United Light and Power 
Company was next in line with 54.9 per cent bonds and 25.0 per 
cent preferred stocks, or a total of 79.9 per oent of book assets 
financed by prior-lien and limited-return securities. The Stand
ard Gas and Electric Company stood third with a 77.2 per oent 
total, and the North American Company fourth with 71.4 per 
cent. Information is lacking, in detail, regarding the preferred 
contracts of the American Power and Light Company, but its 
low (43.7 per oent) bond indebtedness leads to the belief 
that its use of limited-return securities was less than by the 

1Associated Gao IUId Electric Company Clat& A IIO<k .... y be considered 
like & RCOlld preferred stock,. because it wu entitled to non-cumulative dividends 
at the rate of $2 per ohare per ",,"um be!"", paymeut to Cl ... B aDd common. 
It wu entitled to participate with B to the extent of au additional 50 cents per 
ohare and did 20 participate twice prior to December 31, 19Z9--on<e to the 
extent of 2S cena and Onte to the extent of 40 centt. Itt rights to participate 
further with eomJnOJ1 were never eHectiw: becaute no dividend was ever declared 
on the latter "oclt. 

'Clat& B "ock aho had divideud priority over common, but it ;. Dot 
included is the preference IKUritiea becauae it was the voting Itock of the system 
and ...uy cep ...... ted the residual equity. Commcm .rock never paid mviclenda, 
had DO vot<, except with co_ of Clat& B "ock, and in everJ way cep ...... ted 
merely & hope. 
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Associated company.' At least it is a certainty that all of the 
holding company systems here studied carried better than 70 
per cent of the value of their book assets in securities which 
called for limited prior claims on earnings, with the Associated 

~ Gas and Electric Company topping the list with over 86 per 
cent so financed. 

TABLE IO-RELATIOH OF TOTAL LIMlttn-DIVIDEND SToCKS TO BooK AssETS. 

Company 

Associ ... d Gas and Electric 
(preforM and CIa.. A) 

Standard Gas and Electric 
North American 
United Light and Power 
American Power and Light 

.Source: Appendix B. 
tDccember 31, 1925. 

Per Cent of Limited-Dividend Stocks to 
Book Aaets 

December 31, 
1924 

Aaet 
Increase 

13.6 33.5 
25.St 35.1 
22.1 26.8 
29.6 24.1 

Information not availab14 

December 31, 
1929 

32.2 
29.9 
25.1 
25.0 

ilnformation not available because the American Power and Light Com
pany carried all of its capital stock, both preferred. and common, in one account, 
as did ita subsidiaries. There is reason to believe, however) that a relatively 
large proportion of its capital Block il represented by preferred in view of the 
fact: that, on December 31, 1929, there were 2,704,842 shares of pannt and 
lubsidiary prekrred outstanding as compared with 2~28.113 shares of parent 
common. (See Appendix A, Table 1.) 

The same thing can be said about the adaptability of the 
industry to the use of preferred stocks that was said about the 
use of bonds; namely, that relative stability of revenue makes 
for sound trading on a thinner equity than would be reasonable 
in the case of most industrial concerns, but that, even so, there 
are decided limitations on the practice. As mentioned before, 
utility revenues do fluctuate to a considerable degree, and the 
existence of relatively fixed operating expenses magnifies the 
fluctuations of earnings available to residual stocks - to their 
benefit or distress depending on whether the movement is 
upward or downward. 

'See footoOlt! to Table 10. 
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Evidence of the cumulative effect of bond interest and 
preferred dividend charges in the face of declining earnings 
may be noted in Table 11, which gives a two-year comparison 
of the performance of the United Light and Power Company 
during the twelve-months periods ending November 30, 1930·~ 
and 1931. The dangerous effects of trading on a thin common . 
stock: equity are shown in this instance by the fact that a reduc
tion of 7.1 per cent in gross earnings resulted in a 41. 8 per 
cent decline in the amount available to common stockholders. 
Although operating expenses and maintenance in. 1931 were 
lower than in 1930, other costs of doing business, such as taxes 
and depreciation, showed actual increases which led to a decline 
in operating net earnings of 9.8 per cent; in other words, the 
inflexibility of such costs forced the operating net to go down 
even more than gross. Prior claims on the net earnings declined 
very little - in fact, they increased in the case of subsidiary 
preferred dividends - so that earnings available to the parent 
company dropped 15.3 per cent. The interest and preferred 
dividends of the parent company capital contracts likewise 
remained practically constant in face of the declining income 
available to them, so that the common stockholders suffered 
quite seriously, as did the general credit of the company! This 
company's experience is only a sample of the situation which 
existed in some degree throughout the entire industry during 
1931, but it does show what may be expected under such condi
tions by companies trading on a thin equity.' 

CoMMON STOCK. EQUITIES 

To talk: about common stock: equities is, of course, to speak 
of the equity molds in which the rest of the financial structures 
are cast, because the larger the proportions of prior-lien securi
ties, the smaller the residual equities." It is considered that the 

'Note eHect .. mown in yield 01 Uoited company bond. in Chart 12. 
"On December 31, 1929, the Uoited Ligh' and Power c-pany had bonds 

and preferm! "ocb to the extent 01 79.9 per <en' of book ....... and the,., was 
no radiaol change in that respect during 1930 ""d 1911. 

'On the basis of computations used in thi. study, common stock equities 
do not equal the di££uena: between total book assets and other capitalizatiou, 
because of small incrementa of minority interest and miscellaneous payablee and 
aa:rualo which bring the toIlLl to 100 per ...... , 01 book ....... 
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TABLE It-EFFECT OF D!:CLtNINC GROSS EAllNINCS ON HOLDING COMPANY 
COMMON STocK: EAllNINCS* 

United Light and Power Company 

~ 
GrOll ea.rnings of subsidiary and controlled 

companies (after eliminating inter
company !ramie",) 

Operating expense! 
Maintenance, charged to operation 
T.,..., general and income 
Depreciation 

Net earniDga of subsidiary and 
controlled tompaniea 

Interest on bonch, Dotes, etc. 
Amortization of bond and stock 

discount and expense 
Dividends on preferred atock 
Proportion of earnings attributable 

to minority common stock 
Equity of United Light and 

Power Company in earnings of 
aubsidiary and controlled. 
companies 

Other earning. of United Light and 
Power Company 

Balanee 
Expenses of United Light and Power 

Company 
Gross income of United Light 

and Power Company 
Holding- company deductions: 

Interest on funded debt 
Other internt 
Amortization of bond discount 

and expense 
Balance available for dividendo 

$6 cumulative convertible lit pre
ferred dividends 

Balance available for common 
stock dividends 

! Average number of common tharel 
outatanding during periods 

Earnings average share 

.SoUl'CC: Appendix B. 
tin ........ 
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Twelve Months Ended 
November 30 

- Per Cent 
1930 1911 Deere ... 

$95,262,412 $8I,525,S45 7.1 
39,109,064- 36,169,76' 7.1 

5,736,480 4,832,600 15.8 
7,860,932 7,928,625 o.9t 
8,319,556 11)155,711 4.5t 

$34,176,380 $10,138,773 9.S 
11,244,076 10,6&0,239 5.0 

850,978 815,139 4.2 
4,203,755 4,393,555 4.St 

4,654,151 3,753,752 19.1 

$13,223,420 $11,196,087 1S.3 

1,081,614- 112,721 89.6 
$14,311,034- $11,308,S08 21.0 

162,154- 121,104 24.1 

$]4,,148,880 $1l,I8S,704 20.9 

2,911,393- 2,906, U9 0.2 
16,351 4,535 72.3 

205,198 336,056 63.3 
$11,01$,331 $ 7,938,27. 27.9 

3,551, 150 3,600,000 1.2t 

$ 1,4S7,187 $ 4,338,274- +1.8 

3,402,506 3,473,91& 
$2.19 $1.25 42.9 
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common stock equities of a holding company system comprise 
the parent company residual stocks, parent company reserves' 
and surplus, and the subsidiary reserves' and surplus applicable 
to parent company holdings. These latter items are included, 
because, in so far as such surpluses are applicable to the 
subsidiary common stock owned by the parent company, they 
belong to and are subject to call by the parent just as is the 
latter's own surplus. On this basis the common stock equities 
of the five holding companies are shown in Table 12, arranged 

TABLE 12-IlEuTION OF HOLDllfC CoMPANY 'RESIDUAL EQUITIES TO 
BooK AsSETS OF SYSTEMS. 

Company 

.North American 
Standard Gas and Electric 
Uni~d Light and Power (not 

inclnding mbsicliary reserves 
and .. rpI .. ) 

Associated Gas and Electric 
American Power and Light 

*800"": Appendix B. 
tDecember 11, 1925. 

Per Cent of Residual Equities to 
BookAssea 

December 11, 
192~ 

11.2 10.2 
8.7t 16.5 

7.1 9.7 
15.7:1: 7.0 
Information Dot available§ 

December 1 I, 
1929 

25.0 
12.9 

9.3 
6.9 

:tOnly common stock on this date; A and B created during 1925. 
§s.. footnot., Tabl. 10. 

in order of the "thickness" of their respective equines on 
December 31, 1929. As might be expected in view of the fore
going discussion, the North American Company had the thick
est equity, and the Associated Gas and Electric Company the 
thinnest, 25 per cent and 6.9 per cent, respectively. 

In each case the equity situation was definitely the result of 
policies followed during the years just preceding December 
31, 1929. The North American Company financed a large 
part (30.2 per cent) of its increase in assets with equities 

IOOer than liability reserves. 
'Other than "'bremen' and liability reserves. 
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composed chiefly of parent company common stock and rein
vested subsidiary reserves and surplus: The Associated Gas and 
Electric Company, on the other hand, did most of its financing 
with securities of lien prior to its Class B and common stocks. 
In fact it created Class A, Class B, and common stocks in 1925 
and used them to break down the equity situation and to facili
tate financing with issues of non-voting stock. The result was 
a 6.9 per cent residual equity on December 31, 1929. The 
Standard Gas and Electric Company and the United Light and 
Power Company were between the two extremes, although 
neither of them approached the most conservative position of 
the North American Company. 

While these considerations may be mere repetitions of the 
comparisons of the holding company financial set-ups in 
general, they are considerations which view the situation from 
a different angle and serve to emphasize the extent of the 
safety factor existent in each case. The common stock or 
residual equities represent the buffer between declining values 
and financial embarrassment, and, in contrast to the fixed and 
semi-fixed charge securities," whose values are upheld by their 
special preferred position, common stock equities must absorb 
the first shock of value losses. If they are not large enough 
to absorb the losses as they ocqJr, the values of prior-lien 
securities will be diluted, and, eventually, there will be loss of 
control by the common stockholders and loss of prestige by the 
company. This does not imply that losses of value by com
panies with large residual equities will not be felt or reacted 
to; rather, it means that, as long as debt payments and 
preferred dividend payments are maintained, the failure to 
maintain in full the value of the common equity will not be so 
serious from the standpoint of financial management. A large 
residual equity is not significant per se, but only because it 
indicates the existence of few debt and prior-lien obligations; 

lSee Chart 9 for detail!!. 
tpreferred dividends, and dividends on stock 8uch as Associated Gas and 

Electric Company Class ~ obviously are not fixed charges in the acn.se tha.t 
bond inte~ is, but they are prior and specific claims on earnings, failure to 
meet which would do great harm to the issuing- corporation'. credit.. 
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and the fewer such contracts, the easier it is to meet them in 
time of stress. 

Application of the above theory to the specific companies 
leads to the conclusion that the value of the North American 
Company properties would have to be reduced 25 per cent 
before its common stock: would be worthless and its credit 
seriously endangered, whereas a loss in value of Associated 
Gas and Electric Company properties of only 7 per cent would 
eliminate the value of this company's Class B and common 
stocks, and threaten the stability of the company. Of course, 
this statement is not entirely accurate, because it is based on 
the assumption that the book asset figureS coincide with the 
market value of the properties, which is improbable. It is 
true, however, that these same approximate proportions would 
exist, and thus the North American Company system could 
stand three times more value loss in proportion to its size than 
could the Associated Gas and Electric Company system without 
its existence as a successful operating company being endan
gered. 

Some proof of the fact that residual equities do fed the 
effects of profit increases and decreases in magnified form may 
be observed in Chart 14, which shows the fluctuations in the 
market prices of the common stocks of the five holding com
panies whose policies have been discussed. In each instance the 
monthly high and low market quotations have been charted.' 
All of these securities participated in the sensational stock: 
market boom of 1929, so the performance of that year may be 
discounted as based on no reasonable interpretation of facts. 
Interesting to note, however, is the manner in which each stock: 
withstood the ravages of 1930 and the general depression of 
1931, which brought universal though only moderate declines 
in revenues. Some idea of the effect of trading on the equity 
may be obtained from an observation of the wild fluctuations 
which were typical of the prices of all these securities, which 
represent only 7 to 25 per cent of the book assets of their 

1Exc:cpt for the A.owocia.ted Gas and Electric Company COmIDoa ttock, for 
which bid and asked prices on the closing day of each month compriae the only 
obtainable data I Claa B not traded. 
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CHART 14-FLUCTUATION IN MAIlOT PRICES OF PARBNT CoMPANY 
REsJ»UAL SEcUltITIES* 

(192S-1931) 

AMEJ!K:AN !l1!!tIl & LIGHT COMPANY 
200 QMIJIi mu 10mUJ IilGII 6 LOJI'S 

9S 

~ .. t--+----ttt--t-...., 
z 
~ 

... t--+--1I 

a .. f--+~f--I-H!W--I---l 

1 "I---t--
~ "~---II .. -t-'# . 
~ ,,~-r"'-'-'''l_--''T_-_'!F_'' ... rl g 

·Sou_: Appendix C. 
[95] 



96 MICHIGAN BUSINESS STUDIES 

respective companies. Since there were no changes in property 
values or operating earnings at all comparable to the changes 
exhibited in these stock prices, it would appear that, even when 
the over-optimism and the over-pessimism of the market are 
discounted, there is evidence of the effect of the "leverage" 
which results from the practice of financing with borrowed and 
limited-return capital. 

A more pertinent test of the market's interpretation of the 
equity strength of the respective holding companies may be 
found in Table 13, which depicts the aggregate values of the 

TABLE ll-LossES 1M AccnCATE RESIDUAL EQUITY VALUES Co3«PAaED 
WITH EQUITY FINANCING. 

(January I, 1928, to December 31, 1931) 

Per Cent 
of 

Agg"'gate Aggrogat. Reoidual 
Value Value Per Cent Equities 

Company January 1, December 31, Loss in to Book 
1928 1911 Value AsselSt 

North American $270,891,780 $230,064,120 IS.I 25.0 
Staodard Gas and 

Electric 86,54-6,983 64,818,2 JO 2S.0 12.9 
United Light and Power 49,214,402 25,533,334 48.1 9.] 
American Power and 

Ligbt 122,S S 6,+61 45,000,000* 61.1 
Associated Gas and 

Electric 27,868,953 ],OOO,OOO§ 89.2 6.9 

*Source: Appendix B. 
tFrom Tables 'J to 11, inclusive, as of December 11, 1929. 
iApproximately 3,000,000 shares at $1 S. 
§Approximately 1,500,000 aha ... at $2. 

residual equities on January I, 1928, and on December 31, 
1931. These aggregates were computed by multiplying the 
number of shares of stock outstanding on each of the above 
dates by the average of the high and low prices for the months 
of January, 1928, and December, 1931, respectively. For 
reference, the data from the third column of Table 12 are 
included to facilitate comparison between the thickness of the 
equities and the percentage losses of equity value for the 
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respective companies over the four-year period. A glance at 
the two percentage columns shows a perfect inverse correlation 
between the thickness of the equities and the proportionate loss 
in equity values. This should provide a definite indication that 

, the thinner the residual equity in a holding company set-up the 
more likely it is to be lost. The loss of these equity values 
removed part of the buffer of the prior-lien securities, and 
increased the possibilities of defaulted interest and passed divi
dends on prior-lien stock to the detriment of the losing company 
and its credit. 

CONCLUSIONS 

This chapter has been devoted to demonstrations and 
exhibits of the results of financing public utility holding com
pany systeIns with varying amounts of borrowed funds, and 
with funds raised under prior-lien and limited-return stock 
contracts. The object has not been particularly to prove that 
anyone of the five companies studied was better than the 
others, but rather to point out and emphasize the dangers in 
the type of financial procedure and management which dictates 
a policy of trading on a thin equity. Greatest stress has been 
laid on the results which such practices had on the earnings 
applicable to the residual equities and on the value of those 
equities in times of prosperity and depression. Incidentally, 
the analysis has proved that the common stocks of the North 
American Company suffered less under the stress of 1930-
1931 conditions than did the common stock of any other of the 
five companies, and that the common stock of the Associated 
Gas and Electric Company suffered most severely. 

It has also been pointed out that the credit of those com
panies having the greatest amount of funded debt suffered 
greater harm, as measured in the yield prices of their bonds, 
than did the credit of those companies with a lesser amount of 
fixed-charge securities outstanding. Again it developed that 
of the five companies, the North American Company enjoyed 
the cheapest credit and the Associated Gas and Electric Com
pany the most expensive, although it was evident, as pointed 
out in the previous chapter, that no parent company credit was 
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as cheap or as stable in price as that secured by the property of 
an underlying operating company. 

Another significant consideration contained in the discussion 
served to demonstrate the extension of the principle of trading 
on the equity to include capital raising by preferred stock issues. ; 
Perhaps it was not strongly enough stressed that this method, 
while not without financial risk, is nevertheless preferable to 
the excessive use of funded debt, which involves a legally 
enforceable promise to pay interest and principal with severe 
remedies provided in case of default. Preferred stocks have the 
advantage of no maturity date which demands return of invest
ment, 1 and payment of dividends is at the discretion of the 
board of directors, not a contractual right of the investor. It 
is true, of course, that these dividends cannot be passed with 
absolute impunity, for their omission may mean loss of some 
voting control by the residual stockholders and will always be 
harmful to a company's credit, much more so than the failure 
to meet common dividends. This harmful effect is especially 
great in case the preferred issues are cumulative, as back pay
ments will tend to be a barrier to recovery and payment of 
future dividends on common stock - a significant factor in 
determining a company's credit status. 

The commonly accepted idea of the adaptibility of the 
utility industry to the practice of trading on a thin equity is 
questioned. This is particularly worthy of consideration in face 
of the recent experiences which have proved that public utility 
companies cannot expect to enjoy ever increasing revenues. 
While the utility industry is probably far from the saturation 
point, and there will be opportunity for further expansion and 
increased returns, future development must of necessity take 
a more cautious tum. The excesses of "pioneer days" have 
been concluded and must be replaced with earnings that are 
earned. Recent developments have also served as reminders 
that public utilities, like their counterparts, the railroads, must 
recognize that any decreases in revenues will be particularly 

lThere are preferred flOck contracts which provide for periodic Jetirement 
by oinking fond, but they ... not normally uoed in the utility indUlUf. 
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dangerous in view of the relative inflexibility of their operating 
expenses, which will cause magnified fluctuations in operating 
profits. 

All in all, there have probably been no new principles or 
theories developed in this discussion, but there has been definite 
proof by practical demonstration that the old theory still works 
and is applicable even in face of the modern complexities of 
public utility holding company financial procedures; namely, 
that "to the borrower belongs the risk" - unless the lender be 
so unwise as to relieve him of it. 
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CHAPTER 5 

METHODS OF EFFECTING ACQUISITIONS 

The general policies of public utility holding companies, 
with respect to the form of their financial structures, has its 
in1luence on the methods used in the acquisition of control of 
new subsidiaries. Managements not in sympathy with a policy 
of parent company debt obviously would not favor the creation 
of such debt in the process of acquisition, and, conversely, those 
not favoring the use of subsidiary financing would act to elim
inate it. In the previous discussion of financial plans there was 
consideration of these factors, but a more detailed examination 
of actual procedures seems to be in order. The interest in such 
an .analysis lies in discovering the effect of the various methods 
of acquisition on the capitalization of the holding company 
group, the cost of the several methods of acquisition, and the 
effect of each on the security-holders of acquired properties. 
The analysis will be based on an examination of the facts known 
about the acquisitive activities of the five holding companies 
which are serving as the basis for this study. While all possible 
alternatives are probably not represented in the practices of 
these companies, sufficient variety is present to provide a critical 
analysis of the general methods used by the industry.' 

It has just been mentioned-<that the cost of acquisitions 
would be a significant fact to know, but it must be admitted at 
the outset that such facts are seldom if ever available. This is 
true, not only because the parties to purchases are loath to 
divulge such information when they have it, but also because 
frequently the buyers and sellers themselves do not know the 
cost. This situation is occasioned by the fact that acquisitions 
effected by security exchange do not involve consideration in a 
standard medium capable of monetary description.· Conse-

lOne method not conaiciered i. that involving the creation of a new eor
poration which merges several others under one head and thereby creates a new 
holding company group I this method does not come under the head of "apan
lion)" in the &ente herein c:oDlidcred. 
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quently the cost element will have to be ignored, except in so 
far as it finds indirect expression in its effect on the capital
ization of the purchasing holding company. 

PuRCHASE OF PHYSICAL PROPERTIES 

In general, there are two methods of acquiring additional 
properties in the process of expanding a public utility holding 
company group. Examples of both of these methods may be 
found in the practices of the companies involved in this study. 
One method involves the purchase of physical assets, and the 
other the acqnisition of securities. 

All five of the companies examined made some property 
acquisitions for cash consideration, and a very significant part 
of. the total expansion program of each company was accounted 
for by such expenditures made in the process of operating 
company construction activities. Although data regarding 
capital expenditures of this sort were available for only three 
of the groups, they were sufficient to indicate the relative 
importance of this phase of expansion in the typical utility 
situation. The North American Company, for example, spent 
$206,129,637 on new property construction during the five 
years 1925 to 1929. If this is compared with the total net 
increase in the North American Company book assets of 
$476,312,887, it will be noted that almost half of the com
pany'sexpansion was internal. Similarly, the Standard Gas 
and Electric Company spent $159,711,263 on new construction 
during the four years ending December 31, 1929, which was 
about one-third of the total $432,932,159 net increase in book 
assets for the same period. During the five years 1925 to 1929, 
the United Light and Power Company increased its book assets 
by $413,873,759, out.of which $86,616,507, or less than one
fifth, was in the form of subsidiary construction expenditures. 
While inf.ormation of a similar sort is lacking for the Associated 
Gas and Electric Company and the American Power and Light 
Company, there is sufficient evidence to prove that such activi
ties are an important part of utility holding company expansion 
programs, and that their financial aspects command attention. 
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Inasmuch as construction activities served to add to the 
properties of the subsidiaries as such, the problems were those 
of subsidiary financing, necessitating either the public sale of 
subsidiary securities or an advance of funds from the parent 
companies. In all companies except the Associated Gas and 
Electric Company, it was the custom, as previously described, 
to issue subsidiary bonds and preferred stocks, thus increasing 
the capitalization of subsidiaries. The balance of funds was 
made available from reinvested subsidiary earnings, or by an 
increase of parent investment in subsidiaries. Any construction 
activities of the Associated Gas and Electric Company must 
have been financed almost wholly by advances and investments 
of the parent company or of subsidiary holding companies, 
because little or no operating company financing was permitted. 

Of similar character, although rdativdy insignificant in 
aggregate amounts, were the purchases of assets of operating 
companies which were effected occasionally by all of the hold
ing companies studied. Such assets were sometimes purchased 
directly by the subsidiaries. If they were purchased by the 
parent company, the assets were turned over to some subsidiary 
for operation. The purchases usually comprised small proper
ties adjacent to an existing operating unit and really amounted 
to nothing more than an extension by purchase instead of by 
construction. Thus the financial problems involved in construc
tion and in the purchase of such physical properties for cash 
consideration did not present any new or very interesting 
phases, although the total assets added by construction and 
purchase were considerable, and the routine financing necessi
tated thereby was correspondingly large. 

SECURITY ACQUISITIONS 

By far the most popular and most rapid means of expand
ing public utility holding companies has been the acquisition 
of a controlling interest in new subsidiaries. With a few excep
tions, which will be noted as the discussion proceeds, the 
acquisition of controlling interest by the companies of this 
study meant the acquisition of practically 100 per cent of the 
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voting securities.' The methQd of acquiring this voting control 
by the several holding companies will be reviewed briefly. 

The American Power and Light Company, on the occasion 
of its two large acquisitions consummated during the years 

,1926 to 1929, used its preferred stock as a medium of exchange 
for the common stocks of the Washington Water Power Com
pany and the Montana Power Company. In the former 
instance the American Power and Light Company paid 2 2/3 
shares of $6 preferred for one of common, and, in the latter, 
two shares of $5 preferred for one of common. These pur
chases involved the issuance of $55,390,280 of the $6 stock 
and $97,221,400 of the $5 stock. In return, the parent com
pany received control of the Washington and Montana 
properties. 

The Associated Gas and Electric Company usually pur
chased a majority of the stock of a prospective subsidiary for 
cash, and then completed the acquisition by offering securities 
to the remaining minority stockholders. In its acquisition of 
the Manila Electric Company, the latter's minority common 
stockholders were first offered $50 in Associated Gas and 
Electric Company debentures for each share of common stock. 
Later they were offered one share of Associated Gas and 
Electric Company Class A stock, and still later 1 2/3 shares of 
Class A. The minority stockholders of the Rochester Central 
Power Company were offered 5/6 share of Associated Gas and 
Electric Company Class A stock for each share of Rochester 
common. Exceptions to this general procedure are noted in the 
acquisition of the Pennsylvania Electric Corporation, in which 
instance the common and preferred stocks were purchased for 
a cash consideration reported to be about $20,000,000. In the 
acquisition of control of the American Utilities Company a 
stock exchange was effected. 

The North American Company usually acquired control of 
its new properties by an exchange of stock; common for com
mon and preferred for preferred. Control of the Western 

1 An almost univenal practice at the p.rcsent time with aU holding companiea 
that pretend to be other than mveatment companies; the Electrie Bond and Shue 
Company is • notable ezception. 
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Power Corporation was thus secured by the exchange of one 
share of North American Company $6 preferred and 4/5 
share of common for each share of Western preferred, and 
134 shares of North American common stock for each share 
of Western common. The Mississippi River Power Company' 
and the Central Mississippi Valley Electric Properties were 
similarly brought under North American Company control. 
The chief exception to this company's general policy was in 
connection with its acquisition of the preferred and common 
stocks of the Washington (D. C.) Railway and Electric Com
pany. On this occasion shares were purchased on the market 
for cash until a large majority was owned, and then offers of 
exchange were made to the minority interests. 

As nearly as could be ascertained, the procedure of the 
Standard Gas and Electric Company was one of security 
exchange, although most of its acquisitions were cloaked in 
privacy under the management of the H. M. Byllesby Com
pany, as was the case when its largest acquisition, that of the 
Standard Power and Light Corporation, was effected. Its 
offerings to minority interests were chiefly preferred stock for 
preferred and common stock for common. 

The United Light and Power Company followed a policy 
of cash purchase, and, as its chief acquisitions were of two 
already large holding company groups (Continental Gas and 
Electric Company and American Light and Traction Com
pany), there was little opportunity for variety. Purchases of 
stock were made on the market, and the gradual accumulations 
from this source were supplemented by block purchases from 
large investors. 

In the procedures typified by the above examples, there are 
three distinct policies worthy of analysis and criticism: first, 
that of purchasing subsidiary equity stocks for cash; second, 
that of exchanging bonds and preferred stocks of the parent 
company for equity securities of subsidiaries; and, third, that 
of exchanging parent company common stocks for subsidiary 
equities. It is impossible to apply accurate tests in a criticism 
of the amounts paid for subsidiary equities, although there may 
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often be a suspicion that the amount was excessive, because the 
subsequent earning capacity of a newly acquired security is the 
only real test of the judgment of management that will justify 
or condemn the holding company's purchases. This analysis 
does not attempt, therefore, to question the amount of the 
commitment made in any case, but only the form of the com
mitment as it tended to affect the financial status of the holding 
company. 

EQUITIES ACQUIRED FOR CASH 

Cash purchase of stocks of operating companies is, in a 
sense, the most expensive of the alternative procedures. If the 
acquisition involves the purchase of securities on the market, 
the first shares may be picked up at a reasonable market price, 
but as the process of accumulation goes on, the supply will 
diminish and the market will become cognizant of the fact that 
someone is accumulating the stock in question. Under such 
conditions the price will go to such high levds that the average 
cost per share is likdy to exceed the real value of the securities 
involved. The experience of the North American Company in 
its acquisition of the Washington Electric Railway Company 
efFectivdy demonstrates the truth of this statement. Table 14 
shows the earnings, dividends, and high and low prices per 
share of Washington preferred and common stocks for several 
years. The unusual increase in prices can be accounted for only 
by the fact that, during the years 1925 to 1928, the North 
American Company was continuing its acquisition of stock in a 
market that became constantly more susceptible to upward :fiuc
tuations as the floating supply diminished. 

Another objection to the cash method of acquisition, which 
supplements the difficulty just described, is that such a proced
ure calls for large cash disbursements and presumably must be 
accompanied, preceded, or followed by a sale of parent com
pany securities to re-establish the purchaser's cash position. 1 

For instance, the United Light and Power Company found it 
necessary to undertake considerable financing in the name of 
its Continental subsidiary in 1927 and 1928, at which time the 

'un! .... of .. u ..... profits are available in oullicient amoon .. in liquid form. 
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stocks of the American Light and Traction Company were 
being accumulated by that company. The more or less continu
ous offerings of securities by the Associated Gas and Electric 
Company accompanying its expansion also indicate the extent 
of the burden imposed on a holding company's cash account 
by the acquisition of subsidiary equities for cash. 

TABLE l+-COMPAltISOH OF EAltNINCS, DIVIDENDS, AND MUKET PRICES or 
PR.EFEUED AND COMMON STocxs: WASH[HCTON RAILWAY 

AND ELECTII.IC COMPAHP 
(19Z0-1929) 

P",fe=d Stock Common Stock 

Di' Vl- Divi-
<lends <lend. 

l!am<d Paid Market Prices l!am<d Paid Market Prkeo 
per per per per 

Vear Share Share High Low Sha .. Share High Low 

1920 $ 1.49 $S.OO 56~ 3S~ $ 3.25 22~ 15~ 
1921 12.91 5.00 67}( 50'" 10.42 40 21~ 
1922 9.55 5.00 SO 63~ 5.94 68U 35~ 
1923 9.65 5.00 16'" 10}( 6.0S $ 3.15 12Ji 61 
192+ 11.84- 5.00 81}( 11~ 8.95 5.00 90 69~ 
1925 13.58 5.00 92Ji 80 11.22 25.00 250 98~ 
1926 15.69 5.00 91~ u}( 13.91 5.00 210 115~ 
1921 18.51 5.00 101~ 90~ 11.66 6.00 410 180 
1928 20.+0 5.00 10+ 98~ 20.14 1.00 460 180 
1929 22.49 5.00 99~ 92 22.81 1.00 810 500 

*Soutte: Appendix B. 

EQUITIES ACQUIRED FOR BONDS AND PREFERRED STOCKS 

The policy of exchanging semi-fixed charge securities for 
operating company equities, as typified by the American Power 
and Light Company's action in acquiring control of the Wash
ington and Montana properties, is to be criticized because of 
the semi-fixed charges which are incurred in the process. In 
this instance the exchange of preferred stocks for common stocks 
meant that the American Power and Light Company incurred 
annual preferred dividend charges determined as follows: 

1. For the Washington Water Power Company it 
gave 553,903 shares of $6 preferred stock: which 
called for annual dividends of $2,765,515. 
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2. For the Montana. Power Company it gave 972,214 
shares of $5 preferred stock which called for annual 
dividends of $4,861,070. 

3. In the acquisition of control of these two properties, 
annual semi-fixed charges totaling $7,626,585 were 
contracted for. 

This was in face of the fact that in the year previous to acqui
sition these two companies together earned only $5,493,488 on 
the common stock acquired by the American company.' While 
the acquisitions were effected without any immediate strain on 
the company's cash account, the dangers of such procedures are 
evident. Not only were preferred dividends contracted for in 
excess of the earnings available for the stocks acquired, but 
those dividends were prior liens on the American company's 
corporate income and were based on residual returns from the 
operating subsidiaries. A holding company must surely have 
faith in its ability to increase and maintain the earnings on its 
new subsidiaries' common stocks before it contracts semi-fixed 
charges based upon them. 

Even worse than this transaction of the American company 
-worse in theory, at least-was one instance of Associated 
Gas and Electric Company practice. The Associated company 
offered bonds in exchange for common stocks of the Manila 
Electric Company at the rate of $50 of 60 per cent debentures 
for each share of stock, thus promising to pay $3.25 per year 
on a stock that had been earning only $3.80 to $4.00' during 
the years just preceding acquisition. The exchange showed a 
possibility of profit to the Associated company, it is true; but 
the margin of safety was a thin one on which to incur fixed 
interest charges. 

These examples are mentioned, not because they them
selves would lead a holding company to destruction, but rather 
to demonstrate the dangers of such procedures and to 

'In 1927 the Wuhington Water Power Company earned $2,223,2% on 
its common Itock and the Montana Power Company earned $3,270)24-2 OD ita 
eommon. 

'Th. Manila Electric Company earned $+.01 per share of eomnlOU noct 
in 192+, $3.79 in 1922 and 1923. 
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emphasize the point that, if such exchanges are made, they 
should be the exception and not the general policy. If a large 
enough amount of bonds and preferred stocks should be issued 
in exchange for residual equities in operating companies, 
embarrassment or actual financial distress would be sure to, 
follow, unless luck or exceptional management intervened. 

EQUITIES ACQUIRED FOIl CoMMON SToCKS 

The use of common stock of the parent company as a 
medium of exchange in purchasing control of new subsidiaries 
has much in its favor, although there are limits that should be 
considered even when such residual, non-fixed charge securities 
are used. Of the companies examined for the purposes of this 
study, the North American Company was the most consistent 
proponent of this system of security exchange, using common 
stock to acquire the common equities of the Western Power 
Cprporation, the Mississippi River Power Company, the Cen
tral Mississippi Valley Electric Properties, and the minority 
interest of the Washington Railway and Electric Company. In 
these acquisitions the North American Company gave for each 
share of common stock of the acquired companies, respectively, 
1 1/4, 1 2/3, 1 2/3, and 5 shares of North American Com
pany common stock. The result was that the North American 
Company effected its major acquisitions without incurring any 
fixed charges, and without having to accumulate or raise large 
sums of cash. An increase in the capitalization of approximately 
500,000 shares of common stock" was about the only resulting 
change in the financial set-up of the parent company, and this 
stock, being entirely a residual equity, did not demand a return 
in the same sense that bonds or preferred stocks would have 
demanded payment under threat of receivership or badly 
damaged credit. 

A further advantage arising from the use of common stocks 
as a medium of exchange lies in the fact that high prices of 

1Approximately 294,000 ma... paid for W-... Power Corporation equity, 
approximately 116,665 shaJ'Q paid for Mi.ssiEppi River Power Company equity; 
ap!"""imately 12,000 ma... paid for Centtal Millillippi Valley EIec:trie Propel
tieL UDbo.... amount -.! to attr.ICl Waohingtoa Railway _ EIec:trie 
Company miIloritJ in_ 
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securities to be acquired which result from the "infiation" of 
market prices will tend to be compensated for by high market 
prices of the exchange medium, which is affected by the same 
general market conditions. For example, when the North 

l American Company offered five shares of its common stock 
for each share of the Washington company's common in 1929, 
it looked as if, in view of the market price of the former stock, 
the North American Company was offering about $740 per 
share for these equity securities.1 Any reasonable interpretation 
of the situation makes it clear that the acquisition did not cost 
the company any such amount.' The high market price of its 
stock enabled the North American Company to make a five
share offer to meet the high market price of Washiogton 
company stock, which was infiuenced both by general market 
conditions and by the North American Company's previous 
buying activities, without serious effect on the parent com
pany's capitalization. In any case the infiation of the market 
value of stocks, tending to affect all alike, will equalize the 
bargaining power of the buyer and seller; whereas an attempt 
to pay cash or exchange bonds or preferred stocks under such 
conditions would be abnormally expensive, because the bargain
ing power of dollars and fixed-income beariog securities would 
be at their lowest ebb. 

In the advantages of common stock exchange lie the 
dangers of the use of this medium of acquisition. At first glance 
it appears that the only cost to a purchasiog company of issuing 
common stock in the acquisition of new subsidiaries is the cost 
of printing the stock certificates, because no promises are made 
or contracts entered into which demand payment. This is true 
enough, and as a result there may be a temptation to offer any 
number of shares to get control of a property which seems 
desirable. In the heat of competitive bidding that often takes 

, place when more than one holding company is seeking to 
purchase a given property, the lack: of a cash dollar limitation 

1'The median of daily .... _ prices of the Norlh American Company c0m.

mon stock for the period Juac 29 to July 3, 1929, waa ,148 per ehare. 
"The NorIh American Company earned $5.01 per ohare on the avera&" 

number of common ahareI outstanding during 1929. 
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may lead to the issuance of an almost unlimited number of 
shares to finance the purchase. Failure to observe the limits of 
reasonableness in this respect, while it may not result in mal
adjustment of the holding company financial ~tructure, can 
lead to serious overcapitalization. The number of common 
shares so issued in the spirit of optimism may effect the creation 
of a capitalization composed largely of water, and the number 
of common shares outstanding may become so great that the 
earnings of the group will not permit the earning or payment 
of reasonable returns thereon. Obviously, as soon as this fact 
is proved, the value of the common shares will suffer a serious 
decline, and the stockholders will suffer accordingly from the 
dilution of share value resulting from overcapitalization. The 
holding company itself will find, under such conditions, that its 
credit will be harmfully affected, and its general reputation 
will be that of a highly speculative company whose expansion 
has outrun the limits of financial reason. 

TREATMENT OF SUBSIDIARY SECURITY-HOLDERS 

While the treatment accorded by holding companies to the 
security-holders of their subsidiaries is to some extent reflected 
in their general financial policies, there is reason to examine 
the methods of effecting changes and noting the influence of 
those changes on the parent companies' position. The most 
general policy followed by all of the companies studied, and 
one with which the writer is fully in accord, was that of elim
ination of all minority interest, which necessarily involved the 
acquisition of practically all of the subsidiary voting securities 
by the holding company. The North American" Company's 
offering to the minority holders of the Washington Railway 
and Electric Company, mentioned in the previous section, is 
an example of the method used by that company. Also to be 
noted is that company's offering of preferred and common 
stocks for the preferred stock of the Western Power Corpora
tion because the latter security had voting privileges.1 The 
North American Company also made it a point to buy some of 

'Olfer<d: one ohare of 6 per cent preferred and 4/s ohare of common Itodr. 
of the North American CompoDJ' for each ohare of Westem Po ...... CozpontiOll 
1 per cent prefened. 
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the voting preferred shares of its Washington subsidiary. The 
Associated Gas and Electric Company offered bonds and Class 
A stock to attract exchange by minority holders, and the Stand
ard Gas and Electric Company offered stocks in exchange for 
outstanding subsidiary common issues. That this policy was not 
universal, however, is evidenced by the fact that the United 
Light and Power Company permitted a large minority interest 
in the American Light and Traction Company to remain out
standing, 1 and also by the fact that the Standard company 
continued to hold only minority control of the Market Street 
Railways in San Francisco. 

The elimination of minority interests is desirable for several 
reasons, from the standpoint of holding company management. 
Perhaps most significant is the fact that such action permits the 
flow of 100 per cent of subsidiary residual income to -the parent 
company, or at least gives the parent company full control of 
the flow. The existence of a minority interest necessitates the 
disbursement of funds outside the group whenever dividends 
are declared on subsidiary common stocks. Furthermore, it is 
desirable to eliminate minority stockholders in order to avoid 
any complications or hindrances of management that may result 
from the unsettled relationship between majority and minority 
stockholders. It has been ruled in court that if the holders of 
a majority of the stock of a corporation combine "to elect direc
tors and to dictate their acts and the acts of the corporation for 
the purpose of carrying out a predetermined plan" they stand 
in the shoes of the corporation and are "actual, if not technical 
trustees for the holders of the minority of the stock.'" A parent 
company, being a majority stockholder, must therefore assume 
the responsibilities of trusteeship to the minority holders of 
subsidiary stocks, and it is not hard to imagine that the latters' 
"rights" might seriously interfere with plans designed to bene
fit the holding company group as a whole." 

'Common .. ock of the American Light and Tr.u:tioo Company ;. still 
lUted and traded in on the New York Stock Exchange. 

2Jones v. Missouri E4i.ro", Euc1ric CompanYJ 144 Fed. 16S. 
lContinuoua reinvestment of -subsidiary earninga might atrengthen and 

benefit the holding company group but cau .. objectiona on the part of minority 
.. ockbolden oeeking cub divideodJ. 

[111] 



112 MICHIGAN BUSINESS STUDIES 

Thus the desirability of cleaning up the income situation 
and avoiding the observance of rights of minority interests 
make it good policy to eliminate subsidiary voting and residual
income stocks. This should be done as cheaply as possible, 
preferably by security exchange, but a. particular situation may J 
well justify cash purchase of outstanding shares at a fairly high 
price if conditions demand! 

In most of the cases studied the bondholders and preferred 
(non-voting) stockholders of newly acquired subsidiaries were 
left unaffected by the change of ownership and control. This 
policy was observed by a.ll of those companies whose theory of 
financial structures included the use of subsidiary financing. 
Following its acquisition of the Standard Power and Light 
Company, the Standard Gas and Electric Company did make 
some exchange offers to the former company's subsidiaries to 
assist in the accumulation of the securities necessary to effect a 
winding-up of some of those corporations, but, with the excep
tion of the Associated Gas and Electric Company's activities, 
this was the only considerable move to eliminate public holdings 
of other than voting stocks. 

The Associated Gas and Electric Company, in accordance 
with its theory of exclusive parent company financing, made 
strenuous efforts to eliminate a.ll subsidiary bonds and preferred 
stocks as well as voting securities. This it did by offering parent 
company stocks and bonds in exchange, and by calling the sub
sidiary issues at a. premium. The chief objection to such a 
scheme, aside from any general criticism of exclusive parent 
company financing that might be made, lies in the fact that the 
only way to effect such a change is to offer a security that is 
of sufficiently greater value to be attractive to the subsidiary 
investors. Such an exchange will be expensive to the holding 
company, because it must, as the Associated Gas and Electric 
Company exchange did,s offer an increased return to the 
security-holder. Equa.lly true is the fact that calling securities 

lIn 1931 the New York Central Railrosd offered $1,550 per share for some 
two hundred _ of eommon stock of the Micmgan Central the .. _dUog. 

aIt mould be recalled that most exchange option! involved an increue in 
the capital COlt to the Asooci.t<d Gas and Electric Company. 
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at a premium tends to increase capital cost, and, unless these 
exchanges provide considerable savings from some other source,' 
the result will be a net loss to the parent company. 

CONCLUSIONS 

After a survey of the various methods of acquiring new 
subsidiaries, it· is concluded that cash acquisitions of stock are 
likely to be expensive, particularly if the stock: must be accum
ulated in a rising market, and that, furthermore, such procedure 
presents the problem of raising cash, the seriousness of which 
depends on the credit of the company and on general market 
conditions. 

As a general policy, the creation of funded debt, whether 
by sale or exchange, in the process of acquiring common stock 
equities is dangerous and poor management, and the issuance 
of preferred stocks for similar purposes is equally poor man
agement, although not so risky as the use of bonds. 

While there may be times and occasions when it will be 
necessary to pay cash or give bonds or prior-lien stocks for 
desirable and valuable equities, the use of common stocks is 
advocated as the most reasonable and most practical method 
of acquisition. It is the one which is least likely to warp the 
financial structure of the holding company group. Even though 
the use of parent company stocks is favored over cash or fixed
income securities, those residual securities must be used with 
discretion to avoid overcapitalization. 

I n connection with the treatment to be accorded the 
security-holders of newly acquired subsidiaries, it appears that 
security exchange activities designed to eliminate minority 
interests are justified and wholly desirable. However, the 
elimination of subsidiary bonds and non-voting preferred 
stocks is to be seriously questioned, not only on theoretical 
grounds, but also because it is an expensive procedure. 

lNot evidcDced in Associated Gas and Electric Company case. 
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CHAPTER 6 

SECURITY CONTRACTS AND SECURITY 
DISTRIBUTION 

In previous chapters the policies of public utility holding 
companies have been viewed as a whole, although with par
ticular emphasis on problems of financial management. The 
discussion has been confined to such broad subjects as the 
holding company's position in operation and management, the 
use of parent company financing as contrasted to subsidiary 
financing, the desirability of trading on the equity, and the 
methods of effecting acquisitions. Little has been said about 
the specific practices that were used in carrying out the policies 
outlined. In this and the succeeding chapter, attention will be 
paid to certain practices of holding company managements 
which, either because of their peculiarity or their general use, 
are considered to be worthy of analysis and discussion. Of 
course, most of these points to be discussed have their rellec
tions in the more general policies which have been described 
and criticized in the preceding chapters, but, even so, there are 
aspects of these financial practices the full significance of which 
can be realized only by detailed analysis. 

The problems to be considered in this chapter are: (1) the 
reasonableness and applicability of the bond contracts used by 
utility managements in borrowing long-term funds, (2) the 
uses of preferred stocks in connection with the so-called 
"customer ownership" campaigns, {3} the alternative practices 
of paying stock dividends and issuing privileged subscriptions 
as means of increasing equity capital contributions, and (4-) the 
nature of holding company investment banking connections. 

BOND CONTRACTS OF OPERATING SUBSIDIARIES 
There is a genus in the family of corporate securities 

normally referred to as "bonds," and the debt represented 
thereby is customarily called "funded debt." However, within 
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this genus there are so many species and within each species so 
many different kinds, that the designation of "bonds" is almost 
meaningless from a financial standpoint. A bond may be a con
ditional' or an unconditional promise to pay interest and 
principal, or it may be only a promise to pay interest with no 
maturity date for the principal,· and so on in various 
combinations. The differences within the species are so 
numerous as to defy more detailed classification; yet they are 
of such financial significance as to demand attention. These 
variations are accomplished and accounted for by the fact that 
bonds are loan contracts between borrowing corporations and 
lending inveStors, and the range of possible contractual pro
visions is limited only by human ingenuity, gullibility, and 
the law. Statutes and the equity courts have set up certain 
protective barriers for those who would be too gullible: but 
short of those limits, the parties to a loan contract may make 
almost any sort of agreement for which there is some consid
eration. In view of the limitless range of possibilities in 
drawing such loan contracts, it should be interesting to observe 
some of those in existence and perhaps to suggest certain 
preferences or possible improvements. 

Most common in public utility financing are the contracts 
creating mortgage bonds; i.e., bonds in which the promises to 
pay are secured by a pledge of property on which the bond
holders have a lien until their claims are satisfied. During the 
years 1925 to 1929 the North American Company subsidiaries 
issued more than $124,000,000 in such bonds. The United 
Light and Power Company issued over $36,000,000 and the 
Associated Gas and Electric Company only about $7,000,000 
in five years. The Standard Gas and Electric Company issued 
over $138,000,000, and the American Power and Light Com
pany nearly $100,000,000 in four years. 

These amounts indicate the enormous sums of capital that 
were raised by the use of such security contracts for new 

1 AI in "income bonds" which promise to pa.y interest if eamecl 
Ji As in the cue of «perpetuitiea,n moat common in Europe. 
'I.e., the usury laW1 for the protection of borrowers, and ''blue-sky» !aWl 

for the protection of investors. 
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financing, refunding, and general corporate purposes. The 
issues of the Associated Gas and Electric Company were the 
smallest in aggregate amount, as might be expected in view of 
that company's policy of minimizing the use of subsidiary 
securities of any kind. In fact, there were no such issues by the 
Associated company during 1928 and 1929, although it is 
interesting to note that in 1930 and 1931, when it was found 
necessary to revert to subsidiary financing, mortgage bonds 
were again used. It is evident that, when loans were obtained 
by and in the name of operating subsidiaries, mortgage bonds 
were almost universally used. 

The only exceptions noted in the cases studied were in the 
instances of an issue of $3,000,000 of debenture bonds of the 
Mississippi River Power Company (a subsidiary of the North 
American Company) in 1927, an issue of $1,500,000 of 
debentures by the Oklahoma Gas and Electric Company in 
1926, and one by the California Oregon Power Company of 
$4,000,000 of debentures in 1927 (both subsidiaries of Stand
ard Gas and Electric Company). In the case of the North 
American Company's subsidiary, it was evident that the 
deviation was due to restrictions in an underlying bond contract 
which forbade the issuance of further bonds under an existing 
first mortgage, but in the case of the two Standard subsidiaries 
there was no apparent reason for the change. The debenture 
bonds referred to were of the "unsecured species" - i.e., they 
were unconditional promises to pay, but, instead of pledging 
specific property in support of those promises, they put the 
debenture bondholders in the same position as any general 
creditor or noteholder. A debenture bondholder has a legally 
enforceable claim, but does not have the right of foreclosing 
on specific property to protect his claim in case of default; he 
must take action on a judgment which will rest subsequent to 
any mortgage liens that have been placed on the property prior 
to default. Particularly if such prior liens exist, debenture 
bonds are distinctly inferior securities from the investor's 
standpoint. 

The infrequent use of this type of loan contract by operating 
subsidiaries demonstrates the preference for the secured type, 
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and this preference is entirely reasonable. If mortgageable 
properties are available, the investment attraction of a secured 
loan is bound to make borrowing on such a basis much cheaper. 
The use of unsecured loans is seldom advisable except when the 

I only other alternative is the use of subsequent-lien bonds on 
inferior security.' Such junior-lien bonds are those for which 
an already mortgaged property is pledged as security, and 
junior-lien bondholders are, in reality, second or subsequent 
mortgagees. The value of such a pledge is often so dubious that 
none at all is about as satisfactory. 

The fact having been established that there is a preference • 
for the use of secured bonds for the financing of operating 
subsidiaries, there are some further characteristics of such mort
gage loans to be considered. Observation of contracts shows a 
variation in maturity dates which indicates that loan contracts 
were entered into for various periods of time. Among the 
various operating company mortgage bonds were found those 
involving from ten- to forty-year maturities, although the 
average term of the issues was about twenty-five years. No 
company showed any consistent or noticeable deviation from 
that average. This suggests that the issuing companies adapted 
their loan contracts to market conditions, and when the bond 
market was relatively strong, as in 1927,. most of the thirty
and forty-year bonds were issued. 

If there is any industry where long-term debt is justified, 
it is probably the utility industry, in which, as far as can be 
ascertained, there is assurance of continued earning capacity, 
and a long average life is in prospect for operating assets. Thus, 
if a favorable rate of interest can be contracted for, it is 
perfectly reasonable to issue bonds of long term, even longer 
than forty years, if the market will absorb them at a favorable 
price. From the standpoint of management it would be more 
satisfactory to issue one-hundred-year bonds than it would be 
to set the maturity date at forty years hence, and it would be 

1 All lasuea ha.ving maturities of five years or less were ruled out for consider
ation here: becauae they were :regarded u iIlltrUments of temporary financing not 
indicative of the companies' long.term debt policy. 

'Th. Dow-Jones average of bond prices roaclled if> peak late in 1927. 
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just as easy to forecast financial needs and conditions for one 
hundred years as it would be for forty. It is a well-established 
precept that the industry will always be financed to some extent 
with borrowed capital, and hence a maturity date means only 
a need for refunding in the eyes of the management. However, ~ 
as long as the market expresses a preference for medium long
term bonds over very long-term ones, through its willingness 
to pay reasonably higher prices for the former type, the man
agement is justified in issuing securities of moderate term. 

There certainly can be no forceful argument of practical 
bearing that forty-year bonds, or even twenty-year bonds, make 
the financial structure of a public utility more ftexible than 
one-hundred-year bonds, because any demands for ftexibility 
are just as likely to be effective within twenty years as within 
one hundred. Furthermore, it is assumed that all bond issues 
of maturity in excess of five years will be made callable; i.e., 
that the loan contract will contain a clause permitting the man
agement to cancel the contract and its accompanying obligations 
by prepayment of the debt. Such a provision will guarantee a 
greater degree of ftexibility to the .financial structure of a 
corporation than will a short maturity, because it leaves the 
option of debt retirement in the hands of the management, and 
thus the debt need be retired only if such a procedure should 
prove profitable to the issuing company. Maturity dates, on 
the other hand, may prove embarrassing, particularly if they 
happen to coincide with an off year in the industry or with a 
time when market conditions are not favorable to cheap refund
ing.' In other words, as long as an operating utility company 
is protected against the possible unprofitableness of long-term 
capital contracts by the option to call and retire the debt, the 
fewer and farther between the definite due dates of its bonds, 
the more secure its financial status. 

The subject of secured loans involves many legal and 
financial questions. One of the most significant, from the stand
point of financial management, is the question of the "open
ness" of the mortgage used in the bond contract. As has been 

IThe Insull di.sastcrs of 19.32 are ample evidence of the embarrassments of 
unfortunate maturity dates. 
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pointed out, the public utility industry is an expanding one, and 
that expansion is typically expensive. At the present stage of 
the industry's devdopment there is an almost constant demand 
for capital to finance extensions and improvements, and as long 

'as debt financing is an admittedly sound procedure,. every 
means should be taken to make borrowed capital available as 
cheaply as possible. Secured loans have proved the most popu
lar mediums for operating company borrowings, and those with 
prior liens have the greatest security and, in general, facilitate 
raising capital at the lowest cost. As a result of this combina
tion of circumstances, it seems reasonable to conclude that open 
mortgages should be used whenever possible, because contracts 
of that sort permit the issuance and sale of additional first 
mortgage securities subsequent to the original authorization. 

In contrast, the typical closed mortgage contract prohibits 
the issuance of more than a limited amount of bonds of equal 
security. The result is that a utility management seeking to 
borrow funds for expansion of existing properties, or for the 
improvement thereof, is limited to the sale of second mortgage 
bonds, or it must resort to some subterfuge in title or procedure 
to· make the issue appear other than it is. Regardless of basic 
security, "second mortgage bonds" will not be so attractive to 
the investor nor so cheap for the corporation as first-lien bonds. 

Evidence of the faith hdd in the magic of the word "first" 
is found in the effort of corporate managements to include it 
in the titles of their bond issues almost regardless of the real 
lien characteristics of those issues.' If, however, bond inden
tures are drawn with open mortgages, additional first mortgage 
bonds can be issued which would share the prior lien of past 
issues and in turn might share it with subsequent issues. Of 
course such a procedure should not be permitted without 
limitations designed to protect the security of bondholders. 
This could be arranged, however, by drawing the mortgage 
with an after-acquired-property clause and limiting subsequent 
issues to a given percentage of cost of properties added, and! or 
by placing a limit on the interest charges that could be incurred 

~Obviously aa aubjed to misuse and deceit u it it useful in combating illogi
cal p"'judice agaiDst ~ Ii .... on valuable properties. 
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in terms of a definite percentage of available earnings. The 
after-acquired-property clause would bring all new properties 
under the mortgage as additional security for the increased 
loan, and the other limitations would assure that part of the 
additions would be financed by ownership equities and that ~ 
earnings would be maintained in reasonable proportion to 
interest charges. The possibilities here described are quite 
commonly made use of in current practice, are recommended 
by investment bankers,' and are ideally suited to the public 
utility situation. 

Another feature of the usual operating utility bond contract, 
which may be criticized in view of the nature of utility capital 
needs, is that wbich makes provision for retirement prior to 
maturity. Many loan contracts contain clauses known as retire
ment or sinking-fund provisions which require the issuing 
corporation either to buy and to retire a certain proportion of 
the bonds each year, or to set aside funds of a contracted amount 
each year to be available for payment of the bonds at maturity. 
Perhaps the most exaggerated case of this sort in recent years 
appeared in a 1931 issue of 6 per cent mortgage bonds by the 
Kansas City Power and Light Company.' In this instance the 
company issued $7,500,000 of first and refunding 6 per cent 
mortgage bonds Series C under an open mortgage, and in the 
contract the company agreed to "a monthly sinking fund 
arrangement eHective Mar. 1, 1932, whereby the company 
will provide on the first day of every month sufficient cash 
to purchase or redeem $42,000 principal amount of these 
$7,500,000 series C 6% bonds"" While the monthly redemp
tion feature of this contract is unusual, the principle involved 
is not, because it is quite customary for some such provision 
to be made. From the standpoint of financial management, 
such procedures are entirely inconsistent with the capital needs 
of the business. If the Kansas City Power and Light Company 

'W. E. Lage • .., .,. ciI~ quoting CheRer Corey, Vice-President, Ham. 
Trust and Savings Bank, Chicago, Illinois. 

"A aubaidiazy of the North American Power aDd Light Compury, SO per 
ceDt rontro1 of whim it owned by the North America. Compury and SO per 
«nt by the Middle W ... Utilities Company (InauIl) • 

• Reported in RIllTOn'S, February 1, 1932, p~ 8. 
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needs $7,500,000 on February I, what reason is there to 
believe that it will need $42,000 less on March I, and $42,000 
less each month thereafter? 

It has been pointed out that the utility industry is one of 
t'limited profits and hence one which cannot accumulate large 

reserves, and also that the business is one with continuous needs 
for new and additional capital investment. Thus, large sinking
fund requirements will often result in the need to ''borrow 
from Peter to pay Paul," while at the same time, a company 
may be attempting to raise new capital to satisfy the needs of 
physical expansion. The argument of Hexibility arising from 
periodic debt retirement cannot be advanced, because, while 
such schemes do retire one debt and make room for a new and 
different loan contract, there is nothing Hexible about such 
arrangements as are described above. The Kansas City Power 
and Light Company agreed to provide $42,000 each month, 
even if it had to borrow at the bank or sell 8 per cent bonds 
to do so. There is no flexibility provided for financial manage
ment in such definite contracts! 

Presumably there is a market reason for the inclusion of 
such provisions in bond issues, but that does not necessarily 
mean that the market's reason is a sound one. No doubt the 
Kansas issue was designed to ''beat" the February, 1931, bond 
market, which was extremely chary of all bond issues, by pro
viding an element of assured liquidity and market support 
which would encourage the sale of the bonds. Repurchase of 
bonds does support the market, but only at the expense of a 
drain on the capital of the issuing corporation, and public 
utilities, in general, are not in a position to encourage decreases 
in their capital investment. 

Perhaps the problem is one of investor education, for 
certainly there is no logic in the universal use of such retire
ment schemes. The investor might be made to realize that, as 

'Another type of sinking-fund pro";';o", not 00 apt to pro .. embarnusing 
ID the iIoulng company, is that which can. for a gi_ percentage of earning> 
to be dcwted to debt retimnent, 10 that if earning> are low, the obligation is 
ftdw:ed. Bu. this demo is .. illogical .. the find sinkiog fond, boca .... iD<:noaooo ''l earnings, which demand heavier debt paymenta, usua.llJ accompany apaasion, 
aud thiI aeceaitates aD increue in mvestment, not • decreaae.. 
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long as a corporation is able to redeem its debt, the bondholder 
can well afford to forego retirement; whereas, if retirement 
would cause embarrassment by its drain on capital, the sinking
fund provisions would work a hardship on the corporation and 
on all bondholders except the particular ones whose bonds-1 
happened to be called for retirement. The situation is such 
that when the debtor can pay, the creditor should be willing 
to lend, and when the debtor cannot pay, the creditor is not 
benefited by any contractual promise of payment. In view of 
the inconsistency of such retirement provisions, their elimination 
is certainly worthy of consideration, if it can be accomplished 
without spoiling the market for a company's bonds. In con
sideration of these facts, there is occasion for intelligent 
propaganda to acquaint the investors with the real character of 
the financial needs of public utility operating companies. 

BOND CONTRACTS OF PARENT COMPANIES 

When a policy of issuing bonds is followed by a parent 
holding company, the most recent general practice has been 
to use unsecured debentures. In fact, in the five companies 
chosen for analysis, there were only two instances of use of 
secured parent company obligations. These were a $14,000,000 
issue of the Associated Gas and Electric Company secured by 
collateral which was put out in 1925, and two collateral issues 
of the United Light and Power Company amounting to less 
than $2,500,000. A further use made of unsecured bonds is 
found in the financing of intermediate holding companies; and 
again, during the years under observation, there was no instance 
of other than such unsecured borrowing! The extent of the 
use of this form of financing indicates its importance, as noted 
in Table IS. The hundreds of millions of dollars' worth of 
unsecured bonds used by these companies in the four or five 
years indicates the popularity that was achieved by such issues 
during the expansion period. 

Perhaps there was a time when it was true that debenture 
bonds were issued by only two classes of utility corporations: 

'Reference i. mil being made only to "lODlf-term" linaDclng-i.e., honda 
with more than five yean to run.. 
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those very well established and with unquestioned credit, and 
those unable to issue more mortgage or secured bonds and 
hence in a very weak credit position.' More recently, however, 
debenture bonds have been issued by strong, weak, and indiffer-

~.ently secure utility companies. All of them made use of this 
type of contract during the years 192 5 to 1929, when the 
security markets were growing and accepting many new ideas 
as to capital contracts. It is interesting to note this change from 
the use of collaterally secured issues in financing holding 

, 

TABLE U-ErrENT OP PAJ.ENT AND lNTER.MEDIATE HOLDING CoMPANY 
DEBENTURE BoND ISSUES* 

(1925-1929) 

Issued by 
Issued by Intermediate 

Company Parent Holding Total 
Compa.nies Companies 

American Power and Light 
(four year.) $ 10,000,.000 , 10,000,000 

Associated G .. and Electric 
(live years) 394,120,473 

North American 
$ 75,405,000 470,125,411 

(five years) 
Slandard Gas and Electric 

41,000,000 48,000,000 

(four years) 25,000,000 
United Light and Power 

24,000,000 49,000,000 

(five years) 12,500,000 87,922,910 100,422,970 

Total $442,220,473 $23S,321,910 $677,541,443 

*Sour«: Appendilt B. 

company operations, which was a particularly popular method 
of raising capital during the years 1906 to 1920.' The reason 
for this change is a logical one. Collateral trust bonds, being 
secured by a pledge of stocks and! or other securities of subsid
iary companies, can be only as good as the equities represented 
by the collateral. 1£ the collateral is good, it will earn and 

I pay enough to support the parent company securities ade
quately; if the collateral is poor, it will not earn and hence 
will be equally valueless to the bondholder and to the holding 

~Dewing, 01. cit., pp. 1'2-3. 
"IbUl., pp. 127-9. 
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corporation. This conclusion is particularly pertinent in view 
of current holding company procedure, which involves parent 
company ownership of equity securities almost exclusively. 
When a holding company's assets comprise chie/ly common 
stocks of its subsidiaries, the pledge of that type of securityi 
under a collateral trust agreement adds little or nothing to the 
strength of the parent bond issue. Debenture bonds under 
such conditions are as good as secured bonds, because the 
strength of both lies in the same source; namely, the value of 
the subsidiary equities owned by the parent. If the subsidiary 
equities lose value, the collateral trust bondholder's right to 
a "scrap of paper" is meaningless, and his position no better 
than if he had been a debenture-holder. 

It might be thought that collateral trust issues in a financial 
set-up like that of the Associated Gas and Electric Company 
would be more significant, because of the attempt made in that 
case to eliminate underlying bonds and preferred stocks and 
thus to give greater security to the subsidiary equities held by 
the parent company. But it should be noted that in the 
Associated Gas and Electric Company plan there was provision 
for re-creation of subsidiary debt! Under such conditions the 
security under a collateral trust issue could readily be diluted 
to a mere residual equity with all the accompanying risks. 
Thus it seems that unsecured debenture bonds are best adapted 
to those utility organizations that are accustomed to use parent 
company debt. The security is fundamentally as good as that 
of collateral trust issues, and, furthermore, the elimination of 
a specific pledge leaves the management free to shift its prop
erties, consisting of subsidiary equities, without let or hindrance. 
This /lexibility, in the hands of intelligent management, should 
prove beneficial to all concerned. 

CoNVERTIBLE SECUIUTY CoNTRACTS 

Another relatively new trend in corporate security contracts 
is found in the convertible feature which permits a security
holder to change his status by exchanging one type of security 

1DiICUIIOd OIl p. 71. 
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for another. The usual provision is that bondholders may 
exchange their bonds for stocks, thus assuming the position of 
owners instead of creditors of the corporation. While this type 
of security is not new in the sense of having been recently 
invented, yet its popularity is recent, and although this peculiar 
type of bond contract has found its greatest use in industrial 
financing, the utility industry has also found occasion to include 
it in the financial set-up of both parent and subsidiary 
companies. 

The Associated Gas and Electric Company performance 
provides the most outstanding example of versatility in the 
matter of offering convertible bonds.' Table 16 shows, in 
summarized form, the features of the convertible bond contracts 
created by the Associated Gas and Electric Company during 
the years 1925 to 1929. The detail in this table is presented, 
not to facilitate an analysis of the significance of each contract, 
but rather to offer a sample of the complexity resulting when 
a utility management applies its ingenuity to the creation of 

I such convertible bond contracts. Containing as it does an 
example of almost every illogical feature of this type of con
tract, Table 16 will serve as a basis for the discussion to follow. 

The sale of convertible bonds has been described as a device 
for "selling stock for more than it was worth, and then using 
the proceeds to establish its worth .. ,. Some of the advantages 
claimed for convertible bonds are that profitable operation of 
a business will tend to eliminate debt by making conversion 
profitable, and that the corporation is enabled to secure its . 
capital at a lower rate. The first claim may be admitted as a 
possibility, because it may so happen that a company can sell 
bonds when it cannot sell stock, and use the capital so profitably 
that ownership in the company becomes preferable to the 
limited-return creditor relationship represented by bonds. This 
argument, as one in favor of the use of convertible bonds, is 
weakened when applied to public utilities, which are known to 
be committed to a policy of permanent debt. As a public utility 

lThe oon~rtible debenture bond. of the American Telephnne and Telegraph 
Company comprile one of the largest issues of this type in tbe utility industry. 

2J)ewiog, 01. cit .• p. 219. 
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TASLE AISOCIATED GAl AND ELECTiUC COMPANY. '" 
Inteu.t At the 

Tide of Inue Rllte Converaion Rlltio of Time Limit 

I. Convertible debenture. 57'0% ClalS A and cOlUmon atock.t Owner s= 
2. Convertible debenture. ~y. 20 ohare. CI ... A Owner Unlimited (1 
3. Convertible debenture. 4Y. 177'0 ohare. CI ... A Owner 3/1/30 to 3/1/32 ~ 

~ 

4. Conwrtible inve.tment (.) $I,OOO-S% convertible debenture bond. Owner Unlimited r; 
certifieatq SY. (b) I J ahare. EIl.cern Utilide. Invert- Z 

m~nt l'orl'0rntion .tock Owner Unlimited t>:I ..... (0) 10 .hare. $S.JO preferred atock Owner or Company After 11/IS/33 c: -~ til 

...... J • Convertible debenture. 6Y. 10 .hare. $ 7 preferred .tock Owner After 6/1/30 ~ Owner or Campa-oy After 111t/3S 
6. Convertibl. debenture ~ 

certificate.) B 6 10 .har" $6.50 preferred "o,k Owner After 11/1/32 
~ Owner or Compa.ny After 1/1128 

,. Convertible debenture 
c: 

certi6cate., C 6 (a) 2S .hare. Cl ... A .tock Ownn 1927 and 1928 ~ 20 .hare. Cl ... A alOck Owner 1929 to 1932 CIl 
(b) 10 thare. $6 preferred .tack Owner 31t/30 

Owner or Compa.ny 12/1/%7 
8. Convertible debenture 

certificates, D 6 12Y. .hare. A and U 1/1 ,ha ... common Owner 1928 and 1929 
10 mare. A and 10 mare. common Owner 1930 
10 ohare. $6 preferred alack Company After 7/1/28 



..... -!::l .... 

9. Convertibl. debenture 
.. rtificatet, It and F 6 

10. Convertibl. debentum, A 6 

II. Convertible debeotur.., B 6 

IZ. Intemt.be.ring allot
ment certificates $80 

12 J4 Ib.r .. A and 13 1/3 lb ....... mmon 
10 mares A and 10 marea common 
10 Ibaret $6 prefOfred Itock 

17 J4 sha.... CIaat A .. ock 
16 2/3 .h.re. Cl ... A .tock 
Shares A ttock depending on market 
10 lb..... $6 preferred ItOck 

12 J4 sha .... Cl ... A Itock 
10 lb ..... Cl ... A Itock 
Sharee A .tock depending on market 
10 lb.... $6 preferred .. ock 

(a) 50 .hare. A common 01 General G .. 
and Electric Co., and 

5 sh .... $5 preferred ItOck, .nd 
50 rightl to buy ('ommon of Aasoc:iated 

and General companiel 
(b) $1,200-5% convertible debenture. 
(c) $1,200-5% convertible debent .... , and 

acrip or rightl to buy preferred or 
common 

Owner 
Owner 
Comp.ny 

Owner 
Owner 
Company 
Company 

'Owner 
Owner 
Company 
Company 

Owner 

Owner 
Owner 

1928 and 1929 
1930 

After 1/1/29 
1930 

1931 .nd 1932 
Unlimited 
Unlimited 

1930 
1931 .nd 1932 

Unlimited 
Unlimited 

After 7/1/30 

-Sour .. : Appendix B. 
tconwnion ratio depended on amount preaentedj firtt bonds preaented received more favorable ratio thlln later one •. 
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company expands and grows more profitable, the elimination 
of debt and fixed charges is the least of its worries; in fact, 
such is exactly the occasion for profitable trading on the equity 
and realizing extra stockholder return therefrom. 

That the possibility of conversion makes the financial struc
ture of a utility system more flexible is admitted, but there is 
no particular advantage in uncontrolled flexibility. Uncertainty 
would seem to be the chief characteristic of outstanding bonds 
convertible into stock, because the management must always 
stand ready to increase the amount of stock outstanding, and 
to relinquish a portion of control, if the stock into which the 
bond is to be converted has voting rights.' 

The potential and actual disadvantages of convertible bond 
contracts as applied in public utility financing offset any possible 
advantages that might accrue from their use. From the stand
point of the issuing company, conversion of bonds into stocks 
is -expensive. Obviously the only condition under which a 
bondholder will voluntarily convert his holdings into stock is 
when the value of the stock to be received exceeds the value 
of the bonds to be converted, and that condition will exist only 
when a company's dividend payments and earnings are high 
enough so the stock will yield more than bonds. In other words, 
conversion for profit will occur only when the issuing company 
is prosperous and is paying good profits to its stockholders either 
in dividends or appreciation. Under such conditions the man
agement and the old stockholders will be compelled to share 
their residual profits with an added number of investors who, 
as bondholders, had been paid a fixed but limited return. 

For a more specific example of the expensiveness of 
conversion, reference should again be made to the data in Table 
16. It will be noted that, in almost every instance where the 
conversion option offered by the Associated Gas and Electric 
Company was into other than Class A stock, the contractual 
expense of capital to the Associated company was increased. 
For instance, there is noted the fact that $1,000 worth of 6 per 
cent bonds were convertible into ten shares of $6.50 preferred 

lThe Associated Gao and Electric Company avoided this poaibility by per
mitting no convenions into CIa$! B atock, the only issue with voting power. 
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stock. This offer contracted to increase the annual cost of 
$1,000 capital from $60 to $65, not considering the discount 
at which these respective securities might have been sold. The 
4~ per cent convertible debentures described in item 2 would 

U>e converted into Class A stock only when each share of Class 
A was worth more than one-twentieth of the value of a $1,000 

. bond. If such were the case, it would undoubtedly mean that 
the A stock was paying, or showed prospects of paying, more 
than $2.25 per share, and hence the cost of capital would be 
more than the $45 per annum paid on the bonds.' Again, a 
most illogical feature of this conversion lies in the fact that it 
will take place at precisely the time when a utility company 
can most safely and satisfactorily trade on its equity. 

The conversion feature has been advocated as an aid to 
capital raising, on the ground that it enables the issuing com
pany to secure a higher price for its bonds than it otherwise 
would; i.e., the investor is willing to pay something extra for 
the addition of the speculative feature of the issue embodied 
in the option to participate in future earnings as a stockholder. 
If this statement is true, a corporation might well be tempted 
to take advantage of the fact, particularly if the differential 
saving proved to be considerable. 

Perhaps the investment market is not so illogical as 
Professor Dewing implied when he said that investors were 
accustomed to pay something for this feature although it was 
of negligible value to them.' In the experience of the Associated 
Gas and Electric Company debenture issues there was no 
appreciable advantage enjoyed by the convertible issues over 
the non-convertible debentures. Chart 15 shows the fluctuations 
in the yields of two Associated company debenture issues and 
proves that the company paid no more for capital by issuing 
non-convertible debenture bonds than the market -was giving 
for convertible issues at the same instant. The straight deben
ture 5s were sold in 1928 to yield almost precisely the same 
rate as previously issued convertible 5~s were then selling to 

lAssociated Gat and Electric Company Class A stock paid $2.25 in 1925 and 
$2.40 in 1929. Price zange during 1921: 47 10 nUl 1929: 35;8 to 72~. 

!Dewing) 0'. cit.) pp. 231-2. 
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CauT 15--CoMPAIUSON OF Yl.ELDS ON CoNvERTIBLE AND NON-CONVEaTIBLB 
lJoWI OF THE ASSOCIATED GAl AND ELECTRIC COMPANY* 

(1928-1931) 
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yield.' Furthermore, the continued close relationship between 
the yield rates of these two issues at all times, except when, as 
in 1929, the conversion privilege had value in action, gives 
further evidence to the effect that the investor is not blinded 

~ to real value considerations by the inclusion of conversion 
features. Between May, 1928, and December, 1931, when the 
yield rate on the convertible bonds was 5 per cent or above 
and indicated lit.tle inHuence of actual or immediately potential 
conversion value, the average difference between the yield rates 
was 0.66 per cent. Other instances have been found in which 
convertible bonds did sell at higher prices than the market for 
existing debts of similar lien, but the difference in cost was 
seldom as much as half of one per cent except when conversion 
was immediately profitable. In the latter cases, of course, the 
sales were not of bonds but of stocks and they were made at 
stock prices. Under such conditions it appears that a public 
utility company has little if anything to gain by the creation of 
capital contracts which permit conversion of bonds into stocks 
at the option of the security-holder. Considering the uncer
tainty, the expense, and the loss of equity trading advantages, 
one is forced to conclude that convertible bonds are not entirely 
acceptable instruments for public utility financing. 

Securities convertible at the option of the issuing company 
are peculiar to the Associated company set-up and may be 
rather summarily disposed of. In Table 16 are noted certain 
debt securities which were convertible into stock at the option 
of the Associated Gas and Electric Company; for example, item 
10 describes the Series A debentures which might have been 
converted into preferred or Class A stock at the option of the 
management. Presumably the only excuse for including or 
contemplating the use of such a privilege would be to avoid 
the payment of fixed interest charges in case of financial embar
rassment, but it is inconceivable that a company would ever 
dare to make use of such an option.· To include in a debt 

l.A rate of 5.04 per cent for straight debentuxes, 5.05 pel' cent foJ' COllvert
ibl ... 

.aID May, 1932, however, the Associated Gas and Electric Company "did 
exercise its option by calling ita various coDvertible certificates for conversion.. 
While the provisions do not call for any other privilege than the ccnversion 
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contract the option to retire that debt by call, and presumably 
on the payment of a premium, may be acceptable to investors 
and the market generally, because the par value of the debt 
plus the call premium would be paid to the investor in cash. 
To subject bonds to call with payment made in stock would be 
the height of folly. It is true that a degree of flexibility is 
added to the financial set-up by such a provision, but its utili
zation would entail irreparable damage to the credit of the 
issuing corporation. A moratorium or cancellation of inter
national debts may be spoken of in polite society with some 
assurance that a degree of favor will be expressed by some one, 
but it is very doubtful whether the possibility of cancellation 
of business and corporate debts would meet with the same 
reception. Such conversion provisions propose just such a 
cancellation, and only the damage of fulfillment would be 
greater than the damage of anticipation to a company's credit 
reputation. 

One other feature of the Associated Gas and Electric Com
pany conversion system is worthy of consideration, because of 
the confusion it adds to the investment quality of the company's 
securities. Item 4 of Table 16 calls attention to the possibility 
that convertible investment certificate holders might convert 
their debt instruments into shares of the Eastern Utilities 
Investment Corporation, an affiliate of the Associated Gas and 
Electric Company, and item 12 refers to the so-called "allot
ment certificates" which were good in exchange for shares in 
the General Gas and Electric Company stocks. No good word 
can be found for such provisions. They have reason for their 
existence only in the speculative appeal that might be involved, 
but it is doubtful whether such an appeal could have influence 
on an investor of even average intelligence. Furthermore, 
encouragement of the shift in security holdings possible under 
these contracts is far from consistent with any ideal of simplifi
cation of financial structure which every utility management 
ought to have in mind. Both options described above would 

into specific stock issues, the company offered the alternative, in lieu of stocI:::. 
of a newly authorized iIsue of convertible obligations doe in the year 2002. 
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tend to increase minority interests in subsidiary and affiliated 
companies, a procedure which the Associated Gas and Electric 
Company had definitely committed itself against.' It will be a 
long time before the investment market can partake of the 

linultiplicity of capital contracts represented in the Associated 
company structure without feeling the qualms of financial 
indigestion resulting from such an uncertain diet. 

A gentleman of the legal profession, after examining a 
prospectus describing a new and complicated security contract, 
remarked to the sponsoring investment banker: "This seems 
to be a naIve statement to use in distributing X Company's 
securities." The reply of the banker was: "X Company has a 
naIve group of security-holders." This would seem a pertinent 
remark based on the general presumption that only naIve 
investors can be expected to buy the securities of a company 
that offers capital contracts of such complexity and indefinite
ness as those just described. 

If there is any industry that lends itself to definite capital 
contracts, it is the utility industry with its relatively stable and 
assured earning capacity. Any management not capitalizing on 
that fact is either losing an opportunity of considerable selling 
value, or is attempting so to confuse the issue that sound invest
ment analyses are rendered impossible, thus providing a cover 
for doubtful practices.' Any possible legitimate advantages 
claimed for conversion, and its special application in the way 
of flexibility and elimination of debt, may be secured in a more 
definite and understandable fashion by the inclusion of callable 
features in bond contracts, and by the direct sale of stock when 
the market is in a receptive mood for equity securities. 

SALE OF SECURITIES TO CUSTOMERS 

This study does not attempt to provide a detailed analysis 
of the possibilities and limitations of the sale of securities to 

1 Elimination of subsidiary securities was the motto of the Associated Gas and 
Electric: Company management. 

2Evidence that the market interpretation of the Associated Gas and Electric 
CompaDy situation. see& either mismanagement or ma1m~ment i. evidenced 
in the 1931 yield rates on Associated Gas and Electric Company securities.. See 
Chart 12. 
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utility customers as a special means of raising capital Rather, 
it merely provides some suggestions about this more or less 
popular method of security distribution. Of the five companies 
involved in this study, the Standard Gas and Electric Company 
made the most extensive use of "customer ownership cam~ 
paigns" to put its securities in the hands of its customers. The 
Standard company reported the raising of about $70,000,000 
as a result of its sale of subsidiary preferred stocks to customers 
during the four years 1926 to 1929. The management of the 
North American Company also encouraged the sale of subsid
iary preferred stocks to the customers of the respective com
panies, but, in line with the general policies of the system, no 
concentrated effort was made to force such a policy on the 
subsidiary companies. Under the guidance of the Electric Bond 
and Share Company, the subsidiaries of the American Power 
and Light Company also instituted campaigns for the sale of 
preferred stocks to customers, but there seemed to be no 
determined effort to raise large amounts of capital by this 
method. The policy of the United Light and Power Company 
management seemed to show a varying attitude with respect 
to such security distributions, but preferred stocks appear to 
have been sold by this means when there was a market advan
tage in so doing. 

There was one characteristic common to all of the cases 
described above; namely, that the customer ownership pro
jected was that of subsidiaries and not of the parent companies.' 
It was also true that the "ownership" was chiefly non-voting, 
being effected through the sale of preferred stock instead of 
common. Obviously, such a theory would not and did not fit 
into the Associated Gas and Electric Company scheme of 
financing, and accordingly this company's sponsorship of the 
customer ownership idea took the form of the sale of parent 
company securities, chiefly debenture bonds of indefinite matur
ity and non-voting preferred stocks. Thus all of the companies 
used their customers as a source of non-voting capital to some 

tIn the United Light and Power .,....." ohares of the IUboidiary boldiDg 
company, United Light and Railway, were aold to customers. 
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extent, and, in fact, that practice was typical of the whole 
industry and was one of the peculiarities of financial procedure 
worthy of mention.' 

The possibilities of this method of raising capital have been 
.... ecognized by the National Electric Light Association to the 

extent that it has a standing "Customer Ownership Committee" 
engaged in studying the procedures of various companies, 
reporting on the nature and extent of customer ownership 
activities, and making occasional recommendations or criticisms 
of current practice. The place of customer ownership in the 
utility financial scheme is well summarized by Ralph E. 
Heilman in his article "Customer Ownership of Public Utili
ties.''' From this and other sources it is evident that the policy 
is a generally accepted one, and that it has certain potential 
advantages which may be summarized as: 

1. That of providing a new and additional source of 
equity capital which can be raised in the form of 
non-management contributions 

2. That of providing a means of financing at a mini
mum cost 

3. That of creating customer good-will. 
The first proposition must be admitted to be true, although 

its significance is in question, because, as a source of capital, 
public utility customers represent a more or less unknown 
quantity. Recent months have put this source to a real test, 
and if the utilities are able to report continued success in the 
sale of preferred stock to customers in amounts sufficient to 
meet the needs for equity capital during the months of depres
sion, one's faith in customers as a dependable source of funds 
should be strengthened. 

Reference to customer ownership campaigns as a cheap 
means of raising capital contains an implication that is open to 
some question. The normal cost of distributing preferred 
shares through investment channels is reported to run from 

1Thie policy may be contrasted to that of the American Telephone and 
Telegraph Company which involved the sale- of parent company common (vot
ing) stock to employees and customen. 

"'o_t 0/ Ltmil tmIl Public Utili" Eco.omics, ( (January, 1925), 1-11. 
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six to eight points or more, I whereas the cost of company 
distribution to customers is nearer five points.' From personal 
experience the writer questions the cost accounting system that 
would result in a figure of five dollars per share, particularly 4 
when otherwise employed members of a utility company 
personnel are participating as salesmen. It is true that actual 
commissions, prizes, campaign dinners, and bonuses can be 
allocated to the "security expense" account, but there is little 
possibility of accounting for the lost time and inefficiencies 

. resulting from employee participation in such campaigns. There 
are undoubtedly many working hours which utility employees 
lose from their regular work because of such campaigns, and 
this loss should be considered in any logical comparison of costs 
of alternative methods of capital raising. Not to be ignored in 
counting expenses is the fact that sales to customers are nor
mally in small units and require a vast amount of clerical work 
in recording and transferring and in the payment of dividends.' 
This latter expense is particularly significant when, as is often 
the case, dividend checks are mailed monthly in accordance 
with the feature of frequent dividend payments added for sales 
appeal.' It is not to be implied that such costs of customer 
ownership, even if exceeding the cost of alternative methods of 
distribution, might not be justified, but the point is that such a 
method of raising capital ought not to be accepted as a 
"cheaper" one without full consideration of all of the costs 
involved. 

Customer good-will is a fetish much catered to by the public 
utilities, and perhaps justly so in view of political implications 
in the utilities' tenure of existence. If the sale of securities to 
customers could be counted on to assure a continuance of that 

IIbid., 13. 
'One hundred and eighty-five companies using the plan ftPorted to the 

National Electric Light A.soclation an average .. !ling cost of $4.60 per ohare. 
'Instancea are known where a considerable volume of «over-the-counter' 

salet continued after campaigns had closed) obviously "cheap" distribution that 
j. worthy of encouragement. 

"A monthly dividend of so cents on one abare of 6 per cent preferred stock 
might well coat 20 centl in postaget paper, and time uaed in preparation, distri
bution. and accounting. 
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good-will, it would be cheap at any price, but logically there is 
no reason to expect a preferred stockholder in an operating 
utility to prefer high company earnings to a lower gas or electric 
rate. Both to the advantage and possible disadvantage of the 

t> utility is the fact that utility customers are not, as a class, 
trained investors. Most of them have a minimum of under
standing of investment principles and have purchased a utility's 
stock: on the strength of home-town sales talks. Under these 
conditions the consumer will be favorably inclined toward the 
company only as long as his dividends are regularly received. 
Imagine the reaction, if sound financial policy should dictate 
the passing of preferred dividends, when the stockholders of 
the company are its immediate neighbors. Much has been said 
about the moral obligation of a utility to pay preferred divi
dends when it has sold stock to investment-unwise customers, 
but equally effective would be the practical necessity of contin
uing payments in defense against the ill will which would 
undoubtedly replace any good-will that had existed in the days 
of plenty. Absentee stockholders of the more experienced class 
of investors can cause trouble enough in times of financial 
embarrassment, but their procedures may be expected to be 
orderly and business-like. The activities of large numbers of 
disappointed customer-owners could well be feared, because of 
their uncertainty, and because of the effect which the investors 
would have not only as stockholders but as customers and 
voters.' 

The sale of securities to customers undoubtedly has its 
legitimate part to play in public utility financing, because it 
does help to satisfy the large and continuous capital needs of 
the industry, but possible limitations on such security distribu
tion and the possibilities of boomerang effects should not be 
overlooked. Perhaps least fitted to the situation as outlined is 
the plan under which the Associated Gas and Electric Company 
sold definitely speculative securities of the parent organization 
to subsidiary company customers. While there has been no 
failure to pay either interest or preferred dividends, one may 

l.One can imagine the fuel that would be added to the "public ownenbip') 
blaze if the utilities should ('break faith» with their customel'~ownen. 
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wonder about the feelings of customer-owners in face of 
present-day market prices of Associated company bonds and 
preferred stocks. 

SALE OF SECURITIES BY PRIVILEGED SUBSCRIPTIONS 

Before the subject of capital contracts and instruments for 
raising capital is concluded, it will be well to consider the sale 
of additional securities to old stockholders as a source of new 
and additional capital funds. The problem suggested here 
involves three aspects, two of which are decidedly of financial 
interest and significance, and the third of whim is more a legal 
consideration. 

Usually the rights of stockholders with respect to their 
participation in new stock issues by a corporation are defined 
by statute or by the terms of the corporate marter,' but in the 
ab~nce of such provisions, the right to subscribe pro riUII to 
new security issues has been held a preemptive right inherent 
in the stockholders' relation to the corporation. It has always 
been understood that the stock of a company can be exchanged 
for property without a violation of this right, and also that it 
is possible for old stockholders to waive their preemptive 
rights, and that such a waiver will hold to subsequent pur
masers on notice,' effective notice consisting of a statement of 
the waiver printed on the stock certificates.' Inasmum as many 
modern corporations have taken advantage of this waiver pos
sibility: any offering of stock to old stockholders may be 
considered a privilege granted by the corporation rather than 
a right inherent in the stockholder's contract. Thus may be 
dismissed any considerations of legal pressure that might 
account for privileged subscriptions, making their use purely 
a matter of financial expediency. 

'Arthur W. Machen, Jr., M.Unt L..." 0/ C.,.p"',,; .... <Boston: Little, 
Brown, and Co., nos), I, 499. 

·St.k .. v. C.~ Trust Comt-Y, 186 N.Y. 285, 78 N.E. 1090. 
8Madlen, op. cU., 505. 
·From & common atock: certificate of Commonwealth and Southern Cor

poration is taken the following; UNo stockholder ahall be entitled .. a matter 
of right to aubscribe for, purchase or receive any shazes of the Itock or any 
rightJ or optiOIll of the Corporation ... n 
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The two financial aspects of the problem arise from a. con
sideration of the possible use of privileged subscriptions as a. 
means of raising capital and from a. comparison of this method 
with the payment of stock dividends, which is advocated in 

po ,ome instances as a more satisfactory means of achieving the 
same result. Consequently, the following discussion will take 
the form of a comparison of these two methods of raising 
capital, in an attempt to determine the relative advantages of 
each plan. 

An examination of the policies of the five companies 
involved in this study shows that all of them made use of stock 
dividends: the North American Company never paid dividends 
in any other form, the American Power and Light Company 
paid both cash and regular stock dividends, the Standard Gas 
and Electric Company paid stock dividends only occasionally, 
the United Light and Power Company discontinued such pay
ments after a trial, while the Associated Gas and Electric 
Company added further to the confusion in its financial policies 
by paying stock and cash dividends and optional stock or cash 

• dividends on all classes of stock including preferred. Of the 
five companies, only three raised capital by offering privileged 
subscriptions to stockholders! The United Light and Power 
Company used this method once in 1925, the Standard Gas and 
Electric Company raised some $26,000,000 by offering both 
preferred and common, and the Associated Gas and Electric 
Company offered all kinds of securities to all classes of security
holders. 

For another comparative example, attention is called to the 
American Telephone and Telegraph Company, which used 
privileged subscriptions periodically to the exclusion of stock 
dividends. Two extreme policies and their possibilities are 
demonstrated in Table 17 which records the experiences of the 
American Telephone and Telegraph Company and the North 

I American Company. In the case of the American Telephone 
and Telegraph Company over $800,000,000 was paid out in: 
cash during eight years and over $900,000,000 was raised by 

'The North American Company .. ffezed rights to buy Itock late in 1929, 
but withdrew the rig-htl following the crash in stock prica. 
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offering the stock:holders the right to buy additional shares 
during that same period. On the other hand, the North 
American Company reinvested $30,420,898 of stock:holders' 
capital, as was evidenced by the capitalization of surplus and 
the payment of stock dividends. Both plans had the effect of _ 
increasing capitalization and providing funds for expansion, 

TABLE 17-cAsH DIVUlEHJ)S AND hIVU.EG£D SUBscRIPTIONS OJ' THE AMElUCAH 
TELEPHONE AND TELEGRAPH CoMPANY CoMPAIlEJ) WlTH STOCK: 

DIVIDENDI OF THE NORTH AMEB.ICAN CoMPANY*' 
(1922-1930) 

American Telephone and Telegraph Company 

PerCent 
Cash Date of of North American 

Year Dividench Subscription Holdings Capital Company 
Paid Offer Offe...!t Raited Stock Dividend. 

1~2Z S 52,971,252- Aug. 24 20 $II8,91S,200 Cash 
1923 63,274.,381 Cash and stock§ 
1924 10,918,227 May 20 20 151,157,500 $ 2,BlS,727 
1925 81,04+,426 --- 3,223,819 
1926 84,496,34-6 May 19 16% 154,127,500 3,932,525 
1921 97,379,934 ---- 4,341.772 
1928 103,121,446 M"y 16 16% 185,863,000 4,806,549 
1929 116,378,771 --- ---- 5,353,019 
1930 139,238,073 May 23 16% 335,000,000 5,9H,487 

Total $809,522,851 $945,063,200i $30.42.01198 

.Source: Appendix B. 
tAlwayo offe"'! at par ($100). 
iSlightly o..mated, at lesa than 1 per con' wao not IUbscrihed for ._ the 

ejght~&r period. 
!Stock divideod policy begun in Octoher, 1923, 2~ per COD' quarterly. 

but the American Telephone and Telegraph Company paid 
out the cash and then recalled it by selling stock: at an attractive 
price: while the North American Company never distributed 
a penny in cash to its common stock:holders. 

In view of the apparent similarity in effect of these two 
plans the question arises of which is the more reasonable and 

'The "rigbfl" had market valueo ranging from 2% to 22~ on occasion of 
the various offerings. 
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satisfactory. The management of the American Telephone and 
Telegraph Company has this to say for its policy: 

"It is the policy of the company to pay only reason
able cash dividends; and for part of the new capital 
needed, to offer from time to time new stock: to 
its stockholders on favorable terms, for it believes this 
method of financing will provide the money needed for 
the business cheaply and with more certainty in good 
times and bad than any other.'" 

As a matter of fact, if the American Telephone and Telegraph 
Company had paid 9 per cent stack dividends in quarterly 
installments during the nine years covered in Table 17, it 
would have capitalized earnings to the extent of $722,655,256;' 
or an annual dividend of 10.78 per cent, payable quarterly, 
would have increased capital by the same amount that was 
realized from subscriptions; namely, $945,063,200. This sug
gests that the American Telephone and Telegraph Company· 
might have provided as much capital under a 10 per cent stock 
dividend policy as by means of privileged subscriptions follow
ing cash dividend disbursements. 

The North American Company management had this to 
say for its stock: dividend policy: 

"There are several variations in practice in paying 
stock dividends, but I refer only to those declared 
regularly in the place of cash dividends. Dividends 
upon the common stock of the North American Com
pany since 1923 have been paid entirely in common 
stock:. 

"Stock: dividends have been found advantageous in 
the following important respects: 

"Providing an automatic method of financing, rea
sonable in cost, without burden to the stockholder, to 
"-Nine per cent per annum, payable quarterly, 1921 to date. 
'Annual Report to Stockbolden, 192a. 
·Computations are based OD the assumption tha.t 1922 dividenda were 9 

per cent of capital stock. then $5&8,5'9,46" at 9 per cent: annually, compounded 
qU&r!<rly for nine years equala $1,311,22+,723, which would have increased 
capital Rock by $722,655,256. 
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meet the needs of expansion - particularly necessary 
in the public utility business. 

"Giving a satisfactory return to the stockholder
maintaining his proportionate interest in case he retains 
his dividend stock, or, in case he sells, safeguarding an 
equity valuable in a growing and stronger concern. 

"Enabling the stockholder to choose between cash 
and investment, the former by immediately and easily 
cashing his stock dividend, with no loss save abandon
ment of potential profit; the latter by keeping his stock 
dividend and retaining his proportionate interest with 
potential profit. The second course is identica.l with the 
principle of wise investment - the immediate reinvest
ment of dividends and interest. This the stockholder 
can do without the payment of funds in addition to 
dividends, which so often is necessary in exercising 
rights to subscribe to stock, a system long in vogue 
among companies paying cash dividends. 

"Summarized, the stock: dividend is the short cut to 
increased value of investment holdings without impos
ing upon the stockholder an additional financial outlay. 
He has complete protection and automatic reinvestment 
- or cash available if he wants it.'" 

On the whole the writer agrees with the arguments in 
favor of stock dividends, because of the fact that they may be 
used to make new capital available for a business whenever 
the reinvestment of earnings satisfies and is in accord with the 
capital needs of the corporation. When, as in the case of the 
North American Company, adequate provision is made for 
facilitating liquidation and receipt of cash by the stockholder, 
if he wants it, those who have no interest in control or 
maintenance of proportionate equity may be satisfied. When 
periodic "rights" are issued to raise new capital, the stockholder 
must sell them to realize cash or use them and invest more 

'From lOll article by Frank L. Dame, P .... dent of the North Americaa 
Company, publiohed in the w..u $_ J.-s, Man:h 3, 1928, and reprinted 
in "Dividends Put to Work," oecond editioa, revioed MaJ, 1929, by the North 
Amen""" Company. 
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funds to maintain his proportionate equity. Failure to do either 
means inevitable loss of the value of the right. To the recipient 
of a stock dividend, however, failure to act does not mean loss, 
as his stock equity is automatically protected. 

> There is not much point to the argument that payment of 
stock dividends avoids the payment of income taxes, because 
corporate dividends are not taxable as income except in the 
surtax brackets. In the case of a wealthy stockholder, of course, 
the receipt and reinvestment of cash dividends might be the 
occasion for a tax levy, whereas the stock dividend would 
facilitate the creation of an estate without subjecting the holder 
to periodic levies. If stock: dividends are sold, however, they 
are taxable as capital gains, although not for the full sale value, 
but for the profit from the sale computed by determining the 
difference between the average share cost of the stock sold, 
including the dividend, and the sale price per share.' As a 
matter of fact, the sale of stock rights is subject to taxation on 
a similar basis,' so there can be little choice between the two 
methods as far as the investor's taxable income is concerned. 

The success achieved by the North American Company in 
its policy is an indication that the stockholders were satisfied 
therewith. Likewise, the American Telephone and Telegraph 
Company stockholders have expressed their approval of the 
latter's policy in market terms. So the choice might be deter
mined by the relative ease of administration and the certainty 
of securing funds under the two plans. There is a risk involved 
in the use of privileged subscriptions unless the sale is under
written by a competent investment house, because changes in 
the market may result in a failure to raise the capital if the 
market price goes below the subscription price; whereas there 
is no risk involved in the stock: dividend method because the 

lI.e .• if • holder hought 100 shares at 200 and m:eived and sold a 10 per 
cent dividend (10 mara) at 225, the taxable income would be Dot $2,250, but 
$2.250-$20.000/11. or $43U2. which would he subject to both normal and 
.unax rates. 

'Treasury Department. United States Internal Revenue. R.pdatitms 74 
(Wuhington: United States Government Printing Office, 1928), Art. 58, pp. 13 
II. See. aJ.o. A""","""", H.....u. ...... ed. W. A. hton (New York: RODa!d 
p,... Co., 1932). p. 332. 
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funds never leave the coffers of the corporation. With the 
latter plan in use, there is no need for advertising, underwrit
ing, supporting the market, or incurring any of the expenses 
typical of any security distribution, the only necessary act being 
the preparation and mailing of new stock certificates! . ~ 

The point should be emphasized, however, that the 
periodic stock dividend policy, typified by the practice of the 
North American Company, is adaptable only when the capital 
needs of a company are such as to call for a steadily increasing 
capital investment within the earning capacity or dividend
paying capacity of the company. When a company is expand
ing there is a need not only for additional borrowed funds, but 
also for an increasing stock equity, and the stock dividend policy 
would seem to be ideally adaptable. It assures permanent 
investment of ownership capital, satisfies the stockholders who 
wish to reinvest and likewise those who are desirous of cash 
income. Such a policy undertaken by a public utility holding 
company would, as it did in the case of the North American 
Company, guarantee an increase in equity capitalization repre
senting increased assets, which, in turn, would provide security 
for new borrowings or preferred stock sales.' 

The in-between policies followed by the other companies 
show that both methods of capital raising were used in varying 
degrees. The American Power and Light Company sided with 
the North American Company in paying stock dividends to the 
exclusion of the use of privileged subscriptions, although cash 
as well as stock dividends were distributed to its common stock
holders. The United Light and Power Company was the only 
one that gave up this plan of capitalizing at least a portion of 
its earnings, although the Standard Gas and Electric Company 
did not make regular distributions, preferring to emphasize the 
use of rights to attract new capital. The Associated Gas and 
Electric Company paid both stock and cash dividends, and, in 
some cases, gave the holders the option of cash or stock. As 

:lProvisiOll can be made by the UsDing company to let fractional ahares 
remain unissued and accumulate: until a. full mare n available. 

2ReWl tha.t the North Ameri-can Company was in a p06ition to issue deben
ture bonda in 1931 at a 5.11 per cent yield rate. 
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long as the market value of the stock was in excess of the cash 
offer, it was taken, because all of the dividend-paying stocks 
in public hands were non-voting. 

From these variations in policy it is concluded that both 
,. stock dividends and privileged subscriptions are legitimate 
. means of increasing stockholders' investments, but that the 

simpler and more definite policy of reinvestment of earnings 
accompanied by stock dividends is the better one. A combination 
of regular cash dividends and periodic privileged subscriptions, 
which is designed to raise capital within the limits of reinvested 
earning possibilities, would seem to represent wasted effort and 
to involve some degree of uncertainty in the satisfaction of 
capital needs. 

INVESTMENT BANKING AFFILIATIONS 

All public utility holding company groups have a need for 
investment banking service to facilitate the sale of their secuii
ties. This is not only a need existent in times of expansion when 
new capital is being raised, but it is a continuous need that 
results equally from the necessity for refunding, and from the 
need for selling securities in the process of adjusting the form of 
capitalization. The investment banker's function is a specialized 
one involving the carrying and, distribution of securities. In 
the performance of this function it might be said that the banker 
"sells capital short" to the corporation in view of the latter's 
need for a definite amount of cash at a definite time. There is 
no question that such a financial service is essential to any 
business that needs more capital than is available within the 
management's circle of friends and acquaintances. 

In an examination of the security offerings of the utility 
groups with which this study is concerned, there is evidence in 
every case that the services of investment bankers were used. 
The Associated Gas and Electric Company had as the chief 
sponsor of its securities the Harris Forbes Company (now 
Chase Harris Forbes Corporation). The North American 
Company accepted bids for its securities from anyone and sold 
to the house making the most satisfactory bid, Dillon, Read 
and Company, Spencer, Trask and Company, and Harris Forbes 
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Company being its most frequent distributors. The United 
Light and Power Company likewise took its securities to the 
open market, although Bonbright and Company was the one 
most often chosen to furnish the capital. 

Compared with these companies which encouraged general·, 
bidding, the American Power and Light Company turned the 
job of security distribution over to the Electric Bond and Share 
Company under its service contract. The latter company made 
arrangements for underwriting, usually with one or more of 
the following firms: Bonbright and Company, White, Weld 
and Company, National City Company, Harris Forbes Com
pany, E. H. Rollins and Sons, and Lee Higginson and 
Company. For such service rendered by the Electric Bond and 
Share Company, the American Power and Light Company paid 
a fee ranging from one-fourth of one per cent to one per cent 
of the par value of the securities for which negotiations were 
made. There was a corporate relationship between the Standard 
Gas and Electric Company and its investment agent, the H. M. 
Byllesby Company. In fact, the latter company held a con
trolling interest in the former, and thus there was assurana
that the H. M. Byllesby Company would participate in the 
issues of the Standard company and its subsidiaries. 

The only point to be made in this regard concerns the 
necessity for definite corporate connections between holding 
companies and financial groups. The conclusion is demonstrated 
in the success which the Associated, North American, and United 
companies had in securing such firms as Dillon, Read and 
Company, Harris Forbes Company, and Bonbright and Com
pany to sponsor and distribute their securities. If companies 
without direct affiliations with bankers can get service from 
such organizations, there seems to be little or no excuse for the 
financial activities of the Electric Bond and Share Company in 
connection with the American Power and Light Company 
issues, or the existence of the Byllesby relationship to the 
Standard company. It is true there is probably profit to the 
financial groups in such a relationship, which assures prefer
ential treatment to them in matters of profitable security 
distributions, but to the holding company there can be no 
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differential advantages over those available in the competitive 
market. Particularly unnecessary would seem the payment of 
a fee for the "negotiation of sale" such as the American Power 
and Light Company was accustomed to pay the Electric Bond 

.. and Share Company, when the services of the same investment
. houses were afforded other companies without the aid of a 

fee-charging intermediary. 

CONCLUSIONS 

After a consideration of the diverse policies of the holding 
company groups with respect to the manner in which they 
raised capital for their respective enterprises, the most out
standing and emphatic conclusion takes the form of an appeal 
for greater simplicity and straightforwardness in capital con
tracts and greater recognition of the nature of the earning 
characteristics and capital needs of the industry. The under
lying earning assets of the public utility industry represent 
investments which, in view of the service rendered and the 
regulated semi-monopolistic conditions of operation, are fairly 
assured of a return - not a non-fluctuating return, but one 
which is less subject to the vicissitudes of business risk: than most 
investments. Furthermore, at the present stage in the develop
ment of the industry, there is a constant need for increasing 
investment which, together with capital already committed, 
has prospects of long and profitable use. 

The security contracts of subsidiary operating companies 
should be made in recognition of these factors, so that additional 
securities can be issued without resorting to junior liens when 
the security and earnings would otherwise justify additional 
senior issues. In other words, mortgage indentures should, 
whenever possible, be "open" to permit the sale of further 
bonds secured by a blanket mortgage, and preferred stock 
contracts should permit the sale of more preferred stock of the 
same lien status. The utilities owe it to themselves to take full 
advantage of the economic soundness of their properties and 
the assured earning capacity of their companies. It is recognized 
that the issuance of securities under open indentures may 
increase the cost of original capital somewhat, but even so, it 
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seems desirable under most circumstances to make provision 
for adequate future financing by this means. This the utility 
companies should be able to do without having to resort to 
subterfuge and the issuance of securities under misleading and 
confusing contracts. The same general statements apply to the 
capital contracts of holding companies. It should be recognized 
that in spite of all possible diversification, holding companies, 
even the Associated Gas and Electric Company, are "trading 
on the equity," and holding company earnings will therefore 
fluctuate and create a financial risk in the operation of the 
parent organization. The assets of most parent companies are 
only equities, and contracts pledging them as security will 
merely hinder administration without adding to the real value 
of securities. The parent company must stand on its own credit 
as an equity owner and manager, and its position at the top of 
a group of utility properties can be no excuse for using compli
ca~ed and confusing contracts. 

In the long run, it is believed that, almost regardless of the 
thinness of the holding company equity, those managements 
will be most successful in attracting capital which most clearly 
represent their companies' capital position. In so doing, they 
will be able to offer capital contracts that will appeal to the 
investor, because those contracts will clearly indicate that the 
buyer of such securities will be in one of three positions; 
namely, that of a creditor if he buys bonds, a preferred stock
holder if he buys that type of stock, or a common stockholder 
with a vote and rights to residual profits if he buys common 
stock. I t is therefore concluded that the use of as few types of 
parent company security issues as possible is most reasonable, 
because, under such conditions, there will be a minimum of 
doubt and confusion in the determination of the relative status 
and claims of each class of investors. Such procedure will 
eliminate the possibility of the nightmare which the owner of 
an Associated Gas and Electric "allotment certificate" must 
experience, wondering whether he should become a creditor of 
the Associated Gas and Electric Company with the "right" to 
spend more money for a share of ownership, or whether he 
should become two different kinds of an owner in the General 
Gas and Electric Company with five shares of preferred 
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ownership of Associated Gas and Electric Company thrown in: 
It is inconceivable that thoughtful investors will, in normal 

times, continue to put their capital in a business under a cloud 
of contractual uncertainties. Furthermore, it is difficult to 

.,.believe that the management of a utility can successfully plan 
. its future unless the company's capital commitments are defi
nite, yet fiexible. There should not be the error of mistaking 
complexity and uncertainty for flexibility. Definite callable 
features in contracts will do more to lend flexibility to a financial 
structure than a dozen conversion possibilities. 

In connection with all loan contracts, both parent and 
subsidiary, utility managements will do well to recognize and 
broadcast the fact that the utility industry is founded on a 
public need so basic that short-term bond issues are inconsistent 
with the purpose of the loans. Installment debt retirement by 
sinking-fund provisions is also, as a general rule, illogical and 
not adaptable to the large and growing capital needs of the 
industry. Thus, every encouragement should be given to the 
issuing of long-term bonds, if borrowings are in place at all, 
and efforts should be made to minimize the significance of 
maturity dates. 

Both customers and stockholders of public utility companies 
are sources of capital worthy of consideration by the manage
ment. However, it should be recognized that each of these 
groups has both financial and psychological limitations as 
investors. They are to be used, but not misused, and the costs 
of raising capital from these sources are items to be compared 
critically. The easiest way to get money from stockholders is 
not to give them the earnings on their investment, but to 
encourage reinvestment by payment of stock dividends. 

For the services of investment bankers it is recommended 
that competition rather than affiliation should rule. The legiti
mate profits from security distribution are sufficient to assure 
that any utility group worthy of assistance will get it at the 
market rate. There is no advantage to be gained by retaining 
specific organizations or by having an investment affiliate, as 
long as the utility group is large enough and sound enough to 
offer good securities for sale. 

'See Tabl. 16, p. 126. 
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CHAPTER 7 

ADMINISTRATION OF INCOME 

Aside from the major problems of financial and related 
operating policies classified and discussed in the chapters pre
ceding, there are problems of income administration that are 
worthy of consideration. This final chapter will, therefore, be 
devoted to an analysis of these problems as observed in the 
management of the five holding companies which form the 
nucleus for this study. It will be noted as the discussion 
proceeds. that the question of income administration is very 
definitely related to other policies that have been mentioned in 
previous chapters, but there are peculiarities that made it 
inadvisable to include the discussion of income administration 
under the head of its related policies, because of the confusion 
of issue that would have resulted. Furthermore, the questions 
involved seemed to deserve emphasis that could be achieved 
only by separate consideration. 

HOLDING COMPANY ACCRUED INCOME 

To a considerable extent any corporation's policies of income 
administration and distribution are predetermined by the capital 
contracts and financial structure of the company, and this is 
particularly true in the case of the typical holding company 
system, in which capital contracts of both parent and subsidiary 
companies are in existence. So, in part at least, it will be found 
that the distribution of income of the five holding company 
groups reflects the policies of each with respect to the nature of 
their financial set-ups. 

Table 181 shows the effect of subsidiary capital contracts on 
income distribution by indicating the percentages of subsidiary 

lIn this and the thzee lubaequent tabla there are minor ineonsistenciea in 
the basic figures raultiq from different fonn. of income statements, but in all 
cases the amounts involved are relatively amall and do not iDvalidate the com
paritonl. 
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operating income remaining after payment of subsidiary interest 
and preferred stock: dividends, and after allocation of income 
to the minority holdings of common stock! These percentages, 
therefore, represent the proportion of operating profits accru-

ling to each parent company as residual owner of its subsidiary 
companies, for each year as indicated and for the four- or five
year average. Obviously the companies with the largest 
amounts of subsidiary financing had the smallest percentages 
of income available to the holding company. Comparison with 

TABLE J8-PERCENTAGE OF OPERATlNG INCOME ACCllUED TO PARENT 
COMPANIES* 
(1925-1929) 

Weighted 
Company 1925 1926 1921 1928 1929 Average 

Aaoclated G .. and Electrict 57.7% 53.7% 63.2% 19.0% 74.4% 69.2% 
Amerjcan Power and Lightt _ 48.4 +3.7 44.1 49.1 46.6 
North American; 4l.3 41.4 42.0 47.5 50.5 45.5 
United Light and Power; 43.6 38.9 42.0 35.7 37.9 39.0 
Standard Gao and Electri<§ 20.1 15.6 15.4- 15.8 16.8 

*Source: Appendix B. 
tAll extra operating income and expense of both parent and subsidiaries 

included before determining "operating income" figure~ 
~Parent company expenaes out before "operating income." 
l"Operl.ting incDIIW' includa profitt of ShaH"er Oil and Refining Company, 

a non-utility snbsidiary. 

Tables 1 to 3, which show the relative proportions of parent 
and subsidiary financing, prove this to be the case. The 
Standard Gas and Electric Company had the largest percentage 
of book: assets represented by subsidiary issues; the Associated 
Gas and Electric Company had the smallest. The Associated 
Gas and Electric Company had the largest percentage of 
operating income accruing to the parent company, while the 
Standard Gas and Electric Company had the smallest.' 

lThe United Light and Power Company had the largest minority interest 
ouutanding as a ...... It of the fact that it had only majority control of the 
American Light and Traction Company. 

ante United Light and Power Company ttands fourth in income accruing 
10 i .. benefit but Rands third in amonnt of anbsidiary financing, the difference 
resulting from a considerable minority interest. 
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These ratios, drawn from the income statements in Appen
dix A, do not reflect a usual accounting concept, because they 
are not based on realized income of the parent company, but 
they do show important facts. They represent the percentage 
of operating income which rc;ally belonged to the parent 11 
companies and was thus under parental control. In other 
words, these ratios represent that proportion of income which 
was available for distribution by the subsidiary companies to the 
parent companies as common stockholders, and was therefore 
subject to the latters' administration. They are really signifi
cant, because they determine the proportions of operating 
income which holding companies can look to for the payment 
of parent company expenses, interest, and dividends. 1 

From the facts evidenced in Table 18, therefore, it may be 
expected that, on the average, the Associated Gas and Electric 
Company can count on 60 to 70 per cent of subsidiary operating 
income for parent company uses; the American Power and, 
Light Company 40 to 50 per cent; the North American Com
pany 40 to SO per cent; the United Light and Power Company 
35 to 40 per cent; and the Standard Gas and Electric Company 
only 15 to 20 per cent. Also to be considered is the fact that 
the smaller the proportion of income accruing to the parent 
company, the more it is going to fluctuate, because the amounts 
paid out by subsidiaries are in the nature of fixed interest or 
semi-fixed preferred dividend charges, and any increase or 
decrease in operating income will tend to be magnified in the 
balance accruing to the holding company.' 

REINVESTMENT OF EARNINGS 

It is this accrual from subsidiary companies, plus any added 
income from fees, trading profits, and interest and dividends 
on subsidiary senior securities, that provides the total adminis
trable income of a holding company. From this total amoUl,t 

'In view of the lignificanc£ of such balances, the writer believes they 
might well be given greater prominence in consolidated income etatemellta. 
They ..... d ... rminable from the usual income otatement ouly by forth .. cal.".. 
Iati..., if at all. 

'Note expori."." of the United Light and Powe. Company in 19311-1931 
.. ohowo in Table 11. 
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the holding company may arrange to pay its own expenses, 
meet its contractual obligations, and pay its dividends. 

The distribution on parent company account will, to some 
degree, be determined by its contractual obligations resulting 
from the form of its financial structure. Bond interest and 
preferred stock: dividends will be disbursed in predeternuned 
amounts affected by the extent to which the parent company 
is trading on its equity, but cash disbursements to common 
stockholders will be in variable amounts depending on the 
management's policy of declaration. 

The balance remaining after these contractual and declared 
distributions will represent the earnings left in the business. 
Where or how it is left in the business cannot be directly 
determined, but somewhere, in either parent company or sub
sidiary reserves or surplus, will be that portion of the total 
income of the holding company group which has not been 
·disbursed in cash form: or used to absorb losses and adjust
ments. Thus the amount remaining for reinvestment in the 
business is determined, first, by the policy of the management 
with respect to the incurring of fixed or semi-fixed charges on 
bonds and preferred stocks respectively, and, second, by its 
policy regarding cash disbursements to residual stockholders. 

Table 19 is designed to reflect the reinvestment policies of 
the picked group of holding companies used in this study. The 
data contained therein reveal the effects of both the fixed-capital 
contracts and the cash dividend disbursements,' and show that 
portion of total income accruing to the respective companies 
which was permitted to remain in the business each year. The 
weighted average shows the portion of the four- or five-year 
accruals which were reinvested. 

Outstanding in this picture is the performance of the North 

:Lit is not customary for subsidiaries to pay dividends in stock or otherwise 
make distributions in other than cash form. 

2Except that. in the case of the Associated Gas and Electric Company, the 
policy of paying c1ividends 00 pnferred, CJas. A, CJas. B, and eommoo 
stocks in either atoelt or cash at the option of the holder and without recording 
the results nece-ssitated the assumption .noted in £ootnotet, Tahle 19, which is 
based on an imprasion gained in conversation with aD. employee of the com
pany'. acconnting department. No facta an available in Dnancial ._en ... 
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American Company, which company, during the five years 
1925 to 1929, reinvested 88.6 per cent of the earnings which 
accrued to its benefit, or $94,379,629 out of total accruals of 
$106,505,245. This, of course, was partly the result of the 
fact that the company had no bonds and only a small amount, 
of preferred stocks outstanding, but it was chiefty the result of 
the fact that the company paid no cash dividends to its common 
stockholders. This performance should be considered together 
with the fact that to the North American Company, as the 
parent corporation, there had accrued from its subsidiaries 
about 45 per cent of their total operating income! 

TABLE 19-PER.CENTACB OF PAlt.ENT CoMPANY ACCI.UED INCOME REINVESTED*' 
(1925-1929) 

Weighted 
Company 1925 1926 1927 1928 1929 Ave_ 

North Amerieant 85.0% 88.5% 89.1% 88.5% 90.1% 88.6% 
American Power and 

Lightt 51.8 52.7 42.7 42.3 46.3 
Associated Gas ... d 

Eleetri4§ H.O 38.9 29.0 24.8 44.4 37.S 
United Light and 

Powett 38.9 11.3 34.0 34.4 4S.1 34.7 
Standatd Gas and 

Eleetricll 44.1 30.2 28.0 30.7 B.2 

.Sou.rce: Appendix B. 
tParent company expeme:t out before "operating income." 
iAll extra opezating income and expense of hnth parent and subsidiari .. 

included before determining uopera.ting income') figure. 
§&Suming no cash paid in dividend. on aa.... A and B and common 

.tock and assuming aU preferred dividends paid in cash. 
il"Operating income" inclndeo profits of ShaH« Oil and Refining Company, 

a non-utility subsidiary. 

No other companies in the group were nearly so conserva
tive in their distribution policies. The American Power and 
Light Company distributed alI but 46.3 per cent of its accrued 
income during the four years 1926 to 1929, although only 
$7,611,829 of a total distribution of $35,344,956' was in 

'See Table II. 
'See Appendix A, Table I. 
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the form of cash dividends to common stockholders. The 
largest disbursements were necessitated by the fact that the 
parent company had large amounts of debt and preferred 
stocks outstanding: Although the Standard Gas and Electric 

I Company was the lowest of the five companies in the per
centage of income accruing to it, the company nevertheless 
disbursed about two-thirds of its accrued balance, leaving only 
$20,845,592 in the business out of a total of $62,821,486" 
which accrued during the four years 1926 to 1929. In this 
case, moreover, about $17,000,000 of the $42,000,000 dis
bursed were cash dividends on common stock. The United 
Light and Power Company was also fairly liberal in its 
disbursements, paying, during the five years indicated, about 
15 per cent of its accruals in common dividends, and about SO 
per cent on account of its parent bonds and preferred stocks, 
and leaving only 34.7 per cent of its accrued income in the 
business. 

These exrunples show the widely varying practices of 
holding company managements, both with respect to disburse
ments on contract and disbursements to residual owners. The 
dangers of contractual obligations in face of fluctuating earnings 
have been discussed, and there is every reason to believe that, 
for safety's sake, there should be a conservative policy of 
common stock: dividends when fixed charges are large. Such a 
policy should be followed in order to provide reserves of 
value that will protect the companies so involved from dangers 
of default and poor credit. The liberal cash dividend policies 
of the Standard and United companies, in spite of the fact that 
the fixed commitments of the two companies were approxi
mately 58 per cent and 50 per cent of their respective accruals 
during prosperous years, would seem to be quite the reverse 
of conservatism. The reorganization of the Standard Gas and 
Electric Company in 1930 prevents introduction of evidence 
pertaining to the results of 1930-1931 losses. In the case of 
the United Light and Power Company, the market interpreted 
the dangers in terms of $5 and $6 prices on United common 

's.e Chart 1 for financial structure. 
as.e Appendix A, Table 7. 
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stock,' which, with the exception of the common stock: of the 
Associated Gas and Electric Company, was the lowest-priced 
stock in the group of five companies. 

Aside from the dangers of too liberal disbursements of 
holding-company accrued earnings, there are certain positive'. 
advantages of reinvestment particularly applicable to public 
utility holding companies in their present status. In the first 
place, holding companies are new forms of organization, or at 
least they represent new and only recently extended applica
tions of an old form," and until they have proved their 
capabilities by weathering storms' and demonstrating their 
effectiveness, conservatism in profit distribution is much to be 
desired. Furthermore, there have been characteristics of hold
ing company expansion which have tended to their overcapital
ization, • and, therefore, every cent of earnings ~nvested 
assists in absorbing the water injected into the capitalization 
from other sources. As long as a holding company continues 
to expand, the reinvestment of earnings is a more or less 
painless method of effecting the increase in equity capital which 
must, to some extent, accompany the increase in size. 

The North American Company, by its policy of reinvest
ment, provided itself with $94,379,629' of new capital during 
the five years 1925 to 1929, all of which was available for 
equity financing in support of its expansion program. If 
earnings are not reinvested during expansion, one of two 
things must happen: either the equity will grow proportion
ately thinner as the company expands, or it will be necessary 
to raise new capital by the public sale of equity securities. The 
Standard Gas and Electric Company turned to its common 
stockholders three times in four years for additional equity 

lTable 14 shows a loss in aggregate value of common stocks of 48. t per 
cent from January 1, 1928, to December 31, 1931. 

'Public utility holding companies .. they exist today were uuheazd of 
twmty yean agOt or even ten years ago if size it: considered. 

8Many are doubtless passing the test of the 1930-1912 depression success
fully, althougb the receivenhipa for Middle Weal Utilities Company, Am.ricau 
Commonwealth. Power CorpOl'aUODt and Tri-Utilitie. Corporation point to large 
holding company failutU. 

6Diacusaed previously, p. 94. 
'Income statement, Appendix A, Table 6. 
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capital, twice selling common stock and once preferred. The 
common stock offerings brought approximately $18,000,000, 
an amount just about equal to the company's cash disburse
ments to common stockholders during those years. 

, The conclusion seems reasonable, therefore, that extreme 
conservatism in income disbursements should guide the man
agement when a holding company is expanding, particularly 
in view of the fact that holding company groupings are still 
somewhat experimental and by nature of their existence contain 
elements of risk: and profits not present in the operating 
properties alone. 

The objection is often raised against the policy of reinvest
ing earnings that stockholders expect and deserve a distribution 
of profits. Without admitting that investors in the common 
stocks of public utility holding companies should expect or do 
deserve' anything in the equitable sense, let us consider their 
position. It should not be assumed that, just because cash is not 
distributed, the stockholder does not benefit from his invest
ment. In fact, it is entirely possible that the benefits of 
earning-reinvestment by the company, which is in effect a 
compulsory reinvestment on the part of the stockholder, may 
exceed the benefits of disbursement. 

In a recent comparative wdy of high- and low-yield 
common stocks, it has been demonstrated that the appreciation 
of market value of the low-yield stocks more than compensated 
for the loss of dividends, and that, in twelve out of the sixteen 
groups of stocks examined, a capitalization of dividends and 
appreciation (or depreciation) in market values showed a 
greater net gain to the holder of low-yield securities.' If stocks 
with lower dividend rates are more profitable than those with 
high rates, undoubtedly one factor affecting the gain is the 
reinvestment of earnings which accompanies low dividend pay
ments by profitable companies, and thus increases the safety and 
possibility of future profit on the investment. It may be that a 
stockholder in an expanding public utility holding company 
should prefer to have business profits reinvested and to take his 
gain in the form of appreciation in the value of his stock. 

'Unpublilhed study, Bur<au of Busi ..... Reoearcb, Univenity of Michlgan. 
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STOCK DIVIDENDS AS CAPITALIZATION OF EARNINGS 

Of course the objection may be raised that the small stock
holder who purchases stock for the periodic cash income which 
he will derive therefrom is not to be satisfied with a security 
which shows its profits only in appreciation. The small holder 
cannot do as a large holder can ; namely, sell a fraction of his 
holdings as their value increases, thus receivi~g cash while 
permitting the value of his original investment to remain intact. 
The answer to this objection would seem to have been discov
ered by the North Amercan Company in its periodic stock 
dividend policy. Stock dividends provide a means of recog
nizing the permanence of the reinvestment of the earnings so 
capitalized, and at the same time tend to satisfy the stockholders 
who desire a return in liquid form. It is true that in realizing 
cash on his dividend stock the investor must sell a portion of 
his control, if the stock has voting privileges,' but it is doubtful 
whether the majority of investors in holding company common 
stocks have any interest in control. If they have, such interest 
is likely to be accompanied by sufficient personal wealth so that 
they will not need to liquidate their investment. The North 
American Company made provision to facilitate liquidation of 
dividend stocks by executing orders of sale which the stock
holders might file with the company, under which orders the 
dividend stock was sold on the market and the proceeds were 
sent to the investor. 

As far as is known, the North American Company is the 
only utility holding company that has followed a consistent 
policy of paying only stock dividends on its common stock. It 
paid its 2~ per cent per quarter in this form beginning in 1923. 
The effect of this policy in relation to reinvested earnings is 
indicated in Table 20. Earnings left in the business aocrued 
more rapidly than they were capitalized; but, during the five 
years, 22.9 per cent of the earnings left in the North American 

1The Asmciated Gas and Electric: Company paid dividends in non-voting 
CI ... A stock. 

Is.. Appendix A, Table 6. 
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Company system were capitalized, and the permanent invest
ment of $21,657,684" was thereby recognized. 

The American Power and Light Company also paid divi
dends in common stock, both regular and extra, but not to the 

I exclusion of cash dividends. In so doing, it capitalized 28.5 
per cent of the earnings left in the business during the five 
years, or $8,656,659.' The Standard and United companies 
did not often indulge in stock dividends, as might be expected 
in view of their liberal cash dividend policies, but rather left 
their reinvestments, such as they were, to be represented by 
reserves and surplus. 

TABLE 2o-PER.CENTAGE OF :REINVESTED EAllNIHGS CAPITALIZED BY PAYMENT 
OF STocK: DlvIDENDs* 

(1925-1929) 

Weighted 
Company 1925 1926 1927 1928 1929 Average 

American Power and 
Lightt 10.6% 1005% "'2.8% "'1.9% 28.5% 

North Ameri"",,* 2s.o% 25.0 2 .... 9 21.3 19.8 22.9 
United Light and 

Power; 22.5 37.2 6.3 
Standard Gao and 

Eleetric§ U.S 6.7 S.8 
Associated Gao and 

Eleetrict Unknown because stock dividends were optional 

*Source: Appendix B. 
tAU extra operating income and expense of both parent and. .subsidiaries 

included before determining «operating income" figure. 
;Pa.rent company expenset out before "operating income.» 
§"Operating income" includes profits of Shafer Oil and Refining Company, 

a non-utility aubaldiary. 

The Associated Gas and Electric Company paid stock divi
dends on every class of parent company stock, excluding the 
common, which never was honored with payments of any kind, 
but there is no record of the amount of earnings so capitalized. 
The investors in Class A stock were given the option of taking 
one-twentieth of a share of Class A per dollar of dividends, so, 
whenever the market price of the Class A stock was in excess 
of $20, it may be assumed that stock was taken in preference to 

lSee Appendix A, Table 2. 
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cash. Dividends on the $7 preferred stock were paid in cash or 
Class A stock:, the stock being offered at varying prices. 

In general, it seems that stock dividend payments by public 
utility holding companies are reasonable as long as the com
panies are expanding profitably. Only if this qualified condition ~ 
is existent, however, can the increased capitalization which 
results be justified. If expansion is not taking place, the only 
other possible excuse would be the need for substituting stock 
equity for debts or prior claims. The qualification of profitable
ness is inserted as a warning to the effect that expansion for 
expansion's sake alone is not good business. When a utility 
holding company finances expansion partly by the reinvestment 
of earnings, the corporate surplus is invested in the securities 
of those operating subsidiaries which are the life-blood of the 
group, and obviously this surplus will never be available for 
cash distribution except on occasion of sale and liquidation. The 
investment must be as permanent as the holding company itself, 
and there is reason for recognizing this permanence by remov
ing an equitable amount from surplus and transferring it to the 
capital stock account. Such practice accomplishes precisely the 
same effect as does the American Telephone and Telegraph 
Company's plan of cash dividend payments followed by sale 
of additional stock; namely, capitalization of new acquisitions. 

Before leaving the discussion of stock dividends, it may be 
well to refer to the action of the United Light and Power 
Company in 1926 in splitting its. common stock, both Classes 
A and B, live for one, and to emphasize the fact that this action 
was nothing like the payment of a stock dividend. Neither the 
occasion nor the effect of such a procedure is the same. The 
only point of similarity lies in the fact that both split-ups and 
stock dividends tend to decrease the per share price of stock 
by virtue of the increase in the number of shares effected, and 
beyond that there is nothing in common. Presumably the sole 
purpose of a split-up is to reduce the share price of stock, 
because neither the surplus nor capital stock accounts of a 
company are affected thereby. There is no recognition of 
reinvestment by such an act, because the full amount of surplus 
remains available for dividend payments, whereas the payment 
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of stock dividends removes the amount of capitalized earnings 
from legal and economic availability for future dividends. The 
only excuse for a stock split-up would seem to be that it tends 
to make a high-priced stock more digestible for investors by 
cutting it into smaller pieces. 

HOLDING COMPANY CoRPORATE INCOME 

So far, all consideration has been directed to the adminis
tration of income as accrued to the benefit of the parent 
company. This is really a most significant concept, because the 
parent company, as sole common stockholder of its subsidiaries, 
controls the disposition of that accrual and could, through its 
boards of directors, declare the full amount payable to the 
parent company in common stock dividends. The varying 
policies of holding companies with respect to the amount of 
accrued income which is turned into realized corporate income 
by transfer from subsidiaries to parent companies is indicated 
in Table 21. Corporate income in these cases included some 
amounts other than those paid in the form of dividends from 
subsidiaries, such as service fees, profits from security transac
tions, return on investments in other than subsidiary holdings, 
and similar items, but for the most part, the ratio of corporate 
income to accrued income indicates the extent of withdrawals 
from subsidiary exchequers. I t is apparent from Table 21 that 
the Associated Gas and Electric Company so managed its 
accrued income that, as a parent corporation, it had available 
as realized income an amount quite consistently in the neigh
borhood of 90 per cent of its accruals from subsidiaries. The 
Standard Gas and Electric Company and the American Power 
and Light Company also averaged consistently over 75 per 
cent of accruals in the form of corporate income, while the 
North American Company corporate income was limited to 
about 60 per cent of its subsidiary residual profits. The facts 
regarding the practices of the United Light and Power Com
pany are unknown, because corporate income statements are not 
available.' 

'Evidence that pertinent £act. are c:oncWed by fail"", to publiah adequa ... 
ltatemellta of account.. 
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Offhand it might be said that it makes no difference 
whether earnings are left in subsidiary accounts or transferred 
to the parent company. It should be recognized, however, that 
a transfer of income to a parent company necessitates liquidation 
of subsidiary earnings, and that the transfer takes the form of 
cash, thus lessening the possibility of subsidiary reinvestment. 

TABLE 21--PERCENTAGE OF PAllENT CoMPANY ACCRUED INCOME 
CONVERTED INTO CoRPOItATE INcoME* 

(1925-1929) 

Weighted 
Company 1925 1926 1921 1928 1929 Average 

Associated Gas and 
Electrict 81.1% 93.3% 91.7% 99.2% 89.0% 9U% 

Standard Gas and 
E1ectri4 70.9 84.6 84.3 83.2 80.8 

American Power and 
Lightt 75.1 77.4- 77.2 16.8 76.1 

North American! 63.3 52.2 55.5 63.3 66.0 60.8 
United Light and 

Power! Unknown because no corporate income atatement was 
available. 

*Source: Appendix B. 
tAll extra operating income and expense of both parent and subsidiaries 

included before determined "operating income" figure. 
*"Operating income" includes profits of Shafer Oil and Relining Co_. 

a non-utility subsidiary. 
§hrent company expenses out before "operating income.'J 

The two extremes in the above table are reflections of the 
different management theories represented. The North 
American Company proceeded on a theory of subsidiary 
independence, which called for the creation of subsidiary 
reserves and surplus, just as if the operating companies were 
unrelated. The Associated Gas and Electric Company, on the 
other hand, followed the theory of parent company dominance 
and treated its subsidiaries as dependent parts of the holding 
company group. Thus, any criticism of these diverse policies 
will be, in a sense, a criticism of the respective theories of 
management. 

The chief danger which lies in the policy typified by the 
performance of the Associated Gas and Electric Company is 
that of temptation - temptation in the form of liquid assets 
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in the holding company treasury useful only for distribution or 
expansion. If these liquid assets are distributed, a minimum of 
reserves are available to protect the system against value losses. 
If they are used for expansion, the temptation will be to expand 

. by purchasing new and additional companies rather than by 
investing more in the stock of existing subsidiaries. The policy 
of such external expansion, to the neglect of what might be 
called internal development, may well result in a holding 
company group composed of a large number of operating 
properties none of which are self-sufficient, and all of which 
lack the stability which comes from reinvestment and the 
creation of value reserves. 

A holding company that refrains from drawing a large 
portion of its accrued profits out of its subsidiary treasuries 
makes those earnings available for the expansion of the sub
sidiaries themselves. While it is true that subsidiary expansion 
may be as ill advised and unprofitable as expansion of parent 
company holdings, yet the danger is not so great, because the 
field of possible expansion is more limited, and the manage
ment is less likely to run wild. The funds available from 
earnings which are left in the subsidiaries will most likely be 
used for internal development, such as extensions, additions, 
and betterments which will increase the strength and earning 
capacity of the existing operating companies. These alternative 
policies affecting holding company corporate income would 
tend to develop, on the one hand, a small group of strong, 
independent operating companies, and, on the other hand, a 
larger group of weaker and less stable earning units. 

CONCLUSIONS 

Strong criticism of the policy typified by the procedure of 
the Associated Gas and Electric Company is justified because 
it discourages the creation of value reserves, provides little for 
internal development of the holding company system, and 
encourages expansion from the coffers of the parent company 
which is likely to mean continuous acquisitions of new subsid
iaries. The conservative extreme typified by the North Amer
ican Company policy encourages the strengthening of existing 
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properties, builds up protective equities in the form of both 
subsidiary and parent company reserves, and minimizes the 
need for raising new capital from security sales. This conserva
tive procedure has much in its favor in view of the status of 
public utility holding companies, and it is believed that, in the 1 
long run, it will prove most profitable to all concerned. 

The payment of stock dividends is recognized as a sound 
and satisfactory practice, which satisfies stockholders demanding 
a cash return and at the same time justifiably capitalizes rein
vested earnings. Such payment must, however, be limited to 
the occasions when earnings are actually reinvested and is not 
to be used as a capitalization of hopes and expectations in an 
attempt to deceive the stockholders. 

The conversion of large amounts of holding company 
accrued income into liquid form as parent company corporate 
income tends to encourage cash distributions or extensive 
acquisitions of new subsidiaries. While there is nothing inher
ently wrong with either tendency, yet, if carried too far, they 
will result in weak: organizations with thin, unstable equities. 

With the above discussion of income administration policies 
this study of public utility holding companies is concluded. In 
summary it can truthfully be said that "There is some good 
in the worst of them and some bad in the best of them." It is 
apparent that errors in financial management have been made 
and that optimism has overbalanced judgment in many 
instances; only the test of further time will indicate how 
serious the errors have been. In the writer's opinion, however, 
this study points to certain policies which should tend to 
strengthen the position of holding companies in the public 
utility industry if applied within reason, and it also calls atten
tion to certain facts the full significance of which has not been 
universally recognized in the organization and financial man
agement of utility holding companies. 
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COMPANY DESCRIPTIONS AND STATISTICAL DATA 

American Power and Light Company 

The American Power and Light Company was incorporated 
as a holding company in September, 1909, having been organ
ized by the Electric Bond and Share Company. The company 
began its existence holding the equities of three Kansas utilities 
and one Oregon utility, and, as time went on, properties were 
added in the Kansas and Oregon regions, and new properties 
were acquired in Texas, Minnesota, Arizona, and Florida. 
This development was carried on under the direction of Sidney 
Z. Mitchell and the Electric Bond and Share Company in an 
attempt to create large operating units and to secure a degree 
of geographical diversification consistent with the company's 
policies. In the process of this growth, the American Power 
and Light Company, through its subsidiaries, came to render 
utility services including electric, gas, water, heating, ice, and 
electric railway service. Less than four years after its organiza
tion in March, 1913, the company began to pay dividends on 
its common stock: and did so consistently thereafter. Tables 1 
and 2, following, provide comparative data regarding size, 
financial structure, and earnings for the period considered in 
this study. 

Associated GelS and Electric Company 

It is necessary to emphasize the fact that the analytical and 
historical material in this study deals only with the Associated 
Gas and Electric Company and its subsidiaries, and is not 
concerned with the so-called Associated Gas and Electric Sys
tem. Throughout the published information referring to the 
Associated company, there is constant confusion, if not misrep
resentation, about the facts regarding the "Company" and the 
facts about the "System." The Associated Gas and Electric 
System includes both controlled subsidiaries and "affiliated" 
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companies, these affiliates being either companies in which the 
Associated Gas and Electric Company owns some stock interest' 
or those whose controlling stocks are held by individuals con
trolling and managing the Associated Gas and Electric Com
pany.' Every attempt has been made to segregate the facts, so 
that the picture presented will be that of the Associated Gas 
and Electric Company only, and, unless otherwise stated, all 
references to the Associated company pertain solely to the 
parent company and the subsidiaries which it controls directly. 

The following historical note, contained in the foreword of 
the Associated Gas and Electric Company's annual report for 
the year 1927, describes the early development of the prop
erties which comprised the company's holdings at the time of 
its reorganization and incorporation in 1908: 

"The Associated Gas and Electric System had its 
. inception with the establishment of the Ithaca Gas Light 
Company in Ithaca, New York, in 1852. This was an 
isolated company for over fifty years, when its owners 
became interested in and secured control of several 
other electric and gas properties in the south central part 
of New York State. The group of properties thus united 
in a common ownership came to be known as 'The 
Associated Gas and Electric Companies,' and these 
properties formed the nucleus around which the Asso
ciated Gas and Electric System has grown. The original 
Associated Companies are still part of the Associated 
System. In 1906 the owners of these properties organ
ized the Associated Gas and Electric Company under 
the laws of New York State. The Associated Companies 
were thus among the earliest public utility companies 
in the country to adopt centralized management." 

While the company developed somewhat in the years imme
diately subsequent to its organization, its real expansion began 

1I.e.) General Gas and Electric Company prior to 1929, at which time the 
Associated Gas and Electric Company accured majority control 

aI.e., New England Gas and Electric Associated, Eastern Utilitiet Investing 
Corporation, Railway and BUI Associates, etc. 
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in 1922, and by January 1, 1925, it had operating subsidiaries 
in New York, Ohio, Kentucky, and Tennessee. Tables 3 and 
4 present comparative data regarding size, financial structure, 
and earnings for the five years 1925 to 1929. 

North Atn8rican Com-pany 

The North American Company began its corporate exist
ence on June 14, 1890, when it was organized to acquire the 
properties and assets of the Oregon and Transcontinental 
Company. The latter company had been a pioneer holding 
company, and one whose chief interests had been in steam 
railways. Between 1890 and 1924, the North American Com
pany added to and changed its holdings so that on January 1, 
1925, it owned and controlled subsidiaries rendering utility 
services in three sections of the north central part of the United 
States. One group of properties served St. Louis, Missouri, 
and vicinity; a second served Cleveland, Ohio, and vicinity; 
and a third group operated in Wisconsin, serving Milwaukee, 
Racine, and points on the western shore of Lake Michigan into 
the upper peninsula of Michigan. The operations of these 
subsidiaries included classes of business with relative revenues 
as follows: 65.19 per cent from electric and heating, 17.84 per 
cent from electric railway, 4.12 per cent from gas, and 12.85 
per cent from coal and miscellaneous.' Tables 5 and 6 present 
the data regarding size, financial structure, and earnings for the 
years 1925 to 1929. 

Standard GfJS and Electric Company 

The Standard Gas and Electric Company was incorporated 
as a holding company in 1910, thus being one of the newer 
parent organizations in the public utility field. It was organ
ized by the late H. M. Byllesby and associates, and the 
properties under Standard control came to be known as the 
"Byllesby Group." Under the control of the H. M. Byllesby 
':ompany, investment bankers, and under the management of 
the Byllesby Engineering and Management Corporation, the 

'North American Company, Tltirly-fijtll A""""l lUper'. '92f. 
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Standard Gas and Electric Company had become a holding 
company of considerable size by January 1, 1926. The prop
erties on that date were quite diversified, but were, except for 
certain Wisconsin subsidiaries, quite generally scattered over 
the region from Kentuclry and Tennessee to the Pacinc Ocean. 
The company's holdings included chiefly gas and electric 
properties, although some ice and electric railway properties 
were controlled as well as one large and complete oil-producing 
and distributing organization, the Shaffer Oil and Refining 
Company. Tables 7 and 8 present comparative data regarding 
size, financial structure, and earnings for the years 1926 to 
1929. 

United Light lind Power ComplJ"y 

The United Light and Power Company, being incorporated 
in 1923, was the youngest of the holding company groups 
examined for the purposes of this study. However, its 1923 
incorporation was only a technical move, as the organization 
of this new company was effected to take over the holdings of 
an older and well-established company known as the United 
Light and Railways Company (Maine). For many years the 
latter company had owned and managed, with the assistance of 
the J. S. White Management Company, a large number of 
gas, electric, and electric railway properties scattered through
out the central states. Prior to 1924 the expansion of the 
United company and its corporate predecessor had been 
gradual, and nothing more startling than the change in cor
porate name had occurred. Late in 1924 the United Light and 
Power Company acquired control of the Continental Gas and 
Electric Company, and although this acquisition took place 
about one month prior to the official opening date for this 
study, it was considered as having become effective on January 
1, 1925. Tables 9 and 10 present the data regarding size, 
financial structure, and earnings for the years 1925 to 1929. 
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TABLE I-FINANCIAL STRUCTURE: AMER.ICAN Pawn. AND LICHT COMPANY. 
(1926-1929) 

December 31, 1925 Increase 1926 to 1929 December 31, 1929 

Type of Financing Per Cent of Per Cent of Per Cent of 
Amount BookAaetll Amount BookAaetll Amount BookAaetll 

Subtidiary mortgage bonds $139,186,900 37 •• $ 95,288,900 28.1 ,23...,+15,800 33.3 
Subsidiary debenture bond. 13,500,000 3.6 13,900,000 4-.2 21,+00,000 U 
Subtidiary capi ... l "ork 116,002,487; 31.2 3,314,112 1.0 119,316,$9911 17.0 
Subtidiary ..... rv .. 2,649,95+ 0.7 2,415,449 0.7 5,125,403 0.7 
Suboidiary aurplu. 14,563,619 3.9 20,009,472 6.0 34,573,091,- 4.9 
Parent debenture bond. 35,922,100 9.7 9,888,200 l.O 45,810,300 6.$ 
Parent "'pital "ock...- 40,008,689§ 10.8 168,552,469 50.8 208,561,158·· 29.6 
Parent reeervet 636,534 0.2 299,127 -0.1 337,407 0.1 
Parent ,.rph. 3,678,230 LO 5,051,842 1.5 8,730,072,- 1.2 
Balancet 5,387,497 L5 13,062,231 4.2 18,4-50,728 2.8 

Total book .... 11 $311,536,010 100.0 $331,244,5+8 100.0 $702,780,558 100.0 

*SotJrte: "Public Utility Securitiel," MOOdYS MaflflQl of /WOlltnunllJ and annual reportl to Itockholden. 
tMiocellaueou. liabiliti .. and acc:ruaiJ. 
;P",fcrr.d "ook ($100 par), 558,349 ahare., no-par common, 15,058 aha,.... 
~No.Pa.r preferred, 235,175 mares; no-par common, 1,647.5 II mares. 
IPreferred "oek ($100 par), 532,505 ch ..... , no-par preferred, 401,015 ah ..... , no-par common, 101,510 ,har ... 

'Earned .urpl .. is $32,125,357 • 
• ·Preferred "ook ($6), 192,89+ .baret, $5 preferred, 978,368 chore., no-por common, 2,529,113 ahar ... 
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TABLE 2-STATEMENT OF INCOME DJlTlt.lBUTION: AMERICAN POWEll AND LICHT COMPANY*' 

Q 

(1926-1929) 

Four·Year 
Djltribution of Income 1926 1927 1928 1929 Total 

Subaidiary eaminglt ---. $26,012,656 $28,325,84-1 '39,624-,434 $43,640,772 $137,603,703 

~ Into_ on .ubaidiory deb' 9,323,979 10,849,066 16,298,826 16,139,403 52,611,274-
Dividendo on .ubaidiary pnferred .tocka ___ 3,966,427 4,607,953 5,371,628 5,885,557 19,831,565 
Minority iotettft 128,793 155,366 226,867 178,919 689,945 

~ Balan .. acctued to parent-__________ '12,593,457 '12,713,456 $17,727,113 $21,436,893 $64,470,919 
Parent other inCOnlC!~ .; 784,064 887,527 1,001,781 2,673,372 
Total lICCl'1Ied to parent-___________ $12,593,457 $13,497,520 $18,614,640 $22,438,674 $67,144,291 
Parent exptDJCt and taxe •. ___________ 364,433 349,332 370,124 293,383 1,377,272 t:d ..... c:: -Parent diJtributable income_. __ ~ .. ___ $12,229,024 $13,1+8,188 $18,244,5 16 $22,145,291 $65,767,019 .... 

~ c:> Intomt on parent debL--__ 2,796,020 2,991,118 2,821,196 2,873,807 11,482,141 ..... 
Balance to parent etockholden. $ 9,433,004 $10,157,070 $15,423,320 $19,271,484 $54,284,878 M 

rn Dividendi on parent preferred .tock- 1,436,407 1,430,879 5,699,962 7,683,73' 16,250,986 rn 
Balance to parent common ttoclc.holden ___ $ 7,996,597 $ 8,726,191 $ 9,723,358 $11,587,746 $38,033,892 

~ Cub dividend. on pa~Dt common .tock.. _____ 1,664,352 1,792,060 1,930,090 2,225,327 7,611,829 
Balan .. left in the bUline .. S 6,332,245 $ 6,934,131 $ 7,793,:U8 • 9,362,419 $30,422,063 I::j 
Regular atock dividends on parent common .tock 668,526 726,348 879,271 1,1I2,901 3,387,046 t;l Extra Itoek dividend. on parent common ItOck-.. ............ - 2,+59,561 2,810,052 5,269,613 rn 
Balance uncapitalized __________ $ 5,663,719 $ 6,207,783 • 4,45+,436 $ 5,439,466 $21,765,404 

.Sooree: "Public Utility Securltie.:' Mooijt Manwl oll"",,_U, and New York Stock Exchange Lilting Application Num. 
bel' A9383. 

+Groll operating and other .revenue. minu. all expeDIU including taX" and depreciation. 
;lncloded in "lUbaidiary earningl." 



TABLa 3-FINANCIAL El.ECTRIC CoMPANY. 

December 3 I, 192+ 31, 1925 31, 1926 December 31, 1927 ::.:: 
Type of Financing Per e.nt PerCent Per Cent Per e.nt ~ of Book of Book of Book of Book 

Amount A.ue .. Amount A.ue .. Amount 11. ..... Amount A.ue .. H 

Z 
Subsidiary funded debt __ $16,452,900 28.9 $ 10,862,150 35.9 $109,168,600 45.6 $ 99,852,500 33.3 G') 
Sub,idiary preferred ROW __ 2,608,500 4.6 15,815,420 8.1 6,415,200 2.7 4,504,910 1.5 (') .... Sublidiary reaerve. ____ 1,145,261 2.0 1,836,944 0.9 1,205,665 0.5 1,486,097 0.5 0 -Sublidiary minority interelL- 3,197,182 6.7 6,303,081 3.2 8,207 0.0 42,424 0.0 rs ... Pa ... nt funded debL ___ 4,000,000 7.0 14,172,700 7.2 8,527,600 3.5 43,936,500 1+-6 -..... Parent funded debt 

~ (convertible) _____ 230,600 0.4 26,519,158 13.4 16,407,900 6.8 17,396,168 5.8 
Parent preferred .tack 5,1$1,450 9.0 14,116,550 7.2 42,974,060 17.8 56,653,350 19.0 
Parent CI... A .tock 9,551,010 4.8 11,788,805 4.9 17,500,000 5.8 ~ 
P ..... t Claa BRock 10,500,000 5.3 10,500,000 4.3 10,500,000 3.5 

~ Parent common .tock and 
IUrplu. 8,658,783 15.2 508,402 0.3 13,933,010 5.8 15,311,641 5.1 

Parent retervea 167,659 0.3 1,468,366 0.7 1,370,480 0.6 1,512,041 0.5 
Balaneet 14,741,575 25.9 25,567,889 13.0 17,982,323 7.5 31 ,303,959 10.4 

Tollll book ....... ____ $56,954,516 100.0 $197,281,670 100.0 $240,881,910 100.0 $299,999,650 100.0 

-... -
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TABLE 3-C.Itlmr...l 

December 31, 1921 December 31, 1929 
Net Change 

Five Yea .. 1925-1929 

Tno of Financing Por Cent of Per Cent of Per Cent of 
Amount BookAue .. Amount BookAuell Amount B •• kAsoeu 

Subsidiary funded debt $ #,635,050 1l.1 $162,388,989 1B.7 ,1+5,936,089 18.0 
Subsidiary preferred It.cIc· 145,Ots 0.1 52,151,139 6.0 49,542,639 6.1 
Subsidiary reterv .. 1,523,228 0.5 1,249,103 0.2 103,836 0.0 
Subsidiary minority interoot 3,400 0.0 921,776 0.1 -2,876,006 -0.4 
Pareut funded debt 106,869,541 36.0 214,644,422 24.7 210,644,422 25.9 
Pareut funded debt (convertible) 16,332,5"'8 5.5 92,582,359 10.6 92,351,759 11.4 
Parent preferred Itoclce 39,373,539 1l.3 24,778,297 2.8 19,626,847 2.+ 
P&rent CI .. A Itock 36,622,845 12.3 203,607,985 23.4 203,607,985 25.0 
P&rent CIa. B Itock 10,500,000 3.5 17,500,000 2.0 17,500,000 2.2 
Parent common Hock and .urplu. 13,710,219 4.6 40,158,039 4.6 31,499,256 3.9 
Parent Rlervel 7,761 0.0 788,077 O. I 620,418 0.1 
Balau .. t 27,055,493 9.1 59,016,"'80 6.8 44,274,905 5.+ 

Toto! book .... 11 $296,778,639 100.0 $869,786,666 100.0 $812,832,150 100.0 

lllSource: ('Public Utility Securities,u MtJoJ,,'i Manual of lWOlll1lUllU, annual report. to atockholdeu, and corre8pondenee. 
tMiJce1lan .... liabiliti .. and ."""'alt. 
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TIIIILE 4-$TATl!MENT 0. INCOME DI8TIIIBUTlON: ASSOCIATED GAS AND ELECTRIC COMPANY* 
( I9ZS-1929) 

Five·V .... 
Distribution of Ineome 1925 1926 1927 1928 1929 Total 

CollfOlida.ed earnin,.t ",334,650 $12,13+,111 $I5,313,lS5 
:t: 

$16,171,139 $39,869,879 $90,843,140 0 
Subaidiary capital charge.* 3,101,883 5,615,965 5,650,611 3,389,809 10,207,317 21,965,587 t"" 
Balance a.cerued to parent $4,232,767 $ 6,518,152 $ 9,682,742 $12,181,330 $29,662,562 $62,817,553 t:1 .... Inte_ on paren. debt§ __ .,417,241 2,318,501 3,+24,089 6,095,896 13,418,611 26,794,356 Z 
Balance accrued to parent ttockholden $2,155,520 $ 4,199,645 $ 6,258,653 $ 6,685,434 $16,183,9+5 $36,083,197 G'l 
Dividend. on parent preferred Itock 852,996 1,662,154 3,453,507 3,512,637 3,007,101 12,488,40 I () 

...... Balance to parent ruidual ttockholden $1,902,524 $ 2,537,491 $ 2,805,1+6 $ 3,112,791 $13,116,838 $23,594,196 0 -Dividend. on parent A ROck s:: ..... w (priority) H6,496 607,760 975,714 1,473,119 7,224,029 10,737,118 "" ....... 
Dividends on parent A Itock ~ (participating) ____ • __ 66,248 125,000 265,568 2,327,275 2,784,091 
Dividend. on parent B flOck 

(priority) 523,158 594,955 600,000 600,000 666,667 2,985,380 ::l 
Dividends on parent B .tock ~ (participating) __ --- 200,000 200,000 
Dividendt on parent common .tock- 190,000 --- 190,000 r5 Balance uncapitalized _____ $ 666,022 $ 1,334,776 $ 1,104-,432- $ 834,110 $ 2,758,867 $ 6,698,201 M 

.Sour .. , "Public Utility Securiti ..... M •• """ M""""l .11,..,,1_, and annual reportll to ... ckb.ld ..... 
tlncluding net earninga: from parent compa.ny activities. 
ilneluding bond di .. ount f.r yea" 1925 and 1926 only. 
IE.eluding bond dilCOunll aU charged 10 ,urplu •• -.... w 
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TABLE 5-FINAHCIAL SnuCTlIIUI: NOaTH AME.lCAN COMPANY. 
(1925-1929) 

D ... mb.r 31, 192+ IncrC!:aae 1925 to 1929 

Type of Financinr Per c.nt of Per Cent of 
Amount Book ARet. Amount Book ARet. 

8ubiidiary funded d.bL-__________ $184,464,217 57.9 '183,644,191 38.6 
Sub.idiary preferred otoclu .... __ .. __ ._._._._ ... _ 43,421,252 13.6 126,162,033 26.5 
Sublidiary uaervel ___ ._. _________ 1,519,396 0.4 1l,45I,475 2.8 
Suboidiary earned .urplu. ___ ._ .. _____ 1S,795,532 S.O 44,704,286 9.4 
Parent pref.rred otock-_. ___ .. ____ • __ 29,085,750 9.1 1,248,150 0.3 
Parent common etock ____ . __ .... _____ 29,226,509* 9.2 26,811,881* 5.6 
P .... nt undivided proDtt- 7,021,610 2.2 28,866,029 6.1 
Parent re.ervCI __ ._._. ___ .. ________ 1,161,.477 0.4 -874,002 -0.2 
Parent capital .urplu. ___________ ---.. ~-.- 31,084,077 6.5 BalaD .. t __________ ._._. ___ 7,044,870 2.2 21,214,767 4.4 

Total book ... tt __________ U 18,740,613 100.0 $+76,312,887 100.0 

D.cember 31, 1929 

Per C.nt of 
Amount BookARett 

$368,108,408 46.3 
169,583,285 21.3 
14,970,871 1.9 
60,499,818 7.6 
30,333,900 3.S 
56,038,390* 7.0 
35,887,639 4.5 

287,475 0.1 
31,084,077 3.9 
28,259,637 3.6 

$795,053,500 100.0 

*Source: "Public Utility Securitie.," MODdy, Manual of IflllJllunlnlt, annual reportl to Itockholder" and corre.pot: . 
tMiecellaneou. liabilities and accrual., and minority intere.tl. 

Number of ohare. outttanding: December 31, 1924 - 2,922,651- $10 par. 
December 31, 1929-5,603,839-No-por ($10 .'o"d vol.e). 
In ...... 2,681,188 
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TABLE 6--STATEMENT OP INCOME DISTlUBUTlON: NOaTH AMEIUCAN COMP ....... 
(1925-1929) 

Five.Year 
Distribution of Income 1925 1926 1921 1928 1929 Total 

Co.",lid.",d eamingst _ $32,821,+50 $4+,210,149 $41,978,H2 $55,072,216 $60,991,866 U+I,074,103 :Il 
. Interelt on au~idiary debL. ___ 12,727,134 16,180,898 17,468,594 11,141,4+8 17,367,261 80,885,335 0 

Dividendt on .ub.idiary preferred b 
otocks 4,624,595 8,355,+35 8,966,140 9,961,983 10,463,963 +2,372,116 

~ Minority interea4 _________ 1,266,130 1,369,363 1,401,795 1,807,179 2,360,813 8,205,280 

Total ac:crued to pa.rent $1+,203,591 $I8,304,4~3 $20,141,293 $26,161,606 $30,799,829 $109,610,172 
Parent expeDees and taxe. _____ 632,684 507,213 579,426 656,692 729,512 3,105,521 C"l 

..... Parent net acc.rualt. _______ $13,570,901 $17,791,240 $19,561,867 $25,504,914- $30,070,317 $106,505,245 0 - ~ ..... In"' .... t on p .... nt deb,§ 214,796 211,732 301,218 1,102,161 1,263,493 3,181,400 

'" 
"I:f .... Ba.1.an<:e to pa-rent Itockholden. ___ $13,296,111 $17,563,508 $19,254,649 $2+,402,153 $28,806,824 $103,323,845 

~ Dividends on parent preferred 
stock 1,763,620 .,820,108 1,820,022 1,820,032 1,820,034 9,043,816 

Bala.co left in the bu.ine"I1 ___ $11,532,491 ,15,743,000 $17,434,627 $22,582,721 $27,086,790 $ 94,280,029 
.., 

Stock dividends on parent ~ common stock 3,223,819 3,932,525 , 4,341,772 4,806,549 5,353,019 21,651,684 
Balance uncapitalized $ 8,308,672 $ll,810,875 $13,092,855 $17,776,172 $21,633,711 $ 72,622,3,u 

~ .Source: "Public: Utility Securities," Moody's Maflflf#l of Imll/l44m/I, annual reports to .tockholden, anel c:orreepondencc. 
tlneluding profit from investments in Don4Ubaidiaries And revenue" from parent company activitiea. 
fDividencb and proportion oE undivided profits. 
~AIl .kort-term debt. 
No cub dividend. paid on common atock. -..... IA 
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TABLE 7-FINANCIAL STANDAIUl GAs AND ELECTRIC COMPANY. 

December 31, 1925 Increase 1926 to 1929 December 31, 1929 

Type of Financing Per Cent of Per Cent of 
Amount Bo.kAJse .. Amount BookAJse .. Amount 

Suboidiary debt $267,592,358 49.1 $166,984,914 38.6 $+34,577,272 
Subsidiary preferred ... ob. 104,855,630 19.3 127,869,080 29.5 232,724,710 
SubJidiary rete:rvta 7,305,922 1.3 1l.2+0,683 U 18.546.605 
Suboidiary lO'1'lu. 9,804,475* 1.8 4,241,295 1.0 14,045.770 
Minority interest 1S,623,P56 2.9 70,172,731 16.2 85,796.687 
Parent debt IS,OOO,OOO 2.8 22.683,730 5.2 37,683,730 
Parent prclorted Itook.- 35,500.000 6.5 24,349.457 5.6 59.849,457 
Parent common atock 21.971.764§ +.0 46.837,958 10.8 68,809,722,. 
Parent J'eJe1'Vel 100,086 0.0 1,404,459 0.3 1,504.545 
Parent .urplul 8,843.019 1.6 7,588,182 1.8 16.431.201 
Balaneet 58,208.292 10.7 -50.+40,330 -11.6 7,767,962 

Total book ....... $54+,805,50211 100.0 $432,932,159 100.0 $977,131,661 

'Source: "Publio Utility S..uriti ..... Moody'l M.,..,,/ .f 1"""lml1lll, and .nnual reportl to .toekboldcn. 
tlncludet miacellaneoul current liabilitiea, accruala~ etc:. 
*Unknown amount applicable to minority interen. 
§No-par .. oct, 765,635 aha ..... 
IIlndud .. St. Paul Gao and Light Company and Californi ... Oregon Power Company acquired in 1926. 
'No-par .. oct, 1,562,607 aham. 

Pcr Cent.f 
B •• kAJse .. 

+4.4 
23.8 

1.9 
U 
8.8 
3.9 
6.1 
7.0 
0.2 
1.7 
0.8 

100.0 



TABLE 8-6TATEMENT OF INCOME DIITIlIBUTJOH: STANDARD GAS AND ELBCTltIC CoMPANY. 
(1926-1929) 

Four-Year 
Diltribuuon of Income 1926 1927 1928 1929 Toml 

Suboidiary eamingot $52,4+ I ,354 $50,863,878 $55,726,582 $59,383,277 $218,415,091 
Subtidiaty intereit 21,997,041 21,285,41+ 22,544,749 23,005,816 88,833,080 J:t: 
Suboidiary rental payme.tot 2,l35,9Z8 2,495,105 2,lI4,728 2,468,297 10,014,058 0 
Subeidiary mitcella.neoul ehargel-_____ 311,291 504,809 2,088,982 1,289,920 +,2ll,008 S Subaidiary preferred dividendt- 11,563,108 12,+71,451 13,120,77. 13,849,006 51,011,339 
Minority intend 5,106,315 6.152,215 6,872,744- 9,389,720 27,521,114- ~ Balan ......... d to parenl-- $10,861,605 , 7,947,824 $ 8,584,605 $ 9,380,458 $ 36,780,+92 
Other inoome§ 4,450,172 7,52+,136 1,153,196 1,607,865 26,735,369 n .... Total accrualo to parent $15,317,177 $15,471,960 $ts,731,80 1 ,16,988,323 , 63,515,861 0 ... ----- Sl:: .... Parent expemee and taxea _________ 120,294 243,123 142,237 188,72 I 694,375 .... "CI ..... Net accruaLt to parent..-- ----- ,ts,197,483 ,15,228,837 ,ts,S95,564 $16,799,602 • 62,821,486 

~ Parent interett 2,319,004- 2,605,998 2,441,306 2,411,767 9,778,075 
Balance to parent otcx:khold." $12,878,479 '12,622,839 $13,154-,258 ,14,381,835 $53,043,411 
Parent preferred dividendI 3,180,018 3,629,858 3,825,562 4,089,781 14,725,219 ~ Balance to parent common Itoc;kholdera .. _._o.o , 9,698,461 , 8,992,981 , 9,328,696 $10,298,054 $38,318,192 
Pareot cub dividendi on common ItoeL-_ 2,993,669 +,386,561 +,959,741 5,132,623 17,472,600 ~ Balance left in the busineu _. __ .. _--- $ 6,704,792 , 4,606,420 , 4,368,949 $ 5,165,431 " 20,8~5,592 
Pmnt .tock divid.nd. on common .tock ___ 905,450 309,700 1,215,150 tzl 
Balance uncapitalized - $ 5,799,342 $ 4,296,720 $ 4,368,94-9 $ 5,165,431 $19,630,4+2 

*Source: "Public: Utility Securities," Moody'l Manual of ImJISlmmls, and aDnual reportl to stockholden. 
tlnelud .. profitt of Shalfer Oil and R.fining Company. 
tR.nt of I .... d prop.rti .. , 
§lncluding feel, trading profits) return on inveatmenu) etc. ... .... .... 
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TABLE 9-FINANCIAL STlI.UCTllaE: UNITED LICHT AND POWER COMPAN .... 
(1925-1929) 

December 31, 1924 Increase 1925 to 1929 December 31, 1929 ii:: .... 
Type of Financing Per Cent of Per Cent of Per Cent of () 

Amount Book Assets Amount Book AMe .. Amount BookA"e" ::t: .... 
Subaidiary bond. S 33,340,300 39.2 $190,319,397 46.0 $223,659,697 4U ~ Subtidiary preferred .tock __ .. ______ 10,594,146 12.5 54,040,225 13.1 64,634,371 13.0 
Subsidiary common 164,758 0.2 31,648,943 7.6 31,813,701 6.4- b:I ...... Parent debt ______________ 10,500,000 12.3 39,920,100 9.6 50,420,100 10.1 

~ -Parent preferred .tock--________ . 14,555,000 17.1 45,445,000 11.0 60,000,000 12.0 ... 
co Pannt common A .tock~. __ ~_. __ ··· 2,925,500 3.4 5,958,540 I .• 8,884,040 1.8 ...... Pa.teot common B .tock. __________ 1,800,000 2.1 2,440,000 0.6 4,240,000 0.8 

Cottaolidated IUrplUl attributable to parent C"I> en 
company .. -~-"----------- 1,135,442 1.3 24,379,440 5.9 25,514,882 5.1 

~ Parent teMtvel ______________ 390,682 O.s 7,549,639 1.8 7,940,321 1.6 BoIanc:et __ . ____ . _____ -. 9,671,841 11.4 12,172,475 3.0 21,850,316 4.4 c::: 
T.",l book .... ,, ___ . ______ . ___ $ 85,O~3,669t 100.0 HI3,813,759 100.0 $498,957,428 100.0 ~ 

.Source: "Public Utility Securitiea," MoodYI Manual of /IJ'UlIltiunh, and annual report to atockholder •. en 
tInduding purchue money obligations, payables, aecruall, and minority intere.t in .urplus. 
;Exc1uding book auetl of Continental Gas and Electl"ic Company acquired in November, 1924. 



TABLE lo--8TAT'EMEHT OF INCOME DISTJUBUTION : UNITED LICHT AND POWER CoMPANY* 
(1925-1929) 

Five-Year 
Distribution of Income 1925 1926 1927 1928 1929 Total 

Subiidiaty earningt __ $14,183,331 $14,579,663 $17,148,962 $24,907,157 $34,776,250 
::a 

$105,595,363 0 
Interest on .ub.idiary debt 5,064,883 5,46+,604 5,999,061 10,087,444 12,386,611 39,002,603 t"' 
Dividend. on .ublidiary preferred 

~ ttocka and minority interettt_ 2,938,721 3,444.1SS 3,945,374 5,934,702 9,208,339 25,471,291 
Balance accrued to pa.renL $ 6,179,727 $ 5,670,904 $ 7,204,527 $ 8,885,011 $13,181,300 $ +1,121,469 ~ 
Parent company other incomet __ 2,263,605 1,451,067 2,442,636 219,421 182,682 6,559,411 

~ ,....., Total accrued to parent. ____ $ 8,4+3,332 $ 7,121,971 $ 9,647,163 $ 9,104,432 $13,363,982 $ 47,680,880 -Intere.t on parent debt- 2,861,894 3,546,816 3,589,499 3,251,271 3,026,977 16,276,457 .... 
-D Balance to parent ttockholdetl __ $ 5,lSl,H8 $ 3,S7S,155 $ 6,057,664 $ 5,853,161 $10,337,005 $ 31,404,423 ...... 

~ Dividend. on par~nt preferred Itock 1,211,660 1,329,531 1,348,365 1,350,739 2,469,505 7,709,800 
Balance to parent coJil.tnon 

Itockboldcn ------ $ 4,369,778 $ 2,245,624- $ 4,709,299 $ 4,502,422 $ 7,867,500 $ 23,694,623 

~ 
Cuh dividend. on parent common 

ot.ck (A and B) 1,085,996 1,441,534 1,430,339 1,466,505 1,841,931 7,266,311 
Balance left in the businelll""_W ____ 

, 
$ 3,283,782 $ 804,090 $ 3,278,960 $ 3,035,917 $ 6,025,563 $ 16,428,lIZ 

Stock dividend. p.id on p .... nt ('"J 
common .tock __ ¥ _______ 739,985 299,170 ---- 1,039,155 l'=I 

Balance uncapitalized _ $ 2,543,797 $ 504,920 $ 3,278,960 $ 3,035,917 $ 6,025,563 $ 15,389,157 

·Source: ''Pl,lblic Utility SecuritielJ
n MooJ.,', MatHl4l of ItJIII"lmmll, and annual reportJ to .tockholders. 

tN.t. 
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SOURCES OF STATISTICAL DATA ApPEARING IN TEXT TABLES 

!TUDY 
PACE 

TABLE NUMBE& 

1. Relative Proportions of Parent and Subsidiary 
Company Financing (December 31,1924) __ S3 

Source: Charts 1 to It, inclusive. 

2. Relative Proportions of Parent and Subsidiary 
Company Financing Accompanying Five Years 
of ~anmon (1925-1929) 54 

Source: Chartt 1 to II, inclusive. 

3. Relative Proportions of Parent and Subsidiary 
Company Financing (December 31, 1929) 55 

Source: Charts 7 to 11, inclusive. 

4. Relation of Parent and Subsidiary Financing to 
Book Assets of the American Telephone and 
Telegraph Company (December 31, 1929) __ 62 

Sourte: Derived from Condensed l!alantt Sh .... in Bell 
T~_ S.curi:iu, '930 (American Telephone 
and Telegraph Company), page. 15 to 21. 

5. Convemon Schedule for Bonds and Stocks of the 
Associated Gas and Electric Company 64 

Source: C_cial _ FirumcW Clwonkk, 125 (August 
13, (921), 9-10. 

6. Securities Issued by Five Public Utility Holding 
Company Systems during 1931 68 

Source: "Monthly Summaries of New Capital Flotatio~» 
C-..-cial _ F~l Chr.""'I.. 

7. Progress in Changing the Financial Plan of the 
Associated Gas and Electric Company (1925-
1929) 72 

Source: s. o. Sean, "TAo Assodalel Pkm .j Fi"""u" 
(pamphlet reprinted from the Associated Maga-
zi .... January, 1911). 
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STUDY 
PACE 

TABLE HUMBR 

8. The Effect of Decline of Gross Revenues on Net 
Operating Income of the New York Central Rail-
way Company 82 

Source: C"",,,,.,cial aM Fjnancial C"'-kk, 133 (No
vember 28, (931),3501. 

9. Relation of Total Funded Debt to Book Assets_ 83 
Source: Charts 7 to il, inclusive. 

10. Relation of Total Limited-Dividend Stocks to 
Book Assets __________ 89 

Source: Cha.rtJ: 1 to II, inclusive. 

I I. Effect of Declining Gross Earnings on Holding 
Company Common Stock Earnings 91 

Source: Commercial aM F_ial Chronkk, 134 (Jan-
uary 9, 19(2), 319. 

12. Relation of Holding Company Residual Equities 
to Book Assets of Systems 92 

Source: Charts 7 to 11, inclusive. 

13. Losses In Aggregate Residual Equity Values 
Compared with Equity Financing, (January I, 
1928, to December 31, 1931) 96 

Source: Compiled from records of market prices and DUM-

ber of shares outstanding. 

14. Comparison of Earnings, Dividends, and Market 
Prices of Preferred and Common Stocks 106 

Source: "Public Utility Securiti..," M.oJrs M_l oj 
lrJllDlS'tMnls. 

15. Effect of Parent and Intermediate Holding Com
pany Debenture Bond Issues (1925-1929) __ 123 

Source: "Public Utility Securities." Mootlys MIlffII4l of 
InwslnumlJ, and annual .reports to atockholde1'L 

16. Convertible Bond Contracts Created by the Asso
ciated Gas and Electric Company (1925-1929)_ 126 

Source: C~blic Utility Securities," M(Jotly's M-.ul of 
lfK1#JhtU1sts. 
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TABLE 

17. Cash Dividends and Privileged Subscriptions of 
the American Telephone and Telegraph Com
pany Compared with Stock Dividends of the 

STUDY 
PACI! 

NUMBER. 

North American Company 140 
Source: 'lPublic- Utility Securities," Meetly's Mtmual 0/ 

Inwsmunts. 

18. Percentage of Operating Income Accrued to 
Parent Companies (1925-1929) 151 

Source: Appendix A, Tables 2) 4, ~ 8, and 10. 

19. Percentage of Parent Company Accrued Income 
Reinvested (1925-1929) 154 

Source: Appendix A, Tables. 2, 4, 6, S, and 10. 

20. Percentage of Reinvested Earnings Capitalized by 
Payment of Stock Dividends (1925-1929) __ 159 

Source: Appendix A, Tables 2, 4, 6, B, and 10. 

21. Percentage of Pare~t Company Accrued Income 
Converted into Corporate Il1Ctlme&(1925-1929) 162 

Source: Appendix A, Tables 2, 4, 6, I, and 10, and "Pub-
lic Utility Securities,» MeotlYI Mannual of In
wshnnlU. 
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SOURCES OF STATISTICAL DATA USED IN THE 
CONSTRUCTION OF CHARTS 
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>CHAaT PAGE 

HUMan 

1. Corporate Organization of the American Power 
and Light Company (January, 19~6, and Decem-
ber, 1929) 15 

Sonne: "Public Utility Securities," Moodr' MatIUISl of 
IfIWStfII#Ils, and annual reports to stockholders. • 

2. Corporate Organization of the Associated <as and 
Electric Company (January, 1925, and Decem-
ber, 1929) 16 

Soun:e: "Public Utility Securlti..," Morulr' MatIUISl of 
iflWltmentsJ and annual reports to stockholders. 

3. Corporate Organization of the North American 
Company (January, 1925, and December, 1929) 17 

Source: "Public Utility Securlties," Morulrs MatIUISl of 

! Inwstme1'lts, and annual reports to atockholden. 

4. Corporate Organization of the Standard Gas and 
Electric Company (January, 1926, and Decem-
ber, 1929) 18 

Source: "Public Utility Securiti..," Moodrs MatIUISl of 
Inwst1tUtttl, and annual repOrtl to atoclcholden~ 

5. Corporate Organization of the United Light and 
Power Company (January, 1925, and December, 
1929) 19 

Source: "Public Utility Securities," Moruly's MatIUISl of 
11KJutmnJh,. and annual reports to ltockholdell. 

6. Diagrams of Holdil).g Company Management 
Rdationships 24 

Source: "Public Utility Securiti..," Morulr' Manual of 
1","Jl1lU1f1S, annual reports to stockholders, and 
management conb'actl. 

7. Financial Structure of the American Power and 
Light Company (December 31, 1925 an4 1929) 46 

Soun:e: Appendil: A, Table 1. 
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8. Financial Structure 
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1929) 

of the Associated Gas and 
(December 31,. 1924 and 

Source: Appendix A, Table 3. 
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PACE 
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48 

9. Financial StructIJte of the North American Com~ . : 
pany (December 31,1924 and 1929) 50 

Source: Appendix A, Table S. 

10. • Financial Structure of the Standard Gas and Elec,-
tric Company (December 31, 1925, and 1929)_' 51 

Source: Appendix A, Table 7. 

11. Financial Structure of the United Light and 
Power Company (December 31, 1924 and 1929) 52 

Source: Appendix A, Table 9 . 

12. Effect of Business Decline on Credit of Parent 
and Subsidiary Companies as Reflected in' Bon4 . 
Yields (1928-1931) - . 66 

Source: Bim" ".,;. Qu<>tation RICfH'.l (New 'Yorl<: Williain 
B. Dana Company). 

13. Yields of Associated Gas and Electric Company 
and Other Utility Bonds, Exclusive of Converti-
ble Issues (1923-1930) 73 

SoUl'«: ReprnduCEd from letter of Public Utilities Invest: 
ing Corporation, dated October I, 1930. 

14. Fluctuation in Market Prices of Parent Company 
Residual Securities (1928-1931) 95 

Source: B • .". ".,;. (Juotation Ruod (New Yorl<: Willi .... 
B. Dana Company), and S_.l Cortor4lio1f 
Records (New Yorl<: Standard Statistics, ~.). 

15. -Comparison of Yields on Convertible and Non-' 
convertible Bonds of the Associated Gas and Elec-
tric Company (1928-1931) 130 

SourCE: Bdnk"";' Qw/lI_ &_4 (New York: William 
B. Dan. Company). 
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