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LETTER OF TRANSMITTAL

SEcURITIES AND ExcHANGE COMMISSION,
Washington, D. C., June 26, 1939.

Sir: I have the honor to transmit herewith a Report on Invest-
ment Trusts in Great Britain which supplements the Commission’s
over-all report on its study of investment trusts and investment
companies made pursuant to Section 30 of the Public Utility Holding
Company Act of 1935. This report was prepared in London, England,
for the Commission by two economists, Dr. Thomas Balogh and Dr.
Ernest Doblin; and the material and opinions contained therein are
solely those of the authors. The Commission transmits this report,
as prepared by the authors except for typographical and other changes
of a minor nature, as a document which is relevant to its over-all
report.on investment trusts and investment companies in this country,
and as one of a series of supplemental reports to be transmitted to the
Congress by the Commission on special phases of its study.

Part One, Part Two, and Chapter I and all but one section of
Chapter II of Part Three of the over-all report have heretofore been
transmitted by the Commission to the Congress. Part One, which
was transmitted by the Commission to the Seventy-fifth Congress on
June 10, 1938, consists of a discussion of the nature, classification, and
origins of investment trusts and investment companies, and has been
printed as House Document No. 707, Seventy-fifth Congress. Part
Two, the transmission of which to the Seventy-sixth Congress was
completed on March 10, 1939, consists of a statistical survey of invest-
ment trusts and investment companies, and has been ordered printed
as House Document No. 70, Seventy-sixth Congress. Part Three, of
which the most recent section was transmitted to the Seventy-sixth
Congress on June 14, 1939, deals with the abuses and deficiences in
the organization and operation of investment trusts and investment
companies, and has been ordered printed as House Document No. 279,
Seventy-sixth Congress.

By direction of the Commission.

JEroME N. Frank, Chairman.
The PRESIDENT OF THE SENATE. :
The SpeaRER oF THE HOUSE OF REPRESENTATIVES.

1T



o
s !

)
F Y o
s

S
i

4
5

AT o
e e o i!:b




INVESTMENT TRUSTS IN GREAT BRITAIN
PREFACE

This report on investment trusts in Great Britain was prepared in
London for the Commission by Dr. Thomas Balogh and Dr. Ernest
Doblin. It covers (1) management investment trusts, which broadly
correspond to the Commission’s category of management investment
companies proper, and (2) so-called unit trusts, which resemble in
many ways the fixed and semifixed trusts and, in certain respects, the
open-end investment companies in the United States. The report
does not include the British finance companies, which have some of
the aspects of certain types of investment-holding companies in this
country. In general, the material in the report does not relate to
the period after the autumn of 1936, although in certain instances the
authors have referred to later developments.

The Commission submits this report as prepared by the authors
except for typographical and other changes of a minor nature; and
any facts cited or any opinions expressed in the report are therefore
solely those of the authors.

Thomas Balogh, Ph. D. (Econ.) is honorary lecturer at University
College, London, and engaged in economic research in London, and
was for a number of years economist with one of the larger investment
banking and brokerage houses in that city.

Ernest Doblin, Ph. D. (Econ.) is the author of various books and
articles on the problems of monopoly, international finance, and
British economic problems. He was formerly assistant at the Insti-
tute for Research in Monetary Economics (Berlin), and research
assistant at the London School of Economics.
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CHAPTER 1

THE DEVELOPMENT OF MANAGEMENT INVESTMENT COMPANIES
IN GREAT BRITAIN!

1. SUMMARY

It is not quite certain when the first British investment trust was
created. The year 1863 is often mentioned as the starting point of
the movement because the International Finance Society was organ-
ized in that year with the financial assistance of the Credit Mobilier
of Paris. While the International Finance Society became an in-
vestment trust only in the later stages of its development, the Foreign
and Colonial Government Trust, organized in 1868, adopted from the
beginning the policy of spreading investment risks over a great num-
ber of securities and to that extent may be regarded as the first
investment trust in Great Britain. There is no doubt, however,
that the institution of investment trusts gained a solid footing in
the 70’s, when about 50 companies were organized for the purpose of
diversified investment in securities. Quite a number of reasons have
been given for the sudden growth of this new form of investing capital
at just this moment: increasing distribution of wealth; the tendency
of the average British capitalist not to invest his whole property in
his business, but to keep a certain portion in reserve; the legal sys-
tem and the institution of the “limited” company; an active Stock
Exchange, and, in consequence of the low yield on British Govern-
mental and other domestic gilt-edged securities, a special interest for
foreign investments. It was especially this last point which made
the investment trust, expert in the markets for foreign securities from
the beginning of its existence, an important factor in the British
capital market.

The organization of new investment trusts has been confined to a
considerable degree to three rather short periods. Although it is
true that from the beginning of the 80’s scarcely a year elapsed with-
out a new investment trust being created, nearly 70 percent of the
total of all management investment trusts now in existence were
founded either in 1887-90, or in 1909-14, or in 1927-29. All these
were years either of the later phases of business recovery or of boom.
(Practically all fixed trusts have been organized since 1932, i. e.,
during the current recovery.)

The close relation between the organization of new investment
trusts and the course of the business cycle in Great Britain is graph-
ically brought out in Table 1. (An index of the volume of production
of capital goods has been used to represent cyeclical fluctuations in
business.) It will be seen that during the 50 years covered by the
table there has been a marked parallelism between the course of the
business cycle and the intensity of the formation of new investment

1 This report is based primarily on the original balance sheets of British investment trusts and informa-

tion collected in London. The investment trust supplements of The Economist and Dr. Hanns Linhardt’s
book, Die Britischen Investment Trusts, Berlin (1935), furnished valuable material for the study.
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2 INVESTMENT TRUSTS AND INVESTMENT COMPANIES

trusts. Years with a large number of investment trust organizations
are almost always years in which the index of business is at or near
a peak. Every period of prosperity in business has been accom-
panied by a wave of new investment trusts.

The first period, 1887-90, constituted an upward break in the long
depression which prevailed during the last third of the nineteenth
century. At that time an added incentive was furnished to the
development of investment trusts by the Goschen conversion of the
3 percent Consols into 2% percent in 1888-89 which seemed to make
a switch to investments with higher yields advisable to some groups
of capitalists. Since investment trust debentures and preference
shares then offered a yield of about 4 percent, they assumed increas-
ing importance, although largely unknown before, and in 1889-90
accounted for one-seventh of total issues on the London market. In
1890, however, the difficulties of the private banking firm of Baring
Brothers marked the beginning of a prolonged economic depression
in Great Britain, which was accompanied by a shrinkage of the
demand for investment trust shares and debentures. Table 2 indi-
cates that a total of about £75,000,000 ($365,000,000)—then a very
considerable sum—was raised by investment trusts during this first
period of active and extensive distribution:

TABLE 1.—Investment trust share prices, formation of new investment trusts, indus-
trial share prices, and production

A. Index of | B. Indexof | C. Produc- Dt'igf]eg}sigf"
Year investment | British in- | tion index SEstment
trust ordi- | dustrial or- (capital Srstsiinoxe
nary shares |dinary shares goods) istence, 1935
91.8 85.2 52.0 5
100.0 87.9 57.2 9
100. 1 99.8 62.0 14
100.0 100.0 60.9 4
71.5 97.9 59.4 1
70.0 96.7 57.3 1
56.8 97.7 55.0 2
45.5 101.0 50,98 |[a2a A K STl s
51.5 111.5 60.7 1
48.0 134.5 g}
47.3 148.9 3
50.7 148.1 2
55.0 152.0 2
52.0 150.1 1
55.5 142.3 i
59.9 139.7 3
61.0 136.4 1
59.7 128.6 1
76.1 136.4 1
80.2 138.4 1
78.1 135.9 3
79.5 127.7 2
84.1 127.2 5
90.0 138.1 7
99.0 144.6 3
100. 2 144.4 4
111.0 142.5 a4
109.0 140. 4 cL
67.9 143
71.6 152
70.5 17
79.9 205
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TABLE 1.—Invesiment irust share prices, formation of new invesiment trusts, indus-
trial share prices, and production—Continued

A. Indexof | B. Indexof | C. Produc- | D; Registra-

s itish i Ao tion of in-
oo il | Bl | Goaliaes | Shn st
nary shares |dinary shares| goods) is,tt%i:énﬁ?é
86.1 241 (8o I AU e O
87.4 242 D08 ke Ll e L
82.1 165 707 e
88.4 188 72.5 2
114.8 231 88.8 2
124.0 228 04.4 11
147.9 252 89.0 7
165.7 266 66. 4 11
181.0 288 106. 1 15
213.2 329 98.0 24
191 323 113.4 15
161 201 103.8 3
133 203 86.4 2
118 191
108 240
115 280
127 313

Sources for the various columns are as follows:

A. 1887-1928, own index; 1929-35, actuaries index. i

B. London & Cambridge Index (London and Cambridge Economic Service Special Memorandum
No. 47.—An index number of securities).

C. 27 industries, Weltwirtschaftliches Archiv, 1934.

D. The Economist.

TABLE 2.—New capital issues in London °, 1887-92

[In millions of pounds]

Investment

Year Total issues triets

poR B0

WO OO Wou

a The Economist Supplement, Commercial History and Review of 1893, Feb. 17, 1894, p. €.

The second period of active investment trust promotion likewise
took placé during the ascending part of a business cycle. After the
adjustments following the collapse of extensive copper speculation in
1907, and widespread strikes and lock-outs in 1908, revival started in
1909 and ushered in a period of rising stock exchange wvalues and
general prosperity. One of the chief activities of the British invest-
ment trusts at that time was the purchase of North American stocks,
especially railway securities. This period was brought to an end by
the Great War.

The last promotion of management investment trusts began shortly
after the war. Between 1922 and 1931 no less than 95 investment
trusts were created—>54 in the years 1927-29—partly by way of
“second”” and ““third”’ companies formed to supplement old-established
trusts and partly in the form of new organizations, often with the



4 INVESTMENT TRUSTS AND INVESTMENT COMPANIES

participation of the private banks, which had previously shown little
interest in this field. The capital raised from 1923 to 1931 can be
estimated at about £120 million.? Since the capital of all invest-
ment trusts at the beginning of that period totaled from £150 to £160
million, the capital invested in investment trust securities increased
by about 75 to 80 percent during this period.

Improving business activity since 1933 has not witnessed a fresh
tendency toward the creation of management investment trusts for
depreciation in the market value of the existing trusts’ portfolio and
the loss of income have greatly delayved the recovery of investment
trust dividends and share prices. Only two investment trusts,
properly so-called, have been formed in the recent period of market
activity. In July 1935, the Cables Investment Trust was organized
in order to acquire investments in Cable and Wireless (Holding),
Ltd., for £7,000,000, the proceeds being used to repay a part of the
preference stocks of that company. Some £3,000,000 redeecmable
debenture stock and £2,000,000 preference shares were issued to the
public, while £2,000,000 common shares were subscribed by the parent
company. There were, therefore, special circumstances in the forma-
tion of this trust. The other new management trust, the Green Friars
Investment Co. (registered December 1935) was a subsidiary of the
Witan Investment Co., and had a capitalization of £750,000 in com-
mon shares only.

The interest of the investing public and of promoters has been
centered almost exclusively on the fixed and flexible unit trusts,
which had a forgotten predecessor in London 60 years ago. The
fixed trust was first introduced in 1931, in imitation of American
practice. Neither in the total number nor in the extent of its con-
trolled resources has the fixed trust movement attained the dimen-
sions of the investment trust companies. As of July 1936 there
were more than 70 unit trusts in existence whose sales have been
estimated at about one-fifth of the total investments of the manage-
ment trusts.

The movement up to now has gone through only one period of
general recovery and more or less uninterrupted rise of stock ex-
change values. It is, therefore, at the present time impossible to
pass judgment on the behavior of the English unit trusts in the
course of a full cycle. The first fixed trust was launched in 1931 about
one year after the subunits of some American trusts were placed in
London. It was not before the middle of 1933 that the strong psycho-
logical resistance against this new type of securities was overcome.
The number of registrations of unit trusts rose from 1 in 1931 to 2
and 5 in 1932 and 1933 and then jumped to 24 in 1934, decreased to
21 in 1935 and to 17 in 1936. Of the 72 unit trusts in existence at the
middle of .1937, 39 are rigidly fixed, 12 are fixed with flexible provi-
sions, and 21 are practically management trusts very similar to the
American open-end management companies.

The amount of unit trust sales can only be estimated, for sales
data are generally regarded as secret, although the National Group,
apparently the largest concern which has sponsored almost a dozen
unit trusts, claimed, at the end of 1935, sales of over £16,000,000 and
55,000 unit holders on its books. An estimate of The Kconomist,

2 £85,000,000 for 1923-28 according to statistics of The Economist for January 5, 1929, p. 25, and about
£35,000,000 for 1922 and 1920-31.
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based on information from all but one group, suggested a figure of
net sales of £45,800,000 at the end of 1935 compared with £20,750,000
a year earlier. An estimate of £50,000,000 for the spring of 1936
was confirmed by the Board of Trade Committee’s Report and in
February 1937 the total sales were estimated by The Economist at
£71 millions.

The most remarkable change in the structure of the unit trusts
since their introduction in 1931 has been the growing tendency to
“flexibility.” The first trusts (whose pattern was borrowed from the
United States) were ‘“fixed” in the full sense of the word and repre-
sented a reaction against the experience of unfortunate or mismanaged
investment trusts of the management type. As the movement
developed the emphasis on the advantages of rigid portfolios became
smaller. Now the movement has made a full circle. Almost all
trusts formed since 1935 are of the fully flexible type.

Very roughly, five steps can be distinguished 1n this development
to more or less complete flexibility. The first was rigid fixity, moder-
ated only by the possibility of eliminating individual securities in cases
of emergency. The second step consisted in giving power to the
‘managers to reinvest the proceeds of these eliminations in other secur-
ities. This was followed in the third step by the managed trust of
the unit type, where managers were free to choose the investments
from a predetermined permitted list. Later trusts, as a fourth step,
allowed the managers to add a certain percentage of new companies
‘per annum to the original permitted list. Finally, almost complete
liberty from restrictions was provided making the permitted list
very broad and, in addition, giving the power to invest, under certain
conditions, in securities not on the list.

In 1937 the unit trust movement entered a new phase which, if
.continued would be the final one. Beginning in June 1937 a few
unit trusts—five until the end of October *—offered to their subunit
holders the opportunity to convert their certificates into shares of
newly formed management investment trusts of the ordinary limited
liability types.* It appears that, roughly speaking, about one-half of
the subunit holders have exercised the option of conversion offered to .
them.

The fixed trust management groups retain an interest in the fortunes
of the managed companies, since they provide secretarial services and
carry out transactions in securities on the instructions of the new
investment trust boards. They make indirectly available the pro-
portion of the original loading charge applicable to the subunits
which have been converted towards the management expenses of
the new trust companies. The personnel of the new trust companies
is to some extent drawn from existing ﬁgures in the investment trust
movement. Although this new feature in the unit trust movement
has not as yet reached more than an experimental stage, the impression
is growing that more of the unit trusts of the old fixed type may take
an opportunity in the future to offer similar conversion opportunities
to their subunit holders.

" 3The series of unit trust certificates for which such offers of conversion have been made are: British
gelﬁxe);rz Fixed Trust, Series A, Series B, Cumulative Series and Comprehensive Series; National Trust,

4 A similar tendency—conversion of fixed trust certificates into shares of open-end management investment
companies—has been observed in the United States since about 1932.



6 INVESTMENT TRUSTS AND INVESTMENT COMPANIES

2. THE EARLY HISTORY OF BRITISH INVESTMENT TRUSTS

The first period of the investment trust movement—the late
eighties—was, on the whole, unsuccessful in showing the wisdom of
creating investment institutions with the purpose of earning a rela-
tively high return on capital while spreading risks through geographi-
cal and individual diversification on a wide range of securities. Nearly
all the mistakes which could have been made were, in fact, exemplified
during that period.

Portfolios were purchased at high prices. Of the £65,000,000 of
stocks and debentures issued by investment trusts between 1887 and
1890, more than £50,000,000 were offered in 1889-90, when stock
exchange quotations were near their peak.s New issues "found a very
favorable market, and the rapid advance in prices, even before the
collapse, made it impossible to obtain a yield of over 3)% percent.
Some newly created trusts found it difficult in 1888-89 to find suitable
investments at all. On the whole, the list of eligible securities was so
small that speculative over-valuation was further exaggerated by the
purchase for account of investment trusts. The limitation of the
choice of securities, however, was due less to an actual lack of oppor-
tunities than to personal factors. The same persons reappeared on the
boards of a large number of new trusts, and tended to direct their
investments into much the same channels in every case. The low
level of prevailing yields tempted the managements to acquire a
certain percentage of decidedly risky securities, not quoted on an
exchange and without a market in time of danger Most of the
trusts further endeavored to offset a decline in earnings from dividends
and interest by participating in outside banking and underwriting
operations.

The dangers were aggravated by the limitations of the investments
of certain trusts to small issues of securities in one or a few industries
which did not allow them to distribute the risk sufficiently. Even
before the general crash, heavy losses were revealed in some trusts
specializing in railway investments.

The institution of “founders’ shares’’—a practice not restricted to
investment trusts—tended to direct directors’ policy in directions
often not compatible with the interest of the majority of share
holders. ‘“Founders’ shares’ usually had a claim on a high percentage
of the earnings after deduction of a certain minimum dividend on the
paid-in capital. The directors, being mostly identical with the found-
ers, therefore, had every mducement to leave a large part of the regular
shares only partly paid since such policy often increased the profit
accruing to the founders’ shares. A contemporary list of sixteen
prominent companies shows that of an ordinary issued capital of
£13,800,000 only £4,000,000 was paid up. The trust managers also
tried to obtain excessive earnlnos n a single year, even at the risk of
disproportionately small proﬁts in the next year, since such surplus in
the ‘‘good” year went to the founders, while the subsequent deficit
and loss had to be borne by the remaining shareholders. ~An example
of the results of the tremendous leverage inherent in founders’ shares is
provided by the Debenture Corporation where at one time £200 of
founders’ shares had a market value of £300,000.

5 An unweighted price index of 7 important securities shows the following values for the years 1887-93

(1886=100): 98, 101, 107, 101, 96, 91, 81. Securities included: Bank of Encland common; Great Western
Railway common; Central Pamﬁc, Canadian Pacific bonds; Portuguese 3’s; Argentine 5’s; Chile 414’s.
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Activities in fields other than long-term investment proved costly.
The increasing business activity of the late 1880’s was accompanied by
large profits from new flotations. Some investment trusts were, as
was said in those days, ‘“practically promoting and underwriting
agencies in disguise.” No income accounts were published, from
which the distribution of receipts from different sources can be
deduced, but it was known that promoting and underwriting were-
much the most profitable activities of many trusts.® It may be
added that underwriting was a more or less irregular business without
firm legal sanction up to the end of the century, and the rate of profit
was correspondingly high. After the Baring crash, these profits
ceased, but the companies were burdened with the nonmarketable
securities they had to take up in ventures which did not appeal to
security buyers.

3. FROM THE BARING CRASH TO THE WORLD WAR

It is largely due to the lessons learned from the losses of the nineties
that, right up to the outbreak of war, no similar collapse occurred.
The crisis of 1907-8 cannot be compared in the intensity of its effects
on investment trusts with the Baring crisis. One of the chief reasons
for the relative stability of investment trusts is that in the meantime
a fairly clear separation had occurred between investment trusts, on
the one hand, and financial companies which develop new industries or
firms by taking over their issues and nursing them pending their
absorption by the market. Further, the financial situation of the
foreign countries in which British investment trusts had heavy
investments—the United States, the British Dominions, and South
America—had made great progress since the eighties. The crisis of
1907 therefore produced no serious difficulties for the trusts and the
war alone interrupted their progress. Even during the war they
suffered far less than in the eighties, though in its first year most
companies reduced their dividends. The most interesting wartime
feature was the change which occurred in the distribution of invest-
ments. Inorder to support the sterling exchange, the British Treasury
mobilized large amounts of American and other foreign securities, of
which the investment trusts were large holders. In part, these
securities were lent on special terms, which increased the income of the
investment trusts; a more substantial portion was purchased outright
by the Government. The trusts were consequently in a position to
reinvest in a time of relatively low prices for domestic securities and to
switch from American stocks, which included a number of nondividend
payers, to investments giving a higher yield.

4. THE POST-WAR PERIOD

The post-war period in Great Britain was, in general, one of pro-
longed stagnation (Table 3) with a limited amount of recovery in
1927-29 and a stronger upward movement from 1933. In addition
to the promotion of new investment trusts on a considerable scale
during the twenties, the issued capital of the existing companies in-

6 See The Economist, August 9, 1890, p. 1,016,

159824—30—2
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creased rapidly. As a result of this development the total capital
placed in investment trusts moved sharply upward, most of the
increase taking the form of common shares. There was also an
appreciation in the book value of investments in all trusts—an in-
crease of more than 60 percent between 1923 and 1928. This increase
was accompanied by a change in the regional distribution of invest-
ment, which became directed to the European continent. Both the
expansion of capitalization during this period and the direction which
it took have been shown by subsequent events to have been unfortunate.

TaBLE 3.—Investment trust issues in London, 1923-28

[In thousands of pounds]

1923 1924 1925 1926 1927 1928

‘Common shares_.. 3,651 | 8,294 | 7,808 | 14,237 | 12,142 | 23,276

Preference shares _ ol 17 20 | 1,669 771 1,014 2,284
Debentures......_ 2 962 — | 1,322 302 | 1,793 5, 890
S0 talt e S e P R I B T S 4,630 | 8,314 | 10,799 | 15,310 | 14,949 | 31,450

Data compiled from The Economist, Jan. 5, 1929, p. 25. For the total amount in investment trust issues
from 1922 to 1931, see note @ to Table 2.

The management investment trusts passed through this latest crisis
in their history with heavy capital losses and extensive reduction in
dividends. In only a few cases, however, was reorganization, and in
not a single case was liquidation, found necessary or advisable. The
Midland Caledonian Investment Trust was compelled to reduce its
capital to write off a loss of £400,000 on realization account. The
Clyde and Mersey Trust, under the pressure of unusually high bank
debts, underwent a reorganization in 1934, after having ceased
preference dividend payments in 1931. Several other companies
suffered heavy losses on the sales of securities; the Independent In-
vestment, e. g., which set out to take advantage of changes in monetary
and investment conditions over the world, and to benefit from rising
American security prices, was seriously affected by the Wall Street
collapse in 1929 and the devaluation of the dollar in 1933.

An idea of the extent to which individual trusts were affected by
the difficulties of this period may be obtained by considering the
extent to which common dividends were passed in 1933, the worst
year (Table 4). In that year only seven pre-war trusts, holding not
more than 3 percent of the value of the total investments in the group,
had to pass the dividend on their common shares. Among the post-
war companies, however, the proportion of companies without divi-
dends was well over one-third, representing about 40 percent of their
total resources. Those companies which had been organized at the
end of the boom suffered most; 17 of the 25 firms registered in 1928
and 9 of the 15 registered in 1929 did not earn enough to pay common
dividends in 1933. The weakness of the younger trusts was due
nlllainlg to the high prices at which their investments had been pur-
chased.
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;5. THE PERFORMANCE OF BRITISH MANAGEMENT INVESTMENT
TRUSTS

The claim of the investment trusts to have administered the na-
tional savings in better and more secure fashion than the average
investor over a long period does not seem to be fully justified by the
facts. Neither the course of profits, nor the movement of capital
values, affords conclusive evidence in favor of the investment trusts.

(a) Earnings.—Table 5 compares the trend of earnings of British
industrial and mercantile corporations during the period from 1913 to
1935 with that of British investment trusts based on the annual net
profits of all companies’ balance sheets published in the first quarter
of each year as recorded in the statistics of The Economist.

TaBLE 4.—Nondividend-paying investment trusts, 1933 &

Toga] Tot?lxl book

Num- | number of o value of

ber companies Book value companies
in group in group

( Millions of | (Millions of
pounds) pounds)

Praswaringlsh brusts L Ser 0 SRt Aed iV ol EIL e 4 58 3.6 127.0
Pro-war Scotbish trusts. LT et oTe T e T s 3 36 2.7 815
Post-war English trusts. o/ - F o us i o ngr o 26 65 24.8 76.5
Post-war SeotviShitiusts. & er ol o s e LS 24 38 27.5 47.3

@ Data compiled from The Economist Investment Trust Supplement, Dec. 1, 1934, pp. 18-23.

Investment trust earnings are for obvious reasons affected by the
up and downward movement of the business cycle, although a time
lag of one year or more of investment trust earnings behind industrial
earnings is usual. In the rather short crisis of 1921, however, trusts
and industrial concerns showed decreasing profits durlng the same
year. The losses of industrial and mercantile companies were far
larger than the reduction in the earnings of investment trusts but were
compensated by the following year’s recovery. Investment trusts
were unaffected by the fall in profits in industrials in 1926, the year
of the general strike. In the whole predepression period (1922-29)
the trend of profits was more favorable for investment trusts than
for British industrial or mercantile corporations. During the depres-
sion period from 1930 to 1933, however, the relationship was reversed.
From 1931 onward the percentage decline in investment trust earnings
exceeded the corresponding percentage for general industrial concerns
in the preceding year, i. e., after making rough allowances for the time
lag. The trusts have participated only slowly in the improvement in
earnings since 1933.

Divided into four stages, the comparative development of earnings
shows the following features: From the outbreak of the war up to
1925 the profits rose for the industrial concerns 168 percent; for the
trusts only 51 percent. The next period (1925-29) brought some
compensation for the trusts with an increase in the earnings of 55
percent against 14 percent in the industrial group. From the peak of
the boom to the bottom of the crisis (1932) the trusts’ profits fell 33
percent; industrial profits 26 percent. In the recovery (1932-35)
the industrial concerns regained 39 percent, the trusts, however,
only 7 percent.
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TABLE 5.—British corporation profits, 1914-35

[Amounts in millions of pounds]

Industré:?)lr;iggnlixégrcantﬂe Investment trusts o Chamlgiggl&l; Iztoﬁts
Number
ki Number Profits |°f mvetst- Profits Ind;str fal | 1 vestment
of com- | Profits |previous | Yoot | Profits | previous | #0C R | trust
panies ¢ year e year | . mpanies | COMpanies
panies »
254 18.8 18.2 39 2.35 2.22 103 106
245 21.5 17.8 41 2.01 2.27 132 95
227 21.7 19.2 36 1.89 1.92 150 94
320 26.1 26.3 27 1.25 1.25 149 94
407 33.8 30.1 29 1.52 1.51 167 95
469 42.4 34.1 31 1.58 1.49 207 100
378 41.6 40.3 34 1.75 1.57 214 112
408 25.3 45.7 34 1.49 1.62 148 103
374 38.7 72.0 31 1.55 1.47 212 108
386 38.4 35.3 33 2.13 1.86 230 124
391 42.9 39.4 34 2.41 2.19 250 136
424 49.1 45.7 36 2.60 2.34 268 161
483 49.3 51.8 37 2.98 2.66 256 168
463 58.2 50. 5 41 3.52 3.10 294 190
386 3.1 33.2 26 1.99 1.81 302 209
456 55.1 56. 5 60 4.95 4.42 306 234
526 62.4 70. 6 70 5.32 5.21 274 238
486 49.9 58.2 62 4.39 5.17 244 207
500 48.4 52.6 62 3.67 4.51 226 176
478 52.5 49.1 69 3.28 3.78 241 155
522 64. 1 55.8 70 3.00 2.79 277 166
569 75.7 66.8 72 3.47 3.07 314 188

s Including some financial trusts.

b As the number of companies varies from year to year, each profit figure is compared with the profit of
the same companies in the preceding year; the chained percentages of the annual increase and decrease in
the profits of identical companies give a fair picture of the development of profits during the last quarter of a

century.
¢ Companies reporting in first quarter of following year. Data compiled from material given in The
Economist in the first quarter of each year during the period 1914-35.

Secondly, the claim of steadier income, so far as it was justified,
was also offset by smaller earnings. An original investment in the
average of industrial companies producing £100 in 1913 would have
earned almost 50 percent more during the period than an investment
producing originally the same sum from investment trust securities.

(b) Stock prices—It is difficult owing to the lack of material on
investment trust stock prices to compare the course of prices of
investment trust shares over long periods with that of the published
indexes of general security prices. Moreover, any comparison with
an index of industrial shares (such as that published by the London
and Cambridge Economic Service) must take into account the differ-
ences between the composition of that index and the nature of invest-
ment trust portfolios with their considerable proportions of fixed
interest and foreign securities. Up to the war home industrials did
not figure largely in British investment trust portfolios, and even
today the total proportion represented by British, as opposed to
ox}rlerlseas investments, is, on the average, less than 50 percent of the
whole.
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The index of common (ordinary or deferred) stocks of investment
trusts given in Table 1 is based on a varying number of stocks 7 (be-
ginning with 7 in 1887, and including 22 stocks since 1905), the quo-
tations of which are combined as arithmetical averages. This very
simple index is intended to serve as a rough guide only.

The movement of the investment trust common stocks differs some-
what from that of the industrial common stocks. The course of the
general business cycle in Great Britain shows, after a period of moder-
ate prosperity, a panic in 1890 followed by five years of depression, and
a revival beginning in 1896, and ending in a new depression in 1902.
The next prosperity period, after 1904, was interrupted by the reper-
cussion of the American crisis of 1907 on the English economic situa-
tion. Business activity, however, increased steadily, with the excep-
tion of a recession late in 1913 and 1914, from 1909 until after the end
of the war. The post-war period was characterized by a continued
dullness after the break-down in 1920-21 and a certain revival in the
second half of the 1920’s. The crash in 1929 led, soon after the de-
parture from the gold standard, to a new period of growing prosperity.

On this background the industrial shares went through four great
cycles, the maxima being in 1890, 1899, 1920, 1928, with minor peaks
in 1906 and 1912—on the whole corresponding to the line of develop-
ment of the general business. The prices of investment trust common
stocks behaved somewtat differently. They did not follow the up-
ward movement of the industrials in the nineties owing to the above-
mentioned distrust of the public toward the trusts. From the end of
the century until the outbreak of the war they showed an appreciation.
They suffered in the war more heavily than the industrials, but on the
other hand they were scarcely affected by the first post-war crisis.
Again they lost more after the 1929 break-down and gained less in
the following revival than the industrials. The maxima of these three
great cycles in the period reviewed are in 1889, 1913, and 1928. In
comparing the two indexes it should be borne in mind, however, that
the investment trust index is based on the shares of pre-war companies
with rather high leverage, which tends to exaggerate the difference
*pr.liclé;St of British investment companies whose stocks are included in the index of investment trust security

In the

INVESTMENT TRUST (COMMON STOCK) indez

since—

American Trust Co 1887
Foreign, American and General Investment Trust Co
Foreign and Colonial Investment Trust Co.._.._..._.
Globe Telegraph & Trust Co.__.___._____
Government Stock and Other Securities Investment Co. ..
Mercantile Investment and General Trust Co
Railway Debentures and General Trust Co_.____.________.
United States and South American Investment Trust Co-.
Army and Navy Investment Trust Co.___

Investment Trust Corporation...____________ 1889
River Plate and General Investment Trust C 1890
British Steamship Investment Trust..___ 1891

Bankers Investment Trust.......________ 1891
British Investment Trust....__
Edinburgh Investment Trust..
Industrial and General Trust
London Trust Co....._.__.
Merchants Trust-......___
International Investment
Guardian Investment Trust Co.-- oo oo . 1900
Dominion Investment Co... WLl
M etrapo bt D ES 0 e I N T et 1905
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between the movement of industrial share quotations in general com--
pared with that of a group of investment trust common shares. It is.
impossible to say which investment—a theoretical “fixed trust’ con-
sisting of investment trust shares or another of industrial shares—
would have been more profitable for investors. Much depends upon
the period of comparison and the selection of the underlying shares
made. The narrow base on which the investment trust index is calcu--
lated—necessitated by the length of the period covered—indicates
that the comparison attempted here should not be pressed too far. It
affords prima facie evidence, however, in support of the view that the
claim of the British investment trusts to provide a steady appreciation
for their shareholders is not unchallengeable and that the appreciation,
when it occurred, has often been smaller than that experienced by the:
holder of British industrial shares.



CHAPTER 1I
LEGAL AND VOLUNTARY REGULATIONS
1. THE COMPANY LAW

No special legislation on investment trusts and no legal regulation
of investment trust practices exist. Investment trusts, however, have
to foilow the general rules of the company law.

The public limited company, which is compelled to publish an annual
report is the common legal form for investment trusts, although a few
financial trusts have the form of private companies. A small group of
cooperative investment trusts is registered under the Industrial
Provident Societies Acts.

The operations of each investment trust are defined by the Memo-
randum and Articles of Association adopted under the Companies Act.

The Memorandum is the legal basis of the company in its relations to
the outside world. It deals with the name of the company, the
registration, the capital, the limitation of the liability, and the objects
of the company. The description of the activities is of importance
since in English law transactions of a type not covered by the Memo-
randum are null and void. The statement affirmatively determines
what shall be the power of the company and limits and restricts the
action of the company to the powers thus conferred (except insofar as
other powers are given by statute). In order to avoid future com-
plicated changes, the objects clause in the Memorandum of investment
trusts usually covers a rather wide range of activities.

The Articles of Association contain regulations for the management
of the affairs of the company. They are controlled by and are sub-
ordinate to the Memorandum. They deal with the allotment of
shares by the directors, transfer of shares, increase in the reduction of
capital, general meetings of the directors, dividends and reserve funds,
accounts and audits, notices, winding up provisions, and so forth.

The Articles of Association of the British investment trusts are
usually very voluminous documents sometimes containing about
150 printed pages. The differences from trust to trust as to their
material content, however, are remarkably small. Most of the
articles, in particular those of the younger companies, include pro-
visions concerning the split ratio of new issued share capital (see
infra). The long-term borrowing power is generally limited to the
amount of the share capital; the maximum amount of short-term
indebtedness is also occasionally fixed by the articles. The powers of
the board of directors usually are considerable, whereas the influence
of the shareholders is restricted to the decisions on questions of vital
importance to the company (such as the balance sheet and income
accounts, payment of dividends, the election of directors, and changes
in capitalization). As a genera.l rule the directors are allowed to
transfer some of their rights to the managing directors.

British company law regulates to a considerable extent the methods
used in the issue of new capital. It requires on such occasions a very
detailed statement of the financial situation of the company, the pro-

13
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visions on this point having been made more stringent with each
revision of the company law. According to the law as it stands since
1929, the prospectus required for every public offering of securities
must state among other things the content of the Memorandum and
must contain particulars of the capital structure and voting rights,
and of the directors (names, remuneration, number of shares for
qualification, etc.), minimum subseription, addresses of vendors and
amount payable to each, underwriting commission, estimate of pre-
liminary expenses, amounts paid to promoters, all material contracts
not made in the ordinary course of the business during the last two
years, the interest of directors and promoters in promotion and
auditor’s report on the profits and dividends of the last three years.

2. REGULATIONS OF THE LONDON STOCK EXCHANGE

Independent of these requirements of the Companies Act, the Lon-
don Stock Exchange authorities set their own conditions before
granting permission to deal in an issue. Again no special provision
seems to exist with reference to investment trust securities. The
general rules were not very definite until 1931, but have been made
rather strict since then. They provide for a copy of the prospectus
and of all contracts mentioned in the prospectus, a description of the
shares and the method by which they have been or are to be issued
(for cash, to vendors, in pursuance of an option), a statement of the
number of shares for which permission to deal is now applied for,
underwriting commissions, trustee for debentures, and a list of allottees
or present holders. Regulation of investment trust practices, apart
from the correct issue of new capital, is beyond the power of the stock
exchange authorities.

3. TAXATION

Investment trusts, in general, are subject to the same taxation
obligations as all corporations. They, therefore, pay a tax of 25 per-
cent on all income, except dividends received from another corporation
subject to British income tax. Capital gains are not subject to the
tax if allotted to a capital reserve which may not be used later for the
payment of dividends but is restricted to the purpose of offsetting
past or future capital losses; if retained as general reserve, capital gains
are taxed exactly as if they were distributed, i. e., at the present time
(1937) at the rate of 25 percent. Investors receiving dividends from
investment trusts may deduct the 25 percent paid by the trust from
their personal income-tax liability.

4. INVESTMENT TRUST ASSOCIATIONS

Voluntary associations of investment trusts do not seem to be of
importance. The Association of Investment Trusts is not a cartel in
the continental sense, but a protective organization on the lines of the
Corporation of Foreign Bondholders.



CHAPTER III
SIZE AND GROUPING OF INVESTMENT TRUSTS

1. NUMBER, SIZE, AND AGE OF BRITISH MANAGEMENT
INVESTMENT TRUSTS

The number of public investment trusts, broadly so-called, is now
about 210 against about 70 at the beginning of the century and about
110 in 1920. This total includes, however, certain finance trusts and
specialized trusts operating in a narrow group of securities. If these
finance and specialized trusts are eliminated for proper comparative
purposes, the total is reduced slightly, to 199. Almost one-half—94
trusts—are of pre-war origin, and account for 58 percent of the paid-
up capital of all the trusts. The remaining 105 trusts were formed
in the post-war period, including a dozen trusts which were incorpo-
rated before 1919, but whose original activities were in a specialized
field of finance, such, e. g., as the mortgage business.

This change from a specialized finance to a general investment
business has been noticeable particularly in some Scottish trusts. On
the whole, the origins of the Scottish and English investment trusts
are somewhat different. In London, from the beginning the move-
ment was associated to some extent with the banking and stock ex-
change community, although certain accounting firms played an
important part in its development. In Scotland the promoters of
investment trusts were frequently smaller merchants and, at a later
stage, accountants and lawyers. The shareholders of Scottish trusts
are still fairly localized, and the personal ties between the trust man-
agement and the shareholders are often strongly pronounced. For
25 years from the Baring crisis to the beginning of the Great War, the
number of investment trust registrations in Scotland was larger than
in England. After the War, expansion in London made far greater
progress, so that today its predominance is attested by the existence
of 125 trusts out of the total of 199, and by the command over about
62 percent of the total capital raised by all management investment
trusts.

The usual size of an investment trust, measured by the balance
sheet total, lies between £500,000 and £3,000,000 but nearly one-third
of all trusts have total assets between £1,000,000 and £1,500,000
(Table 6).

The older companies are naturally equipped with larger funds than
the average, owing to successive capital increases. The £4,000,000
line is crossed only by pre-war trusts, except for Cables Investment
Trust, which was formed in 1935. The trusts registered in 1929-35
are almost completely concentrated in the two columns below £1.5
million, whereas the post-war generation (1919-28) on the whole is
fairly widespread over all size groups except the largest class of over
£4,000,000 total amounts.

15
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TABLE 6.—Age and size of 199 British management tnvestment trusts,® 19356

Balance sheet totals (in millions of pounds)

Registered in —
Less than 050 1.0 [ 1.0to 1.5 [ 1.5t0 2| 2t03 | 3to4 | Over4 | Total

LT e B el L e AT 14 [ 35 HE e 1 5
SR70RR M| A L T 1 1 7 3 6 Al 30
TS8Rt s i i E RS 1 3 10 2 3 2 8 29
1899-1908_ . ... .. __________ 1 4 3 5 e 18
TO0BETR A (e M T 5 6 7 3 3 31 [ 27
101928 e P WG 6 14 19 16 10 o 68
1070  Sb0. AL e Tl AT (Y 2 7 i e 1 [t 1 22

Mopalari el ek i n e b 16 35 58 29 31 15 15 199

¢ Data compiled from balance sheets.

2. INVESTMENT TRUST GROUPS

A considerable number of investment trusts are associated in groups.
This, however, does not involve dependency upon the same banking
house as sponsor or underwriter but usually takes the form of a
common or partly common management. Such groups are managed
by the same leading personalities, although their offices may vary in
different trusts; thus, the manager of one trust may be the secretary
of an associated trust. Joint management is to a certain extent
evident from the more or less similar composition of the boards of
directors in a number of all the companies. There were 452 individuals
on the boards of directors of 199 investment trusts examined, seven
of them occupying ten or more seats and 171 more occupying two to
nine seats, leaving but 275 individuals with one seat only (Table 7).

TABLE 7.—Distribution of directorates in British investment trusts, 1936

Number of directorates per
person 1 2 3 4 5 6 7 8 9 10 11 12 13 | 14
Porg0ns. T L ert e el e 275 | 75| 40| 21| 14 6 4 6 5 1 1 ik 2 2
Total number of di- ’
rectorates____.._... 275 | 150 | 120 | 84 | 70 | 36 | 28 | 48 | 45 10 11 12| 26 28

If the presence, on a board, of a director who holds a similar position
with another investment trust, were regarded as an indication of
group membership, hardly a trust could be called “independent.”
If, however, the term ‘group’ is understood to comprise only a
number of trusts with a substantially similar board, nine larger groups
can be distinguished. A tenth group may be added, under the manage-
ment of the accountant firm of Graham’s, Rintoul, Hay & Bell, of
Glasgow, where the boards of directors are composed of different
individuals. Again, another “group” under R. Fleming & Co. is
controlled, not by directorships, but through the firm acting as
secretary to the constituent trusts. Altogether these 11 groups include
100 trusts with a share and debenture capital of £180,000,000 or
about 60 percent of the whole capital invested in investment trusts.
The capital controlled by a group appears to vary from about
£9,000,000 to £25,000,000 (Table 8).
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TABLE 8.—British investment trust groups and their capital, 1935

[In millions of pounds]

Group Capital Group Capital
‘‘VISCOUNT ST. DAVIDS” GROUP ‘“ROBERT BENSON”’ GROUP—continued
City and Foreign Investment Trust, Lid_. 0.4 || Traction and General Investment Trust,
‘Consolidated Trust, Ltd... ... ________ 1.4 i 5 7 i e Gl e T ST NI 2.0
Foreign Railways Investment Trust, Charter Trust & Agency, Ltd_____________ 1.3
A e e e 3.0 || Investment Trust Corporation, Ltd____.. 7.1
‘Government & General Investment Co., Metropolitan Trust Co., Ltd_____________ 2.5
Yitd coniieasie e xS T .3 || United States and General Trust Corpora-
Government Stock and other Securities ddondatidien. 1 U S L B St 2.7
Investment Co., Ltd_________________... 2.1
International Financial Society, Ltd.._.__ 1.0 Ykt AN AR I, S50 S o 20.3
London and Overseas Investment Co., Litd._ D
National Dominion & General ___________ .3 || Robert Benson & Co., merchant bankers
New York & General Trust, Ltd_. 1.2 and investment trust managers.
Municipal Trust Co., Ltd ¥ .8
Omnium Investment Co., Ltd 2.5 ‘‘LAYTON-BENNETT’ GROUP
Premier Investment Co., Ltd___ 3.0
Second Consolidated Trust, Ltd____ ) .0 || Coldstream Investment Trust, Ltd._.____ 0.5
Union Commercial Investment Co., Ltd.. 1.1 || Pentland Investment Trust, Ltd __.______ .9
Colonial Securities Trust Co., Ltd________ .5 || London Scottish Investment Trust, Ltd__ .9
London Maritime Investment Co., Ltd___ 1.0 || English & Caledonian____________________ 29
Scottish Investment Trust Co., Ltd.___.___ 3.0
60003 47 L R S A el i ol e N S 21.1 || Second Scottish Investment Trust Co.,
A 4.4
Viscount St. Davids, director of South United States Trust Co. of Scotland, Ltd._ 1.0
American railway companies.
Total . ste v oot e omn e 11.6
‘““GRAHAM’S, RINTOUL, HAY, BELL”” GROUP
Layton-Bennett, Chiene & Tait, Edin-
Glasgow Stockholders Trust, Ltd.. & 1.4 burgh, chartered accountants.
Scottish National Trust Co., Ltd......._. 2.0
Second Scottish National Trust Co., Ltd-. L5 ““BAILLIE & GIFFORD’’ GROUP
Third Scottish National Trust, Co., Ltd_. 1500
Anglo Scottish Investment Trust, Ltd._. .. 1.0 || Scottish Mortgage and Trust Co., Ltd.._. 3.3
London and Lomond Investment Trust, Becond Scottish Mortgage and Trust Co.,
j 2 7, B S G e L AR e R O R ey L2 17 7 Gl 11T Vel om0 oo 1 e e 0 R 1.3
London & Strathelyde Trust, Ltd__._____ .9 || Edinburgh and Dundee Investment Co.,
Tl SNBSS e o i 2.4
U e Rl e e e e 9.5 || Second Edinburgh & Dundee Investment
(Bl T Do O SR P TS 13
‘“INDUSTRIAL & GENERAL GROUP Scottish Capital Investment Co., Ltd._ ... 2.0
Scottish Central Investment Trust, Ltd. . 2.0
Cedar Investment Trust, Ltd...._.______ 1.0 || Abbotts Investment Trust, Ltd._____.____. .9
Olty INational? 28 Fiie B il T S el .2 || Friars Investment Trust, Ltd...___.._.____. 1.5
Continental Union Trust Co., Ltd._____. 1.2 || Monks Investment Trust, Ltd._________.. LO
Industrial & General Trust, Ltd__________ 6.0 | —
Second Industrial Trust, Ltd__._______.___ 1274 POt I e Tt ey v D 15.7
Sphere Investment Trust, Ltd._..._____.__ 15
Trust Union, Ltd 1.3 || Baillie & Gifford, Edinburgh.
Trustees’ Corporation, Ltd.._____________ 2.8
Debenture Corporation, Ltd____~_________ 3.2 ‘‘STOCKHOLDERS"’ GROUP
Total < £ T isEs S iy e S 18.9 || Lake View Investment Trust, Ltd..___._. 1.8
Southern Stockholders Investment Trust,
A. Touche & Co., London, chartered ac- d 5 e I b Do R e e 1.5
countants. London Stockholders Investment Trust,
b e T ety f o ST E g
‘“‘ROBERT RENSON’’ GROUP Scottish Stockholders Investment Trust,
0% s Bl o R e e S T 0
English and New York Trust Co., Ltd._.. 1.4 || Stockholders Investment Trust, Ltd._____ 1.4
Merchants Trust, Ltd_ ... .__.... 3.3 || London Border & General Trust, Ltd_____ 2.4
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TABLE 8.—British tnvestment itrust groups and their capital, 1935—Continued

[In millions of pounds]

Group Capital Group Capital
“‘STOCKHOLDERS”’ GROUP—continued “‘SHEPHERD’’ GROUP
Alliance Investment Co., Ltd ...._..__.__. 1.3 || Anglo-American Debenture Corporation,
American Investment and General Trust s I e A NN e N e 2.0
Couy Libd oo 3.5 || Railway Debenture and General Trust
Foreign American and General Invest- O, Tt@idmis - SRk SRR ISP 2.6
ments Trust Co., Ltd.......... bmeocmaoes 3.5 || Railway Share Trustand Agency Co., Ltd. 2.1
Foreign and Colonial Investment Trust American Trust Co., Ltd 1.6
o iLtdnooeE o oo 3.0 || Second American Trust Co., Ltd ... 1.4
Total 20.0 Investors Mortgage Security Co., Ltd..__. 3.3
""""""""""""""""""" : Second Investors Mortgage Security Co.,
“‘SIR MILES MATTINSON"’ GROUP ¥ I o I I VTS T S R e, 0 e 2.9
Yondon and Colonial Tnvestment Gorpora- Scottish Cities Investment Trust, Ltd.... A
tion, Litd SR Tty B oRAT Theti b Wi o
London and New York Investment Cor- Total oo il
ngri:fg:s t;t;;t‘ U A A 1'2 Shepherd & Wedderbrun, Edinburgh.
Mg;car;fige Investment & General Trust o et s
fﬁ"ﬁgg’fﬁf‘i"gg:&%‘k';’I;c"' Gor| M8 | Ciydesdale Tnvestment Co., Ltd. ... 2.0
p?:;a i OI; da g 3 v 3 Second Clydesdale Investment Co., Ltd. . .9
United States and South American Invest- SR Tru.?t Copriny 3 ot
Srient TeistiCol Ttd L9 Second Caledonian Trust Co., Ltd____.__._ 1.0
ety e ool oo | Ol T Ot B i 10
’I‘rustyCo Ltd 4 Scottish Western Investment Co., Ltd.... 2.1
Tondon Ge;;eral i;\;e-s-t_u-l-e-n_t- 'I:;;I-S;,- -IR(-{" 1.1 Second Scottish Western Investment Co.,
e (N T bQisscin el t S o R TIUTA WO 2.0
(13s] o ATt et R S P S 13.4 || Third Scottish Western Investment Co.,
1 b7 I e A St R S e 1.4
Sir Miles Mattinson, K. G. London and Hollyrood Trust, Ltd._______ 2.5
o 3 London and Provinecial Trust, Ltd.. 1.4
MOODY STEWART & ROBINSON" GROUP London & Clydesdale Trust, Ltd__.______ 1.2
First Scottish American Trust Co., Ltd.-. 1.1 || Capital and National Trust, Ltd.......... Lo
8econd Scottish American Trust Co., Ltd- 1.3 || Raillway & General Investment Trust,
Third Scottish American Trust Co., Ltd.. 13 Gk S Lo
Northern American Trust Co., Ltd . ._____ 3.3 || British Steamship Investment Trust,
Gemperdown, 220 T 15| LA 4.2
British Canadian Trust, Ltd ... ..__.__.. .6 || Second British Steamship Trust, Ltd. ___. .9
i) . HEL ol SO 08 1T R b 9.1 Rotgllali oot oy 2wl 1 24.8

Moody Stewart & Robinson Dundee, con-
nected with Robert Fleming.

Brown, Fleming & Murray, chartered ac-
countants; R. Fleming & Co., merchant
bankers.

Sources: Company reports—London Stock Exchange Yearbook 1935 and Linhardt, Hanns, Die Britischen

Investment Trusts (1935), pp. 77-118.

Interconnections go still further.

First certaln connections are

found whereby some directors appear in more than one group. The
important influence of Robert Fleming & Co., in particular, is exerted
in this way, threvgh directorates in the St. Davids and Poole-Touche

groups.!

Secondly, some group directors are on the board of com-

panies outside the group. According to Linhardt, 18 individual
directors in 1928 were connected by directorates and influence on
groups with at least 90 trusts, with a total capital of almost £150,000,-

1 According to Linhardt (Die Britischen Investment Trusts (1935), p. 118) R. Fleming & Co. is estimated
to exert an influence in some form or another on companies with more than £110,000,000 total assets.
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000. Thirdly, only the big groups have been covered in this analysis.
In addition, small groups were formed by the organization of “second”
and ‘“third” trusts. For example, the British Assets Trust created
the Second British Assets Trusts, etc. From this point of view about
two-thirds of the total investment trusts’ capital seems to be organized
in a relatively small number—about two dozen—of groups. The point
must not be over-emphasized, for the degree of control within a group
is often very small.

These investment trust groups were formed by organic growth,not by
the purchase of control of existing trusts. It has proved easier to use
the same amount of money which would be necessary to purchase a
controlling interest in an investment trust in promoting a new trust,
the portfolio of which can be arranged according to the ideas of the
founders. The normal way by which a group is formed, therefore,
is successive promotion by the same founders. Often the name of
the firm indicates this process, e. g., Guardian Investment Trust,
Second Guardian, Third Guardian; 1st, 2d, 3d, Scottish American
Trust. To some extent, this process may be regarded as an increase
of capital in disguise. The Great Northern Trust (organized 1924)
established the Home & Foreign Investment Trust (1926) which two
years later started the London & Strathclyde Trust Co. and the
Anglo-Scottish Investment Trust.

Certain advantages attach to the creation of new trusts, instead
of an increase in the capital of existing trusts. For instance, the
capacity of the market for issues of an existing trust is in practice
often limited. Securities of new associated companies have a special
appeal to the investor. The regulations in the articles of association
can be varied in a new trust according to new requirements. Invest-
ment policy can also be varied to suit the general lines of the trust
group’s policy. The special interests and ideas of individual directors,
which are overlooked in one big trust, can be adopted by individual
firms in a group. At the same time larger amounts of securities than
an isolated firm would usually care to take over can be held by the
constituents of a group. Finally, the question of directors’ fees is
of some importance, for their remuneration increases automatically
with every new directorship and, therefore, contributes to some ex-
tent toward the formation of new companies.

The nucleus of the groups may be accountants or a legal firm, special-
izing in the supervision of investment trusts,? or in the business of
acting as secretaries to investment trusts.

The participation of investment banking houses in the formation of
investment trust groups is small and that of brokerage houses non-
existent. J. Henry Schroeder & Co. is interested in one or two trusts,
M. Samuel & Co. in two other trusts, Helbert Wagg & Co. in several
trusts, which do not form groups in the sense defined above.? Among
the big groups, R. Fleming & Co. and R. Benson only are directly
connected with banking. The firm of R. Fleming began the work as
issuing house before the War specializing in American railways.
In the later stages, this part of the activities was neglected in favor
of investment trust management, although some security issues are
still made.

2 Some well-known accounting firms which appear as auditors for a number of investment trusts (e. g.

Price, Waterhouse & Co., Deloitte Plender Griffiths & Co., etc.) are, of course, not associated with the
management of the trusts concerned.

3 The general outline of the relation of bankers to investment trusts is discussed in the following chapter,



CHAPTER 1V
INVESTMENT TRUSTS AND BANKS

The associations between investment trusts and banks, and bankers,
may range from the use of bank credits to the complete control of a
trust by a banker.

The amount of bank credit used by the investment trusts is usually
relatively small; the average is about 2 percent of the investments.
However, since 1931 some investment trusts have made rather greater
use of bank credit. This method of financing is not without objection,
but apart from its limited use, the recovery in security prices during
recent years would have prevented any difficulties arising from the
use of bank credit.

Some trusts, when the depression came, were burdened with bank
loans representing more than 20 percent of the balance sheet total,
e. g., British & German Trust, Kast of Scotland Trust, Edinburgh
Investment Trust, Scottish Eastern Investment Trust, Second
Caledonian Trust, Third Scottish Western Trust. The Clyde &
Mersey Investment Trust, registered in 1929 even has a bank debt
of four-fifths of the share capital. Several companies which were
reorganized after the crisis showed a very high proportion of bank
advances. Midland Caledonian Investment Trust sold securities
over a considerable period in order to reduce a bank overdraft, no
part of the balance being funded until 1934. The Second Great
Northern Investment Trust also had to sell large blocks of securities
ibn 11?33 at heavy losses in order to decrease its indebtedness to the

ank.

Usually investment trusts have only one bank connection and
scarcely ever more than three. Their bank credits are of short-term
character, at least normally. As new issues can be made only at
certain intervals, short credit may be used to take advantage of
attractive investment opportunities which would be missed if surplus.
funds had already been placed in long-term investments. The bank
loans can be repaid from the proceeds of sales of other securities
by the investment trusts or from the proceeds of a new issue of its
own securities. (The bank, of course, does not take any of the
securities which are issued in repayment of the loan.) Some trusts,
for instance the British Assets Trust, adopt this method of purchasing
new securities before issuing new capital as a regular policy. A
difference exists, however, between the older and younger trusts,
since the latter, though prepared to use more loans, have a less favor-
able credit status than the older trusts. For about one-half of the
trusts, the articles of association contain no clause limiting the raising
of short-term credits. The maximum borrowing power permitted is
usually based on a percentage of the share capital, 10 percent and
20 percent being the favorite ratios. In less frequent cases, the upper-
limit is determined by share capital, plus reserves (10 to 25 percent)

20
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or plus debentures (10 percent) or by the total amount of the
reserves, or by a fixed sum as £50,000 or £100,000. The older com-
panies do not, as a rule, impose a limit on bank loans.

In addition to normal short-term borrowings more intimate con-
nections sometimes exist between the investment trusts and other
financial institutions. ,

It is usual to contrast the British, on the one hand, and the Ameri-
can, and particularly the continental system, on the other by empha-
sizing the strict specialization in London, where most financial institu-
tions confine themselves to a limited field. The functions of the
private banker are usually two-fold, financing foreign trade and
issuing securities, mainly consisting of foreign loans. Indeed, the
complete mixture of all kinds of banking transactions, characteristic
of the Continent, is absent in Great Britain. The traditional view,
however, is too simple to be true. In reality, some merchant bankers,
in extending their interests beyond their normal domain, effectively
control certain investment trusts.

The original business of the merchant bankers suffered by the fall
in world trade and restrictions on the issue of foreign loans. Their
general influence, however, always went much further than the size
of their capital figures would indicate, partly because of their privi-
leged eligibility as directors of the Bank of England and partly by
their interest in certain investing institutions. Many merchant-
banking houses are interested in a more or less affiliated trust, which
may be willing to take over a somewhat larger proportion of any issues
which the connected banking house sponsors than might be the case
if such issues were made independently.

To get a true idea of such mutual connections it must be remembered
that the number of trusts of all types in London is somewhat larger
than the 200 concerns which have diversified portfolios. This total
does not include trusts with specialized financial activities, like issuing
securities or dealing in stocks and shares, mortgage business, etc. The
relations between private banks and such specialized financial trusts,
however, seem to be closer than for the investment trusts proper.
They do, nevertheless, exist between the banks and certain British
investment trusts, although the majority of the Scottish trusts are
independent.

The first method of elucidating such connections is by examining the
published address of the trust’s bankers. In most cases, one or
possibly two joint-stock banks are employed by the trusts. About a
dozen firms, however, have private bankers in addition, as will be
seen from the second column of the table below. A private banking
connection of this kind is not necessarily proof of control by the bank
but it does give some prima facie indication that an affiliation may
exist. The second test is the appearance of partners of a private
banking firm on the board of an investment trust. The third column
of the table below indicates the banking firms whose partners or
directors appear on the boards of any of the 200 investment trusts.
The table thus shows the trusts with banking and directorate affilia-
tions and also those trusts with directorate affiliations only. It will
be noticed that representatives of more than one banking concern are
on the board of the same investment trust company in several
instances.
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Connections between bankers and investment trusts in Great Britain @

Investment trusts Current bank connections Representation on board
Ailsa Investment Trust- - ._._.._.._.__ Morgan Grenfell & Co.._...___.
British & German Trust___.__________ Helbert Wagg & Coooomooae Helbert Wagg & Co. (twice).
City & International Trust. .. ....._..._ Erlangers, Ttd oo sote Lot Erlangers, Ltd.
Ccompass Investment Trust...... S.Japhet & Co_ .o ___________ S. Japhet & Co. (3 times).
Continental & Industrial .. _______.___ J. Henry Schroeder & Co-___... J. Henry Schroeder & Co.
QGuinness, Mahon & Co.
English & Internationad. cooeai L3 - =1 (6 Ll Ca S LR S = S J. Henry Schroeder & Co.
Dawnay Day & Co.
Ed. de Stein.
General Consolidated . ... ..._._______ Eriangers BidLLz S S0, J0n i ik Guinness, Mahon & Co.
Grange Trust Morgan Grenfell & Co.._.

Mid-European Trust Hambros:Bank measle, 1 WL - Ed. de Stein.
Dawnay Day & Co.
1928 Investment Trust_ - ... M Samuel’ & Coror T rten ot M. Samuel & Co.
1929 Investment Trust_ ... _cooocooo|ocoo- Ao TEIEES Wl 10 phn ey Do.
Helbert Wagg & Co.
Trans-Oceanic Trust Do.
Winterbottom Trust
Anglo-Celtic Trust - oo oo oo Goschen & Cunliffe.
Higginson & Co.
Becond-Anglo-Celtic Frust-_ o oilibiior Jie ot so i b duni e o dei s ol oo Goschen & Cunliffe.
Higginson & Co.
Hexnbros Trusti S peuh 200 1 o2 et e Hambros Bank.

S. Japhet & Co.
Robert Benson & Co.

Charter Trust & Agency

T R e 1 0 o e e R R T SE S (S 0 M PR Bt i - O M GRSV T o e S. Japhet & Co.

Mercantile Investment & Generalte s | e e oii oo o e S N Lazard Bros. & Co.

Second Mercantile Investment & Gen- |_ . oooaoooooo.. Do.

eral.

Hellenlo'&HiG enerals L E-LuEs & o SO S IO e R T o ea ST Sl g Helbert Wagg & Co.
Erlangers, Ltd.

Independent . - by ) LS PP IR A s s LR Helbert Wagg & Co.
0. T. Falk.

$ 5{03 9101110 D03 (e (s dn it Nt gl | et S S o E deie e . Sy i Helbert Wagg & Co.

British 'Combined Fuwvestors. 2 £ a0 =il s s Tt T Do.

Investment Trust:Corporation-2--- ol ot o o lL lelen 30 .- | Higginson & Co. (twice).

Robert Benson & Co.
Higginson & Co.

General & Commercial

London & Provineial . _______________ Do.

St. Andrew Trust Do.

Lonabnidc Holyroode-" = B s o % @ MM AL So O e St st g el L T e M. Samuel & Co.
SterhngiMRnugt. s S i 2 L s L S B AR TR L e o Erlangers, Ltd.

City & International . _______ o ___|ocooo... .| Erlangers, Ltd. (3 times).
London Scottish American.__________. il --| Brown, Shipley & Co.
Second London Scottish American.____ Do.

Merchant Trust___._.._.... et b, bl e r U W . 1S S0 Robert Benson & Co.
GreatsNorthern Investiment Tristel.. Jlac o8 oo o Crt s el ct Do

s Information secured from annual reports.

There appear to be about 35 trusts with banking connections,
usually evidenced by directors. The special position of the banking
firm of R. Fleming & Co., which is associated with a further dozen
companies by secretaryship, was discussed in Chapter ITI. In about
50 instances (the Fleming concerns included), some 16 investment-
banking houses appear to be associated, among them several leading
London issuing houses. The 50 trusts have about one-quarter of the
total book assets of the 200 trusts examined. Excluding the Fleming
trusts the proportion of trusts with investment banking relationships
amounts to about 20 percent of the number and about 20 percent of
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Further connections may exist,

Such

the assets of all investment trusts.
for the list is representative; rather selective than inclusive.
connections, however, are not ascertainable by this method.

No statistics are available concerning those trusts which have a
specialized financial business. The frontiers here are very vague.
Their connections with bankers are probably more intimate, and the
companies themselves are sometimes little more than issuing and
underwriting institutions working on behalf of the banker.

The next table, in the first part, shows the links between banking
houses listed in “Bankers Almanac” and, in the second part, of other
banking and financial concerns and the boards of investment and
financial trusts. It includes all the cases shown in the previous
table. Mere representation on the board of directors must not be
regarded as a proof of control of the trusts. It must be assumed,
however, that banking interest, if not actual control, exists over a
fairly large field in the trust movement. Hardly any private bank
lacks some connection with an investment trust. In the aggregate
about 20 banking firms have representatives on the board of more
than 60 investment trusts (excluding R. Fleming & Co., about 50
trusts). In about a dozen instances banking firms are represented
by two directors in the same trust, two instances by three, and in

one by four directors.

Bankers

Investment trusts

‘Goschens & Cunliffe_ ________._____

@roco Brog. & Co.sc troiinas IS
Guinness, Mahon & Co

Hambros Banle oo - To o0 -2
S.Japhetir €0l oz TN o e

Kleinwort Sons & CO--ccoco____
Liazard Bros. & Col__ o _-oli_ [

Baring. Bros. o e S ile fue o ol ok

ﬁigginson L2 B R A R

Samuelid Cole LI 1 el T g Lo
J. Henry Schroeder & Co__._._.____

Heligman Bros. .t denierUuslints
Hrlangers, Ltd - iliiT o ol oitE

Brown Shipley & Co____...__._.____

Anglo-Celtic Trust (chairman); Second Anglo-Celtic Trust (chair-
man).

Cumbre Trust, Ltd.

Continental & Industrial; British & Foreign-Electro Trust, Ltd.
(twice); London United Trust, Ltd.

Hambros Trust.

Compass Investment Trust (3 times); Chartered Trust & Agency-
London Foreign Colonial; U. S. & General.

Drake Trust (4 times).

Mercantile Investment & General Trust; Second Mercantile; White-
hall Trust (4 times).

Bankers Industrial Development Co.; British & German Trust;
Hellenic & General; 1929 Investment Trust; Independent Invest-
ment Trust; London & Lomond Investment Trust; Traction &
General; Trans-Oceanic (twice); Westpool Investment Trust
(twice); British Combined Investment Trust.

Investors’ Trust Corporation (twice); Anglo-Celtic Trust; Second
Anglo-Celtic Trust; General & Commercial; London & Provincial;
St. Andrew Trust.

1928 (twice); 1929 (twice); ¥French & Foreign Investors Corporation;
London & Holyrood Trust; English & Dutch Investment Trust.

Bankers Industrial Development Co.; Continental Industrial
Grange Trust (through Schroeder Banking Co. (N. Y.).

London & South American.

Sterling Trust; City & International (3 times); Latin American
Investment Trust; Hellenic & General Trust.

London & Scottish American; Second London & Scottish American.

159824—39——3
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Bankers Issuing houses and trusts

Robert Benson & Co_.............. Merchant Trust; Industrial Selective Trust; Traction & General Trust;
Brunner Investment Trust (twice); Chartered Trust & Agency;
Investment Trust Corporation; London, Foreicn & Colonial
Securities; Telephone & General Trust; Great Northern.

0T, Falk & Co. LI il Independent Investment Trust; Industrial Selective Trust: Con-
structive Finance & Investment Co.; Mid-European Trust; Rom-
ney Trust.

P. H. Hill and partners__._________. Quadrant Trust; Wallbrook Trust.

Nicholson and partners____________ Yorks. & Lanes. Corporation.

W. A. Phillips and partners_._._.._ Yorks. & Lancs. Corporation (twice).

Dawnay Day & Co-...o..o__.___. English & International Investment Trust; Mid-European Corpora-
tion.

R. Fleming & Co: . -2 asin. Cf. list on Groups and their Capital.

Information secured from Directory of Directors, London, 1936.

This table covers a larger part—but not all—of the complexity of
banking and financial connections with the trust movement. Repre-
sentatives of several overseas banking houses are on the board of
British investment trusts; the governor of the National Bank of Greece
is on the board of Hellenic & General Trust, the Deutsche Bank and
the Berliner Handelsgesellschaft (Germany) are represented in the
British & German Trust.

The Canadian & Foreign Trust, Investors’ Trust Association, Mid-
European Corporation, Ailsa Trust, Bankers’ Investment Trust, Alli-
ance Trust, London Trust, Colonial Securities Trust and some other
companies have stock brokers on their boards.

Points of contact with the joint-stock and clearing banks are not so
numerous, owing perhaps to the fact that issuing business is outside
their proper activities. Nevertheless, some joint-stock bank directors
have seats on the boards of investment trusts. Mr. R. McKenna,
chairman of the Midland Bank is a director of Tobacco Securities
Trust Co.; Mr. Bromley-Martin (Martin’s Bank) is a director of
London Trust; Coutts & Co. are represented in the United States
Debenture Corporation; and Glynn Mills in Witan Trust.

The insurance companies are also interested in investment trusts.
A director of the largest British company, the Prudential Assurance,
is represented on the British & German Trust, and two of their secre-
taries are represented on City & International Trust and Mid-Euro-
pean Corporation. Pearl Assurance is connected with Trans-Oceanic
Trust. The Scottish Consolidated Trust (1927) was promoted and is
managed by two insurance company directors, while other insurance
interests are represented on the boards of the two Anglo-Celtic Trusts,
Glasgow Stockholders, and the three Scottish National Trusts.

Attempts to show the influence of banking control on the invest-
ment policy of an associated trust are faced with the difficulty that
these trusts frequently do not publish a list of their holdings. Some
light, however, is occassionally thrown on the matter by the figures of
the regional distribution of investments. The specialization of Helbert
Wagg & Co. in the issue of German securities is known, so that even
without thorough research, the assumption may be well founded that
a certain part of the portfolio of the British & German Trust—in
which German securities are represented in the book total to the extent
of over 30 percent—consists of issues sponsored by Helbert Wagg &
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Co. The list published for 1935 by the Trans-Oceanic Trust—another
company connected with Helbert Wagg—does not show a large par-
ticipation in those issues. But of the 38 issues made by Helbert Wagg
since 1926 (counting duplicated issues for the same borrower as one
and excluding the Trans-Oceanic Trust issues) as many as 20 are still
included in investments of the Trans-Oceanic Trust, having an average
value of about £3,000 (compared with total book value of the invest-
ments of about £1,000,000). The relation between the Mercantile
Investment & General Trust and Lazard Bros. is reflected by the fact
that 12 of the 25 issues made by this house since 1926—27 were, in
1935, included among the holdings of the trust, in amounts of about
£10,000 to £20,000 each (total book value of investments £7.8 million).
It must be remembered that the sums mentioned may not show the
original amount of the securities taken over from the bank since some
part of the original allotment may have been resold. In 1930, for
example, the Anglo-Celtic Trust had 12 items in its list out of 22 issues
sponsored by Higginson & Co. with an average of £5,000;in 1936 only
four items, of small amounts, remained in the portfolio.

Even the independent trusts are not absolutely free in their sub-
underwriting business. In practice, it is usually found on the London
market that a firm on the list of an issuing house, as current sub-
underwriter, has to accept some second-class business with the good.
Where trusts are associated with banking business, the refusal of
speculative underwriting is likely to be at least as difficult as for the
“independent trust.”” The clause found in almost all articles of asso-
ciation, which forbids a director to vote in a matter connected with
his other interests, may not limit his influence over the board’s policy
regarding underwriting business.



CHAPTER V
CAPITALIZATION OF INVESTMENT TRUSTS
1. SUMMARY

The total capital of the British investment trusts at the end of 1935
was about £300,000,000 or $1,500,000,0060. It is distributed over
debentures, preference stocks and common stocks roughly in the pro-

portion of 4:3:3 (Table 9).

TaBLE 9.—Capitalization of British investment trusts at the end of 1935 @

Preference | Common Invest-
Group Debentures stock o0k Total S
Capitalization (in thousands of pounds)
Pre-war English trusts. .. .coceeeocmoaaaao- 46, 243 33,417 31, 530 111, 190 126, 082
Post-war English trusts. . 27,190 29, 413 28, 316 84,919 88, 485
Pre-war Scottish trusts. ... coo.-- 33, 036 22,303 16, 868 72, 207 88, 289
Post-war Scottish-trusts..c-...__c.___.___ 19, 496 15, 341 11, 353 46, 190 49, 523
Tofaliie et M R e s 125, 965 100, 474 88, 067 314, 506 352, 379
Percent of total of each category
Pre-war English trusts. ... __._____________ 37 34 35 35 36
Post-war English trusts._. 22 29 33 27 25
Pre-war Scottish trusts_ ... 26 22 19 23 25
Post-war Scottish trusts. .- .__._ 15 15 13 15 14
1 VSIS TR S e e o S e, 100 100 100 100 100
Percent of each group
Pre-war English trusts. . .__-.oo___._....__. 41 30 29 100
Post-war English trusts..._ 32 35 33 100
Pre-war Scottish trusts._.._____ 46 30 24 100
Post-war Scottish trusts_ ... 42 33 25 100
Averages, | ooed A Fon s R 40 32 28 100

¢ Data collected from balance sheets.

A more detailed analysis shows the following features:

2. AVERAGE CAPITALIZATION

The average total capital is nearly £13% million per trust. Canadian
and Foreign, General Securities, City and Foreign, West London, and
Provincial are among the smallest trusts according to capital, with
about £200,000 to £400,000 each. The largest single company

26
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English trust is the Investment Trust Corporation (£7.1 million) and
among Scottish trusts the British Assets Trust (£5.2 million).

On the whole the percentage of total capital represented by deben-
tures is somewhat higher than the proportion contributed by common
shares, which amounts to less than one-third of the total capital. Of
the paid-up capital the debentures represent some 40 percent, about
4 percent of which are short-term debentures. Common stocks form
28 percent of the capital, so that a 1-percent increase in total assets
or total earnings is reflected in a 3%-percent increase in the unit value
or the earnings of the ordinary shares.

3. INFLUENCE OF AGE AND SIZE OF COMPANY

However, the averages differ according to the age and size of the
company, as will be seen from Table 10 showing the capital structure
of 147 companies in 1928, according to six age groups:

TaBLE 10.—Capital structure of British investment trusts by different age groups @

Value (in millions of pounds) Percentage distribution

Date of organization 5
Common | Preferred |Debentures| Common | Preferred | Debentures

iy 11.8 11.5 8.3 37 36 26
2. 7.8 8.5 6.2 35 38 28
3. 4.6 5.1 5.7 30 33 37
4. 121 17.3 19.7 25 35 40
5. 16.5 17.6 27.2 27 29 45
6. 2.9 3.9 4.2 26 36 38
Potaloiuse s ot e s 55.7 63.9 71.3 29 34 37

a Data compiled from Linhardt, Hanns, Die Britischen Investment Trusts (1935), p. 138,

The composition of the capital changes with the age of the com-
pany. A trust normally begins with an issue of common shares and
1n the course of its expansion usually finances additional capital require-
ments by fixed interest issues. Policy is in part directed to improve
the value of the ordinary shares, regarded generally as some indica-
tion of the reputation of the company. The percentage of the fixed
interest capital, therefore, shows a clear tendency to increase until
trusts of more than 30 years’ age are reached. For the oldest group
of trusts with substantial reserves, this factor is not of the same im-
portance and their equity capital percentages remain more or less
stable. The impetus to complete the capital structure by debentures
and preference shares rather than by common shares is extremely
strong even in the first years of the life of a new company. Of course,
the method of financing also depends upon the general situation of the
capital market, and the contemporary relative valuation of investment
trust common and fixed interest securities.

The relation between preference shares and debentures does not
follow this same uniform trend, although broadly the younger trusts
have a larger proportion of preference share capital than the older
trusts. The preference shares are, with but few exemptions, non-
convertible and irredeemable.
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4. DIFFERENCES BETWEEN ENGLISH AND SCOTTISH TRUSTS

As between English and Scottish trusts, practice varies consider-
ably, and the factors mentioned here regarding age, size, and capital
apply to a fuller extent to the English than to the Scottish companies,
which show certain exceptions to the general rules. Though the
English trusts have a larger proportion of their issued capital in
ordinary shares than the Scottish firms, the post-war Scottish trusts
have a greater proportion of equity capital than the pre-war trusts
registered after the Baring crisis. This latter factor may be attrib-
uted to the popularity of short-term redeemable debentures which
were issued by many trusts formed during that period.

5. DEBENTURES

The total amount of long-term debentures issued by 153 out of
the 199 trusts examined is £126 million, i. e., an average of £600,000
per company. The interest rate varies between 3% and 5% percent
(with 5 percent as the most frequent figure); the general average is
slightly over 4% percent. The old trusts pay less than that rate, as
a rule about 4 percent, and the trusts paying only 3% percent were
all registered before 1889.

The debentures are usually of approximately 30 years’ life, and are
sometimes repayable at a premium. The younger companies, how-
ever, definitely prefer to repay at par. Bonds carrying conversion
rights to common stock are rarely met. Where different categories
of bonds are issued by one trust they usually rank pari passu; the
Sterling Trust, however, has issued cumulative bonds and noncumu-
lative income debentures.

Debenture interest rates (1936)

Percent . o lF ool o LS 344 4 414 414 5 5% 5%
Total

Number of iSSU€S_ -~ -~ oo oceoomaaoo 5 49 6 29 77 1 1 168

(All debenture issues of any one company at the same rate of interest are carried as one issue.)

Redempton price of debentures

Pereent s i s g e R e i 100 102-103 105 Over 105
Total

Numberof dssues i ot I0 s e E s 98 19 24 2 143

Stource: Linhardt, Hanns, Die Britischen Investment Trusts (1935), pp. 196-197; figures brought up to
ate.

Irredeemable debentures are rather unimportant, amounting to
little more than 10 percent of the total long-term debenture capital,
although the proportion is higher for the Scottish trusts. The aver-
age period which must elapse before the remaining 90 percent of the
debenture issues can be redeemed is, at present, almost 30 years.
Analysis shows that the average for 76 companies of all classes is
nearly 29 years and 28% years for 36 trusts registered since 1928.

Short-term debentures have been adopted by most of the Scottish
trusts. About 47 trusts out of a total of 74 in the Scottish group
have in issue bonds with a running period of less than 12 years repre-
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senting an average of £210,000 per trust. The total of £11 million
short-term debentures, however, compares with the total long-term
indebtedness of all trusts taken together of £115 millions.

Certain companies are prevented by the Articles of Association
from issuing debentures. As a rule, the borrowing power of the
directors is limited in proportion to the subscribed or issued capital.
Occasionally, further restrictions apply. For example, the bond is-
sues of Lake View Investment Trust are limited to the amount of
the issued capital, but in addition a debenture issue of more than
£250,000 must be preceded by a written statement of an auditor
confirming that the value of the assets is twice as high as the total
bond debt. Mostly, however, the formal precaution of maintaining
a given relation between bond issues and issued share capital is re-
garded as sufficient.

Limitations on borrowing power for debentures:

Companies

Capital'Dlus reseEvent-ses T o o e s s v L s h i 28
Nominalicapitaletmss 5 o lyto f e e s o e e i oy 11
Subseribedt e Bt aE R I N e e e e e ok g
Tasued eapIial s s e e e e o 38
Part of eapital plusireserves . o= L LT ol L 7
031 TS e e e TSt D S e S A e Thles . S Trast Uil e LSS lic ot ool 28
ot o e e e e e 169

Source: Linhardt, Hanns, Die Britischen Investment Trusts (1935), pp. 204-207.

There is a certain discrepancy between limitations upon borrowing
policy and the relative importance of borrowing to the companies
affected. As a matter of fact, the limitations are more stringent for
the younger, small trusts, whereas the amount of their bonds out-
standing is smaller, both absolutely and relatively, than that of the
older trusts.

The legal protection for bond issues, which is usually provided by
the Trust Deed, is considerably more rigid in the case of issues by the
younger trusts. Some 18 pre-war companies provide neither a Trust
Deed nor any other covenant securing the bonds. The legal form of
the investment trust debenture deed differs significantly from that
usually adopted for securing an industrial debenture issue. The
latter would normally be secured by a specific charge upon certain
physical assets; investment trust debentures, however, are usually
secured by a “floating” charge on the assets. The use of the “per-
sonal bond”—a document written by the directors to the trustees
confirming their duties against the bondholders, without other
security and without pledging securities—is not in general use yet,
but it has been increasingly adopted during the past decade.

6. ORDINARY SHARES

Where only ordinary shares have been issued originally, the shares
are frequently split later into common and preference. Sometimes,
the Articles of Association contain a clause for this purpose, or the
shareholders meeting may adopt a corresponding resolution. The
residual proportion of common shares, after the splitting, normally
varies between 40 and 60 percent. Normally, after the splitting, the
wuotation of the existing ordinary shares goes up, whereas the existing

reference shares tend to fall to a lower level.
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During 1935, investment trust issues, almost without exception,
were debentures. Examination of the share-issuing policy of a
pre-crisis year, therefore, gives a fuller indication of the regular
1ssuing technique. Of the 147 companies covered by the records of
Messrs. Anketell Fletcher and Company for 1927-28, as many as 65
had made share issues in various forms. In 33 instances the shares
were split up after full payment. The details are complicated. In
29 out of the 33 instances ordinary shares only were originally issued ;
in 4 other cases a unit of ordinary and preference shares was marketed,
the ordinary being split off afterwards. In 20 other instances a
combined issue of ordinary and preference shares was made, splitting
not being called for in these cases. In addition, 7 issues of ordinary
and 5 of preference shares were made independently of each other
and without a subsequent split. In 21 of the above 33 cases, the
original shares were split into 60 percent ordinary and 40 percent
preference, while in 7 other instances a 50-50 basis was adopted.!

Existing shareholders usually receive rights to subscribe for new
issues. Some 44 instances are on record for the 147 companies of the
Anketell-Fletcher compilation. In some cases the need of new capital
is the sole reason for the issue of subscription rights. But instances
are on record in which new issues on ‘‘rights terms” are adopted for
the dual reason of increasing the capital to a moderate extent, and at
the same time of allowing existing shareholders the opportunity to

“cash in’” on the Company’s reserves without making a serip distribu-
tion of bonus shares.

Rights to subscribe for new issues are usually reserved for the com-
mon shareholder. Occasionally—there are 9 instances among the
147 companies mentioned above—the preference shareholders also
receive rights. This procedure offers some addition to fixed dividends
and a certain participation in the expansion of the earnings of the
company for the preference shareholder, and increases the number of
investors willing to undertake ordinary share risks. The contrary
right for ordinary shareholders to subscribe for new preference shares
is far more general.

The method of the issue (with or without rights) and the age of the
firm have their influence on the price of issue. The influence of the
age factor upon the issuing price of ordinary shares is shown in the
table below. The average premium for issues of trusts organized
during 1919-28 was only 11 percent; for the oldest trusts, however,
the average premium was as high as 74 percent.

TaBLE 11.—Issuing price of ordinary shares (percent of par value), 1927-28 ¢

Year of organization of trust

1919-28 | 1909-18 | 1899-1908 | 1889-98 | 1879-88

Nomberottumes 1 LI0lt b el 23 i 6 15 10
Averagodssuing price Ciil T e Eit b el s TRiVig 111 127 129 165 174
SnHE issueg W sac My DN b theel oA es il JEe iR Y 110 112 141 115 153
05 e S e SR B S S 116 175 119 206 189

@ Based on figures in Linhardt, Hanns, Die Britischen Investment Trusts (1935), p. 179.

1 Linhardt, Hanns, Die Britischen Investment Trusts (1935), pp. 169-170.
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The actual premiums in the case of pre-war trusts are much greater
absolutely than for the post-war trusts. Prices were lower for share
issues to be split up after full payment, with the exception of the
1899-1908 group where only one split case exists, the special circum-
stances of which change the usual relationship.

The issue prices were as a rule lower than market quotations. This
applies rather to the older companies than for the younger ones. The
older companies, thus, in effect, made available part of their reserves
in realizable rights.

7. PREFERENCE SHARES

Preference shares account for 32 percent of the total issued capital
of all investment trusts. The percentage is slightly higher for the
post-war trusts than for the older companies. Only nine companies,
mostly younger concerns, have no preference share issue at all; one of
these, however, has followed the older custom of i issuing “founder’s”
shares. As a rule the trusts have made only one preference share
issue. In six instances two issues, and in another case, three different
issues have been made by the same company. The usual dividend
rates are 5 percent (119 instances) and 43 percent (27 instances).
For the rest (44 instances) the rates vary between 4 percent and 7
percent. Except in six cases, the preference stocks are all cumulative.

Generally, the preference shares of British companies are entitled
to vote only if their dividend is in arrears for a certain time, or on
questions affecting their rights. In a sample of 181 investment
trusts (taken from the Stock Exchange Official Year Book, 1936)
this applies, however, only to 14 instances. For about one-third
(71 trusts) the voting rights for the preference are the same as for
the ordinary. For the other companies, voting power of an ordinary
share varies between that of two and five preference shares (83
instances). Occasionally the ratio goes as far as 100 to 1.

8. PROBLEMS OF GEARING (LEVERAGE)

The capital structure of investment t-rusts consists, on the average,
of 28 percent common shares, 32 percent preference shares, and 40
percent debentures. The relation varies from trust to trust, but
most trusts have issued certain amounts of each type of securities.
Only 26 trusts, mostly younger firms, have not issued debentures,
while five have no preference shares and four have neither debentures
nor preference shares. Since in all fixed interest capital contributes
nearly three-quarters of the trust resources, the first impact of oscilla-
tions in the earnings and unit values of the trusts is borne by only
one-quarter of the total capital.

By far the greatest part of the fixed interest burden of the trusts
is also fixed in a temporal sense. Short-term debentures have been
adopted by most of the Scottish trusts. The total of £11 million
short-term debentures, however, compares with the total long-term
indebtedness of all trusts taken together of £115 millions. The trusts
will, therefore, be unable to take advantage of a lowering in the level
of long term interest rates for a considerable period ahead. As a
matter of fact, the list of conversions of investment trust debentures
in the cheap money period since 1932 was very small, and only about
£4 millions of debentures were converted with a reduction in the
interest burden of only £28,100 (Table 12).
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TABLE 12.—Conversions of debentures of British investment trusts @

[In thousands of pounds]

Amount 3
Year = STrust Loans at issu- Intere;se%zzgg eo({ L
ing price
1033 | Sterling Trusb i y .t iifexiog L3l 4-percent debentures. _ 693 | 5-percent debentures.
1935 | Railway Share Trust & Agency..._. 3l4-percent deben- 507 | 4l4-percent debentures.
tures.
1935 | Metropolitan Trust. .. ______________ 3Y4-percent deben- 1,375 | 4-percent debentures.
tures.
1935 | General Investors & Trustees .. __ 3Y-percent deben- 606 | 4-percent debentures.
tures.
1936 ~1-Standard Trust . c <. Sl lr 334-percent deben- 850 | 4.4-percent debentures.
tures.

& Data compiled from The Economist, London, Dec. 23, 1933, p. 1237, and Mar. 2, 1935, p. 483.

To get an idea of the concrete amount of the annual interest burden,
a sample of 51 companies was examined which shows a total deben-
ture capital of £43,850,000, with annual gross interest of £1,995,000,
an average rate of 4.55 percent. A more detailed inquiry into a larger
sample of companies (cf. The Economist, Investment Trust Supple-
ment, p. 15) shows that the post-war companies pay, on the average,
a higher rate than the pre-war companies and the Scottish trusts
more than the English firms.

For the same group of 51 trusts, the dividend requirements on
£37,430,000 preference shares were £1,827,000, an average of 4.88
percent.

Examination of the larger sample referred to above shows similar
differences in rates on pre-war and post-war trust preference shares.
The post-war companies pay somewhat over 5 percent, but the pre-
war trusts’ average rate is below 5 percent. The English trusts, how-
ever, pay, on the average, a higher preference dividend rate than the
Scottish firms. :

A very considerable part of the total income is, therefore, ear-
marked in advance for the fixed interest and dividend payments.
Table 13 completes the picture by showing the effects of this leverage
(called ‘“‘gearing’’ in Great Britain) on the common shares. The sam-
ple slightly overemphasizes the effect of leverage, since the proportion
of common stock capital for the 51 companies is no higher than 24 per-
cent compared with a general average of 28 percent. The right-hand
column in the table shows the estimated percentages applicable to
all 199 trusts, by assuming that the weighted average of 4.7 percent
for the service of the debentures and preference stocks of 51 companies
is representative of the whole. The final percentages indicate the
“magnification” of a given increase in total earnings or assets, when
translated into assets or earnings for the ordinary stock.

For all trusts an increase of earnings equivalent to 1 percent on the
total capital corresponds to about 3% percent on the ord nary shares.
The figure for the pre-war British trusts and for the Scottish trusts is
higher, and that for post-war British trusts lower than the average.

It is obvious that the different composition of the capital must be
reflected in wider movements in the quotations of common shares for
the higher “geared’’ trusts in the course of the business cycle. For this
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purpose two unweighted price indexes (for five companies each)? were
constructed, one comprising companies with a common stock capital
greatly exceeding the average, and the other including companies of
relatively small common stock capitalization. Table 14 presents
three index figures for both groups, viz: Net earnings after payment of
debenture and preference distribution; common dividends paid; and
common share prices. The comparison of the movements in the three
indexes shows striking differences. The movement of common share
quotations for the low-geared trusts is moderate compared with the
high-geared group.

TaBLE 13.—Effects of ‘“‘gearing” in British investment trusts, 1936

51 com- | 199 com-
panies | panies

Total debentures and share capital (£ millions) ... .. 107.0 314.5
Of which—
Pereent HaboRtHIes e e o T 41 40
Percent preferred stock______ 35 32
Percent common stock._.______________ 24 28
Service of fixed charges as percent of total capital. 3.6 3.4
1 percent earned on total capital (£ millions)_ .. 1.07 3.15
Y percent ordinary-capital (£ milliens) ox -~ - L ot e ol 25.7 88.0
Additional 1 percent earned on total corresponding to percent on common.________._ 4.2 3.6

TaBLE 14.—Earnings, profits, and stock prices @ of two groups of British investment
trusts b

[1027=100]
5 LOW-GEARED COMPANIES

1928 1929 1930 1931 1932 1933 1934 1935

Earned for common. ... 11 113 107 96 81 75 69 3
Common dividends paid.._...___.__ 107 104 100 87 76 i 61 65
PRI & 250 e fevia i it 105 101 907 [: 1 -* 81 67 88 98 108

5 HIGH-GEARED COMPANIES

Earned for common______.__________ 113 132 143 126 88 47 28 29
Common dividends paid.___...._._. 107 113 122 104 73 37 24 28
Prigess . s e 104 111 101 85 64 43 51 52

o Earnings and profits: Financial year. Prices: Average of high and low prices.
b Original figures taken from Moody’s British Companies Service.

Changes in the trend of the low-geared index in either direction
precede similar movements in the more speculative high-geared shares
by a considerable time interval. The average level of their quotations
for 1935 showed an appreciation of 8 percent compared with the level
of 1927, against a loss of 48 percent for the high-geared trusts. High-
geared trust equities fell by more than three-fiftths between 1929 and
1933, while the low-geared shares fell by about only one-third between

2 Low-geared trusts: Debenture Securities Investment, London & Colonial Investment Corporation,
London Maritime Investment, British Investment, and Canadian & Foreign Investment. High-geared

trusts: British Assets Trust, Army & Navy Investment, American Investicent & General, Scottish Invest-
ment Trust, and Scottish American Mortgage.
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1928 and 1932. For the high-geared group earnings for common
shares during 1934 and 1935 were only one-fifth of the level of the
best year (1930), whereas, in the case of the low-geared companies,
the 1934 level was about three-fifths of the highest level (1929).

9. CORRESPONDENCE BETWEEN STRUCTURE OF ASSETS AND
CAPITALIZATION

The question of the correspondence between the capital structure
of an investment trust (debentures, preference and common shares)
on the one hand and the structure of its investments on the other
hand has been much discussed. It is obvious that the parallel, if it
exist, cannot be absolute; the composition of the capital of the invest-
ment trusts is rather rigid, whereas investments, at least in theory,
can follow changes in market conditions and be shifted without
difficulty from one category of securities to another.

About 150 investment trusts now publish an analysis of their invest-
ments separated into debentures, preference and ordinary stocks.
For a first approach to the comparison, all trusts revealing common
share investments exceeding 60 percent of their total investments
were grouped together; this ratio was then compared with the pro-
portion of their issued capital (including short-term debentures),
represented by common shares. The same procedure was adopted
for companies whose holding of common stocks was lower than 25
percent (Table 15).

TABLE 15.—Asset structure and capital structure in Briiish investment trusts @
INVESTMENT IN COMMON STOCKS (PERCENT)?

60 percent | 25 percent
and more | and less

Numberof compamIes: S R e et o ey 17 14
Unweighted average common investments to total investments (percent)._______ 69 22
Unweighted average of common stock in capital to total capital (percent) _._.___ 39 28

CLASSIFICATION OF COMPANIES ANALYZED

Pre-war English teustess Ji on ool Iiles e dite melernitiis 70N D e et Pl 0 T10
Pre-war Scotlish trusts____.__________

Post-war English trusts
Post-war Scottish trusts

[CETETNTY

¢ Data compiled from annual reports. "

b Absolute amount of the two items on the opposite sides of the balance sheet not the same; investments
partly based on book values, sometimes on market values; capital of the trusts at nominal amount, invest-
ments at cost after deducting reserves and other write-off.

Small as the sample is, some conclusions may be drawn from the
comparison. For trusts with a smaller interest in common shares, a
close relation between common share investments and issued common
capital is preserved. For the trusts with investments predominantly
in common shares, the common capital percentage is much smaller
than the ratio of common shares to total portfolio. In other words,
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common dividends received by these companies are employed to a
relatively large extent in meeting fixed interest charges. Naturally,
the younger trusts have participated to a greater extent in common
share investments, not only because they began their career with an
issue of common stock, but also because they commenced operations
in a period of rising common share prices. In the group of trusts
showing high common share investment percentages, there are in fact
only two instances of companies having a higher common share capital
than common stock investment ratio—both of which are new firms
with only common shares issued. At the other extreme one old-
established Scottish firm holds as much as 68.5 percent in common
stocks in its portfolio against a ratio of 13 percent between the com-
mon and total capital. On the other hand, 7 out of 14 companies
having no more than 25 percent of their portfolio in common share
investments have an even lower proportion of common share capital
to the total issued. An example of extreme conservatism is provided
by the London and Colonial Trust, which has no debentures, but more
than 50 percent common share capital and not more than 12.7 percent
common shares in its portfolio.

The trusts may also be grouped in order of the percentage of invest-
ments held in common stocks, within brackets of 10 percent for each
group. The results for the first 10 trusts in each group according to
alphabetical order (the group of trusts with over 71 percent of ordinary
share investments includes only 6 companies) are compared below
with the ratio of common stocks in their capital ratios. Table 16
shows no clear trend and differences between the highest and lowest
figures in each average are considerable. The correlation between
the percentage of common stock investment and the percentage of
common stock capital is only small (Table 17).2 :

TABLE 16.—Common stocks issued and held ¢

Proportion of common shareholdings to total invest-
ments (percent)

21-30 | 31-40 | 41-50 | 51-60 | 61-70 |70 or more

Proportion common stock to total capitalization:

Average (10 companies)®_ _______________________ 21 27 37 34 29 47
Highest-rate Insgronp. =x 2 =l T8 25 50 60 62 50 100
HOWEST B0 AN ETOTD oo o b 2 s R R T e L i S 17 20 16 20 9 22

o Data compiled from balance sheets.
b There are 6 companies in the 70-percent and more group.

3 An attempt has been made by Dr. Linhardt (op. cit. supra, note 1, pp. 243-44) to adjust the capital and
investment figures in order to avoid the difficulties mentioned in note b to table 15. The book values of
the investments of 40 trusts in 1928 were reduced by 20 percent, corresponding to the fact that the share and
debenture capital of the companies represent on the average only 80 percent of the investments. Secondly,
the common shares were valued by capitalizing the average dividend over the previous 10 years on a 5-per-
cent basis. If this complicated method—which is itself not free from objection—is adopted, it becomes
possible to compare the estimated valuation of the common shares with the value of the corresponding com-
mon share investment holdings. The result is that although the total issued capital is smaller than the
investments held, the amount issued in common shares is much larger than the amount invested in common
shares. Three-fifths of the common stock capital issued is invested in debenture and preference stocks.
Little direct influence attributable to difference of size and age is apparent in these statistics.
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TABLE 17— Proportion of common stocks in capitalization and assets by age group
and size of trust e

Number of | Adjusted stgcokniﬁ?n -
companies | share capital?| >*%7 ) U et
L] cormpaTiBg: i e e e e e e 40 55 21
Year of formation:
14 51 23
5 48 15
7 51 24
7 49 19
Y 54 19
Size (in millions of pounds):
Toess JHam O be. = o s e 3 70 11
7 53 30
12 58 20
3 52 24
9 45 17
3 49 14
3 55 22

& Data compiled from Linhardt, Hanns, Die Britischen Investment Trusts (1935), pp. 243-244,
® Percent of adjusted total capitalization.

< Percent of total investments.
10. RESERVES

Three types of reserves created by investment trusts may be dis-
tinguished: general reserves, capital reserves, and “inner” reserves re-
sulting from undervaluation of investments.

The two types of open reserves are strictly separated from each other
by origin as well as by purpose. The sources of the capital reserve
are the profits from the sale of securities and the premiums received
from its own issues of capital. This type of reserve is not used for
payment of dividends. Its main purpose is to cover capital deficits
corresponding to the special profits which are responsible for its growth,
i. e., losses from the sales of investments under cost, and discounts on
the company’s own (debenture) issues. If these limitations are defi-
nitely stated in the Articles of Association, allocations to capital re-
serve are exempted from the normal income tax which now amounts
to a flat 25 percent. A company seeking acknowledgement as an
investment trust by the tax authorities always lays down such limi-
tations in the use of capital reserves in its Articles of Association, and
is consequently prohibited from increasing its dividends in a period
of reduced earnings out of the profits on investments sold.

The use of the general reserve is not restricted in this way. Like
the normal reserve of any company it consists of current earnings
which the directors deem it advisable to be retained. It can there-
fore be applied to writing off capital depreciation as well as to supple-
ment current earnings for dividend payments. Since the general
reserve is freely usable, allocations to it are subject to the normal
income tax.

The disclosed general and capital reserves of the English and
Scottish investment trusts amount to more than £30,000,000, equiva-
lent to some 9 percent of total shares and debentures outstanding,
and to an average of £150,000 per company. These figures. exclude
the free balances carried forward in the companies’ profit and loss
accounts. Compared with the share capital alone the disclosed re-
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serves are equivalent to one-sixth of the total, a ratio somewhat
smaller than that for British commercial banks which runs to fully
20 percent.

These open reserves, however, do not give a fair picture of the situ-
ation since they fail to take account of the existence of hidden re-
serves. It is usual for trusts almost without exception to value their
holdings at cost price or less, without heeding market appreciation.
In years of large oscillations in market values, changes in hidden
reserves, although undisclosed, are far larger than the amounts put
to open reserves. The market value of the investments, however, is
published for a number of companies. An analysis of 27 pre-war and
post-war companies, which between themselves represent about one-
fifth of the total assets of all management investment trusts, furnished
the results expressed in Table 18.

TABLE 18.—Open and hidden reserves of British investment trusts @

fAmounts in thousands of pounds]

SO Open and bidden

ifference s reserve

Book value | ngoipet | inmarket | Difference | oo ve

Year of invest- I A Buok | percent of
ments ey atic 990 book value SR
value Amount | Fercent of

book value

1928 = 58, 300 71,357 13, 057 +22 7,894 20, 951 +36

1933 68,800 55, 140 —13, 660 —20 9, 547 —4,113 —6

1935 2o 75, 500 73,480 —2,020 -3 9, 965 +7,945 +13

s 1928 and 1933 data compiled from Linhardt, Hanns, Die Britischen Investment Trusts (1935), pp. 269
and 402; brought up to date.

In 1928 the “hidden’” reserves were nearly double the open reserves,
and both taken together amounted to more than a third of total invest-
ments. Total reserves were equivalent to 45 percent of the total
share and debenture capital of these trusts. For some companies the
market value was more than double the book value and reserves were
larger than total book capitalization. As a result of the depression the
“hidden’ reserves had not only completely disappeared in 1933, but a
deficit of the same amount as the surplus of 5 years ago had developed.
The deficit was large enough to cancel out all open reserves, although
they had been increased in the meantime by 20 percent. Recovery
has since decreased the excess of book over market values and at the
end of 1935 both values were very nearly equal. Some 160 invest-
ment trusts which published figures at the end of 1935 reported a
total deficit of £44,500,000 after deducting appreciation revealed in 16
cases. Nearly all companies with a deficit usually give exact figures,
whereas concerns with an excess over book values, often confine
themselves to more general remarks (such as, ‘“a valuation of the in-
vestments at the closing date shows a surplus over the amount at
which they appear in the balance sheet’”), so that statistics which are
limited to companies giving exact figures are bound to exaggerate the
actual amount of the depreciation of assets against cost. Thus 144
out of the existing 200 trusts had not yet recovered the book values
of their investments. The remaining 16 published figures showed a
surplus while some 40 companies contented themselves with general
remarks regarding the existence of an appreciation on their portfolios,
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The reported deficit amounted to 15 percent of the book value of the
investments of the 144 companies in question, while the extent of the
appreciation in the remaining 50-odd trusts is not known.

It is obvious that, more than anywhere else, the age of the invest-
ment trust is an important factor in determining the reserve situation.
A certain time elapses before retained profits of all kinds have reached
the usual size. Not only does the amount of reserve per company
grow in each successive age group, but also the percentage of disclosed
reserves to capital shows a distinet tendency to increase, from 2 per-
cent in the youngest trusts to about 18 percent for the companies
registered between 1890 and 1900. Only the very oldest group shows
an exception to this trend, owing, apparently, to previous capitaliza-
tion of reserves-in the form of bonus issues. Compared with total
capital including debentures, disclosed reserves in 1929 showed the
following values:

Reserves by age groups

Year of organization

1919-28 | 1909-18 | 1899-1908 | 1889-98 | 1879-88

Reserves as percent of capital including debentures.- 2.1 9.0 16.1 177 15.9

Bource: Linhardt, Hanns, Die Britischen Investment Trusts (1935), p. 156.



CHAPTER VI
INVESTMENT TRUST CAPITAL ISSUES
1. METHODS OF ISSUE

Three chief methods of issuance of securities are used in Great
Britain: public subscription, offer for sale, and stock exchange intro-
duction. In the first two an issuing house makes a public offer of the
issue at a fixed price, either on direct behalf of the issuer or on its own
account after having purchased the issue outright. In the case of a
stock exchange introduction the issue is placed with a stock exchange
firm without a preceding offer to the general public, and is available
for purchase in the ordinary way. As a rule a public subscription is
underwritten as insurance against the risk of an insufficient sub-
seription. :

The raising of capital of the investment trusts differs from that
employed for the average issuer in the British market chiefly in that
investment trusts do not have their own issues of new capital under-
written. A list of investment trust issues for 1934 and 1935 containing
56 items reveals only 3 exceptions. The London & Yorkshire Trust
twice acted as issuing agent for the reorganized Clyde & Mersey
Investment Trust, and the issue of the newly formed Cable Invest-
ment Trust was underwritten by the brokerage firm of Cohen, Laming,
Hoare & Co. (£3,000,000 debentures, commission 1% percent and
% percent overriding, and £2,000,000 preference shares, commission
1% percent and % percent overriding.) As a general rule, however, the
investment trusts arrange the issue of their own securities for them-
selves, thus saving the usual underwriting commission. This is an
unusual feature for any other type of issue. In 1929, the peak year in
new issue activity, 138 prospectuses of nongovernment issues were
published in The Times, only 16 of these were not underwritten, and
9 of the latter were issues of investment trust securities.

Otherwise, the technique of issuing investment trust securities
follows the normal way. A prospectus is published containing the
very numerous legal requirements, description of the issuer, terms of
the new issue, minimum subscription, etc., and with the help of the
brokers connected with the trust and through advertising is brought
to the attention of the public. Application forms are filled up and
sent with a cheque of the amount of the first installment to the bank
handling thisissue. The securities are allotted and the Stock Exchange
Committee is officially approached for grant of ‘“permission to deal”
or an official quotation. The new issue department of one of the joint-
stock banks usually does the clerical and routine work.

The offer-for-sale method—purchase of the securities by a banker
and distribution on his own account—is not often adopted for invest-
ment trusts securities. The trusts have normally a good financial
reputation and sufficient financial experience to be able to avoid this
intermediate state.

39
159824—39——4
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It most frequently happens, indeed, that public subscription is
avoided altogether, and the simple ‘‘stock exchange introduction’
method is chosen. Here again the procedure does not differ from the
normal form used for all other stock exchange introductions; applica-
tion to the stock exchange authorities and publication of a statement,
similar to a prospectus, ‘“for information only.” The acting broker
then distributes the securities by sale in the Stock Exchange.

Only 20 of the 55 issues were offered by prospectuses, 35 being
brought to the public in the form of a ‘‘stock exchange introduction.”
For the smaller issues the latter method is definitely preferred on
grounds of economy and convenience not only by investment trusts
but also by general companies. The average size of “introductions”
was as low as £100,000, whereas the average prospectus offer amounted
to £480,000. The increase in stock exchange introductions compared
with offers by prospectus is a new feature developed in recent years
which has met some criticism from the public and the stock exchange
authorities.

Investment trusts in the past few years have followed a rather
one-sided issuing policy. Of a total of £13,000,000 raised by 55
investment trusts during 1934 and 1935 only £3,500,000 represented
ordinary stock issues, whereas the remainder consisted of debentures
(excluding the £7,000,000 flotation of the Cable Investment Trust).
The size of these issues varied between the wide limits of £60,000
and £1,300,000 and averaged about £240,000, the total being
£2,800,000 in 1934 and £10,300,000 in 1935.

Analysis of new issue activity in 1934 and 1935 shows that it did
not correspond closely to the existing total capital of the two pre-war
and post-war trust groups. Judged by the number of trusts making
new issues, and, to a lesser degree, by the existing total capital of the
groups, the post-war companies’ share in the new issues of these 2
years greatly exceeded their share of the total assets of all trusts.
By number, some two-thirds of all new issues were made by post-war
companies and the post-war English investment trusts in particular
took a disproportionate share of the new capital raised. Calculations
of the size of individual issues, however, show that English pre-war
companies made issues of new capital which, on the average, were
twice as large as those of other groups (Table 19).

TaBLe 19.—TIssues of British investment trust securities in 1934 and 1936 o

% Aimoun(t of 3 AvemtgehJ
er- ssues (in er- | amount (;
Number cent | thousands | cent | thousands
of pounds) of pounds)
Pre-wor Enelishifrustsi-T100- 13000 it iy b e 8 15 3,975 30 494
‘Podt-war Eneglishitrustslrauc ot anv i Ty 22 40 | - 4,141 32 189
Prewar Bootbish trusls. L oo nrmsmsmanen s ssanases 13 23 2,214 17 170
Post-war Scottish trusts. - .co..oo..... 12 22 2,710 21 226
Potalll el St bl ddE e R R 55 100 13,040 100 236

s Data compiled from Issuing House Year-book 1935.

This position is in fact similar to that obtaining during the pre-
depression period. In 1927-28 the younger companies participated to
a relatively greater extent in new issues than the older trusts. During
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1927-28 the over-all increase in share capital of all trusts was about
29.5 percent, while the increase was no less than 46.5 percent in the
youngest age group (organization after 1919), compared with only
17.5 percent for the oldest group (organization from 1869 to 1878).

2. DISTRIBUTION OF OWNERSHIP

Investment trust shares are fairly widespread among the public.
Table 20 gives the distribution of the shares of the British Assets
Trust, one of the largest pre-war Scottish trusts with a book value for
investments of nearly £7,000,000. More than 2,600 single sharehold-
ings were in existence in March 1933. These have been grouped
according to size. The average number of 5-shilling stock units held
by the common stock holders was almost exactly 700 units with a
market price of about £420. About four-fifths of all holdings, how-
ever, (2,078 out of 2,616 holdings) comprised 700 units, while 60 per-
cent of the holdings ranged between 1 and 300 stock units. The
smallest holding was 1 unit, the largest 86,500 units (5 percent of total).
The managing director of the company himself held a considerable
interest at this date. As a matter of fact the holdings are even smaller
and distributed among a still larger circle of persons than the figures of
the table suggest since the majority of the holdings in the group of
5,000 and more are registered in the names of bank nominees, and
consequently most likely cover a number of individual beneficial
owners. The number of shareholders of this trust in earlier years
was far smaller, but a rapid increase occurred after the splitting of
the £1 share in 5/-s stock units which brought the shares within the
range of the smaller investors.

TaABLE 20.—Size distribution of 6 shilling common stock units of British Assets
Trust, Limited @

Number of share- Number of 5-shilling
holders units held
Holdings
Total Percent Total Percent

585 2.2 28,238 15
599 23.0 77,703 4.2
377 14.4 89, 287 4.8
187 35 63, 685 3.4
139 5.5 59, 836 3.2
299 11.5 183, 240 9.8
93 3.6 82,028 4.4
1000 1071,490. = 508 - SR ICRe Tamt L RR e e PR 124 4.7 147, 539 7.9
1 5000E071,009. 2 " Lo A e e S 59 2.3 104, 729 5.5
200 H0:4,000 v ol i e B e s e e T 136 5.2 399, 518 21.4
000 BndIOyer Tt T s e e ST 48 1.8 603, 589 35.9
Motals o sl el = F et il S A 2,616 100.0 1,872,392 100. 00

« Data compiled from the list of stockholders.

The turnover of the holdings is rather small. The predominant
part of the transactions was attributable to the large holders. In the
smaller groups the changes were much less important. It may serve
as a proof of stability of ownership that a number of small- and medi-
um-sized holdings reappear for identical amounts, evidently for two
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or more members of the same family. This fact may reflect holdings
obtained through inheritances, which evidently have an especially low
velocity of turnover.

All this helps to explain the narrowness of the market for investment
trust shares. No turn over figures are published on the London
Stock Exchange either for total transactions or transactions in invest-
ment trust securities. The number of transactions marked is shown
by the annual report of the Stock Exchange Committee, but this
figure only applies to officially quoted securities. Moreover, there
is no obligation to “mark” the dealing price of any transaction in
the London market, and even when transactions are “marked’” no
particulars of its size are recorded. 3

An indirect approach seems possible from the annual accounts of
the companies. The sales and purchases of securities (with legal
transmission on the death of a holder) are registered by the companies
for a special fee, which does not vary very much from firm to firm—
2/6d per transfer being the usual amount. The income account for
the majority of trusts shows the item ‘‘transfer fees’” separated from
other sources of income and from other fees received. The total
figure of the transfer fees received by 139 investment trusts with about
three-fifths of the capital of the trusts in 1935 amounted to £4,463,
representing on the basis of 2/6 d per transfer somewhat more than
35,000 transactions. Assuming that the same relations hold for all
trusts, only 50,000 transfers per year or about 250 per company,
would result from this very rough calculation. The true figure may
be higher because of bank nominees. These figures, however, relate
only to transactions, and the amount of capital transferred cannot be:
ascertained.



CHAPTER VII
INVESTMENT POLICY
1. FUNDAMENTALS

Questions regarding the investment policy of the trusts can be
answered in two ways, either by reference to the financial results
of investment policy or to the leading ideas which the trusts employ
when investing.

To begin with the second point, the working rules are not very
strict and leave much free scope. The names of the trusts often
suggest a certain specialization in particular types of securities, but,
as a general rule, the investments are not wholly limited to those
suggested by the name. The British and German Trust for example,
was organized for investments in German securities, but under the
changing conditions of the world security markets it has been forced
to enter into other fields. Many trusts formed before the war to
hold South American rail stocks are now completely general in
character. Certain limitations, however, are usually adopted by the
companies in their Articles of Association. Generally, the Articles
prohibit investment in securities with unlimited liabilities, while the
Companies’ Act forbids the purchase of their own shares. About
one-half of the trusts restrict investments in one security to a certain
percentage of their capital. The restrictions differ considerably
in detail, but usually 5 to 10 percent of the share plus debenture
capital is adopted as a maximum, although sometimes a smaller per-
centage, say, of 2% to 3 percent of the share capital alone is laid down.
These restrictions usually do not apply to British Government
securities. For the older trusts the permitted maximum percentages
are usually lower than for the younger trusts. Occasionally, capital
plus reserve is employed as the basis, so that the size of individual
holdings may automatically widen from year to year by the growth
of the reserves without any increase of capital. In practice, the maxi-
mum percentages are usually smaller than the Articles of Association
permit. Thus the Scottish International Investment Trusts take 1
percent instead of the permitted 5 percent as a ‘“working arrange-
ment.” An absolute figure is seldom prescribed as the upper limit for
Investment in any one security, although the River Plate & General
Trust has adopted a maximum of £10,000.

So much for the written regulations. In reality, the restrictions of
the investment policy go further because the managers usually con-
centrate on particular branches of investment, the scope in the market
being so large that it is difficult to keep in close touch at all points.
The personal predilections of the directors and the investment con-
ceptions in the minds of those who have to direct the flow of invest-
ment trust funds, therefore, should not be underestimated as factors
determining the trusts’ investment policies. The association of
Viscount St. David, for example, with all branches of investment
in South America may explain the high percentage of South American

43
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investments in the “St. David’s” group of trusts. Sometimes an
investment ‘“fashion” may lead to a general reorientation of investment
policy such, for instance, as occurred in the middle twenties, when
Central Europe was rediscovered and several new trusts participated
in the new stream of investment flowing to those countries. Occa-
sionally, theoretical considerations are the basis for an attempt in a
new direction. The Independent Investment Trust, for example,
was built up on Mr, J. M. Keynes’ conception of the higher long-term
yield of equities. In this case, however, a start very late in the last
boom, and heavy losses from the depreciation of the American cur-
rency have affected the trust’s activities for a number of years.

On the whole, the role of scientific research in guiding investment
policy should not be overestimated. Individual investments, of course,
are analyzed, and the movement of their quotations is closely watched.
Balance sheets and special information are studied and the manage-
ment is in touch with brokers, who are anxious to supply information
about companies, and with specialists’ advice. But not all companies
have their own statistical department, and many are satisfied with a
subseription to one of the usual statistical services, except in the event
of a very big change in investment policy. The personal judgment of
the manager again is different for each company, and often more de-
cisive than systematic research.

Four underlying ideas can be ascertained in this connection, except
for those trusts which are under direct control of bankers and therefore
have only a limited independence in their investment policy. First,
the investment trust prefers to do its operations in given securities at
a time when they are a little in the background of public interest. It
leaves the favorites of the day to the general public and tries to choose
among temporarily neglected securities with a yield over the average.
The speculative angle of short-term appreciation does not affect their
operations, which are based on the realization of the fact that a well-
chosen long-term investment, even with sacrifices in the beginning,
will improve the long-run yield of the fund.

Secondly, this attitude often results in a special interest on the part
of the trusts in new issues which require nursing for a certain time
before the company is fully established. This explains the activities
of the British investment trusts as subunderwriters in the capital
market, The aim is not primarily to earn commissions, but rather to
get the securities at net issue prices, reduced to the extent of the
commission.

Thirdly, the trusts take steps to insure a special kind of liquidity,
in the sense that changes from one investment to another should as
far as possible encounter the minimum of friction. The investment
trusts therefore now concentrate their holdings largely on securities
with a London market, whereas in former times a much wider circle
of securities was held. The published percentage of investments offi-
cially quoted is often as high as 95 percent. :

Finally, the trusts try to hold their commitments in individual secu-
rities down to amounts which can easily be liquidated.
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2. DIVERSIFICATION

The number of individual investments of the trusts, which published
a complete list in 1935, ranged between 174 and 930, with an average
of over 500. From Tables 21 to 23 it can be seen that as the total
resources of an investment trust grow the portfolio not only contains
more issues, but represents a larger absolute investment in each issue.
An optimum both in total size and diversification, nevertheless, appears
to exist, for beyond a certain limit control and supervision of the port-
folio become difficult.

TaBLE 21.—Frequency distribution of the number of investments of British tnvest-
ment trusts, 1935

Combined Eng-| Combined pre-
English trusts | Scottish trusts | lish and Scot- | war and post- All
tish trusts war trusts
Number of investments

Pre- | Post- | Pre- | Post- | Pre- | Post- | Eng- | Scot-
war war war war war war lish tish




TABLE 22.—Frequency distribution of the book value of investments of British investment trusts—1935

[Amounts in thousands of pounds]

: : Cémbined English and Scottish | Combined pre-war and post-war All trusts
English trusts Scottish trusts trusts Tsts combined
Boollinzgihsle( Egég;QSt- Pre-war trusts | Post-war trusts | Pre-war trusts | Post-war trusts | Pre-war trusts | Post-war trusts | English trusts | Scottish trusts
i N&T‘ Amount
Nélelf’ Amount 1\Ibuerrn Amount N&T Amount N&T' Amount I\Ib‘g’.l Amount N&’:" Amount N_gg:l- Amount Ngggn- Amount
{1 et U IR e e L e BN it 98 i 08 | B Sl et e i 98
2,804 2 560 3 1,145 11 3,923 11 3,949 17 6,167 5 1,705 22 7,872
12, 812 3 2, 255 11 9, 332 9 6, 696 27 22,144 22 17, 253 14 11, 587 36 28, 840
43,828 16 24, 266 18 24,956 34 47,815 50 68,784 50 67,377 34 49, 222 84 116, 599
11,433 6 15, 205 5 11,164 15 36, 880 10 22, 597 14 33,108 11 26, 369 25 59,477
10,123 5 17,942 1 3,079 15 51, 512 4 13, 202 13 43, 693 6 21, 021 19 64,714
Saal = 2 (LRt SR MR S R 5 23,7245 3 L SR 3 14, 642 2 8, 603

5,000 t0 5,999 -
6,000 t0 6,999
7,000 t0 7,999 .. _______

15, 558

5 23,245

125, 964

81,098

36 82,345

208, 309

130, 774

207, 062

132, 021

339, 083

9%
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TaBLE 23.—Correlation table of book value of investments and number of investments
of 90 British investment trusts, 1935

Number of investments
Book valtue( of in)vest- e
ments (£000 ,
100- | 200- | 300- | 400~ | 500- | 600~ | 700- | 800~ | 900-

0-99 | "0 | 200 | 399 | 409 | 599 | 699 | 700 | 899 | ogo | And | Total
[ Tn SCMPCIRee ) | i) PRSI ST R R § B S SR N N SR R 21
1,000 0 1,999 - -oooooeeo| oo MR T ST SR R Y Y O R 43
2000602999 oo ||| e g kT ' e @ n S S N N 14
3,000 603,999 - —ocoonc|oooof 5 VR R e 5
N RN LY S BOR (RR it i) DU A S st Bl 4
(T e e B U SR PN R T AR U W (R P e
' L RGNS S DR ST A E e s 99 e o 1
o e RN AT o EREC ! B3 e e T i i 03 g e 1
2 LT e L IR Pl SR R S B TR Rt L LR SR
P TR SN TR TR 0 K (NG s e 7 AR BN 1
103000 Bnd o verra s Bl g Cau e - et BRIt e PR R T e e o i S e L B e
Rt e i slid - mieal mlor it gt el La i %

Development of portfolio diversification between 1928 and 1935
is characterized by two features. First, the average holding has
become considerably smaller and, second, the number of holdings has
become larger. Of the total sample of 32 companies for which the
comparison was possible, over that period, the second statement holds
without any exceptign, and the first in 25 cases. These companies
had an average number of investments of 382 in 1928, but of 559 in
1935; the average amount invested per issue was £4,800 in 1928, but
only £4,200 in 1935. This development implies a break with the
previous policy of increasing the size of the individual investment
more quickly than its number. The average size of new investments
purchased in the past few years seems to have been particularly small.
One reason may be the increased caution after the shock of the depres-
sion. Another reason may be the growing preference for home indus-
trials, for which the average size per issue is smaller than for the
international securities which were favored before the depression.

3. VOLUME OF TRADING

No figures are published with reference to the activities of the
investment trusts on the Stock Exchange. An examination of the
list of the investments, however, enables a rough analysis of the
amount of the purchases and sales to be made.

The following sample analysis of the changes in investments of the
London Trust Co. illustrates the method of calculation, but it would
be possible to adopt the method for only about half of the total
number of trusts, owing to lack of information regarding the remaining
portfolios. The London Trust Co. is one of the larger pre-war firms,
registered in 1889. No changes in capitalization were effected during
1935-36, so that all changes in the portfolio must result from a change
in the use of existing funds (including realized profits). It can be
assumed that the company should be as active in its investment policy
as any average trust.

In 1936 the company had invested its funds in 940 different securi-
ties. A comparison of the lists of investments for March 1935 and



48 INVESTMENT TRUSTS AND INVESTMENT COMPANIES

March 1936 showed that in the course of 1935, 101 items disappeared
from the list, whereas 11 others came in; at the same time the size of
83 existing items was increased and that of 53-other items diminished.
This calculation compares the state of the portfolio on 2 days. Pur-
chases and resales between these days cannot be taken into account.
Assuming that all holdings were each of identical value (an assump-
tion which may be made in view of the number of holdings involved),
about 11 percent of the total portfolio would have been replaced dur-
ing the year. Supposing further that the reduction in the size of
existing holdings could be regarded as affecting half of the value of
the 53 items in question, a further 3 percent of the investments
would have been moved. Altogether, therefore, about 13 percent of
the investments at the beginning of the year were replaced and the
turn-over of the investments (sales+purchases) can be roughly esti-
mated at one-fourth of the average value of the investment for this
trust during 1935-36.!

4. GEOGRAPHICAL DISTRIBUTION OF INVESTMENTS

The geographical distribution of the trusts’ investments reflects the
former importance of foreign lending on the London market. The
investment trusts played an important role in the development of the
railway system of the United States and the British financial expan-
sion in South America before the war. They were also interested in
the post-war reconstruction of central Europe. But they now show,
after the financial crises in many foreign countries, an increased in-
terest in home investments. '

An investigation of geographical distribution for a long period faces
the difficulty that the range of companies publishing their distribution
lists becomes smaller and smaller the further the investigation goes
back. The fact that sometimes book values of the investments are
used and in other cases market values are taken introduces an addi-
tional difficulty.

It is at least safe to say that between 1913 and 1931 the importance
of investments in the United States declined in favor of central
Europe (Table 24).

TaBLE 24.—Geographical distribution of the portfolios of 26 British investment
trusts, 1923-28 o

1923 1928

(Per- | (Per-

cent) cent)
(Groat Brifaintemt ae il iel - ool — o SN wie g Ex et DS A T b e e ek SR e 34.5 34.4
Biftish Byapire o=t vt ciEn SO S SRS Ao el ol C e T RS T 10.5 10.7
UnitediStatesof Ameriea - oite, —wrl s Teresd i At Tl bt s s pavelle el 17.7 10.5
T e L s o S 12.4 10.1
Other parts.of Sonth - Ameriea . o oo Sl F oo S ans . e s il Lol S e 11.2 10.9
Mexicoan@ Central Amenien s~ 2 T b s e e A e 5.1 3.4
Earope st ar s st tal: SaTir (0 Loy ol G R de RO e IR ST b Sl 10 4.5 15.8
Asin and Af¥logaCisss"a i i b pitin e it it e st ml sl RS R e s T 4.1 4.2
Total...... o P SN L B B B R R B S kb U i N S e 100.0 100.0

e Data compiled from the Economist, Jan. 12, 1929, p. 52.

1 If proportion of issues acquired is taken as basis, turn-over would amount to only about 10 percent. The
average of both measures would be slightly below 20 percent.
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The reasons are well known; the purchase of American stocks by
the Government during the war, the changed position of the United
States to that of a creditor country, and the general interest of the
British investor in the reorganization of Central Europe. Before the
depression, about two-thirds of the trusts’ investments were outside
the United Kingdom and considerably more than half outside the
Empire. The risks seemed to be reasonably spread according to
“normal”’ standards, but during the depression the distribution
proved to be detrimental.

It should be explained that statistics of the geographical distribu-
tion of investments at that time, calculated on different bases and
including different trusts, vary considerably from each other. KEven
within an investment trust group no strict uniformity in geographical
distribution of investments is visible. In the case of the Fleming-
Murray group, the chief field of investment for the older companies
was Great Britain and the Empire, whereas the younger companies
placed a growing percentage in Europe—except the Scottish Inter-
national Trust (registered 1927) which invested in the first year of
its existence 75 percent of its funds in home industrials. The St.
David’s group, on the other hand, shows a uniform emphasis on
South America.

In the crisis of 1929, the capital losses on British securities were
smaller than on overseas issues. Two-thirds of the total investments,
however, were subjected to the additional risk of exchange restrictions
and the more serious deterioration of world conditions. The results
of these changes on the portfolios of the investment trusts are shown
as a first approximation by a comparison of the book values from 1929
to 1933. The statistics shown above suggest that the composition
showed scarcely any change, the pre-crisis distribution being main-
tained with remarkably small variations. There is little trace of
‘“policy” in the geographical aspect of attempting to escape from
threatened areas and to find greater security elsewhere. Accordingly,
changes in the percentage distribution based on market value show,
to a certain degree, the consequences of ‘“mal-investment.” Latin
American and Central European investments, for example, each con-
stituted 20 percent of the market value of the portfolio in 1929, but
accounted for less than 15 percent 5 years later (Table 25).

Regional distribution usually varies according to the age of the
investment trust concerned. The post-war companies have con-
centrated a large part of their funds in Central Europe, while pre-war
companies prefer to maintain greater investments in South America
than the younger firms. But in each case the high ratio of foreign
investments made ‘“‘switching’”’ difficult, owing partly to restrictions
upon international capital movements and partly, perhaps, to the
unwillingness of certain companies to show the large losses involved
in their balance sheets. In these circumstances a change in the
regional distribution could only be slow.



50 INVESTMENT TRUSTS AND INVESTMENT COMPANIES

TABLE 25.—Geographical distribution of invesiments of British investment trusts,
1929 and 1933

Percentages
Num- | Amount,
ber of | in t(li)oux: i o
st st L ire | United | Latin pes
panies | pounds | King- | Empire : Europe | of the
dom States |America T
Market values:
1929 pre-war trusts..._...__ 5 21,489 36.4 6.9 12:9 22.0 17.9 3.9
1929 post-war trusts_______ 9 9, 422 27.2 10.0 14.2 18.5 25. 2 4.9
Wotal s eat s e it 14 30,911 33.6 7.8 13.3 21.0 20.1 4.2
1933 pre-war trusts________ 5 16, 596 45.9 8.8 11.9 14.9 14.3 4.2
1933 post-war trusts__.____ 9 7, 654 36.0 13.2 15.9 13.9 15.4 5.6
Rotale. o ioh Sk S8 14 24, 250 42.8 10.2 13.1 14.6 14.6 4.7
Book values:

1929 pre-war trusts.__.____ 8 24, 637 48.3 10.6 5.1 18.4 10.7 6.9
1929 post-war trusts___.___ 12 16, 279 31.3 15.4 10.7 13.7 23.5 5.4
o721 e BT (R sl 20 40,916 41.5 12.6 7.3 16.5 15.8 6.3
1933 pre-war trusts..______ 8 26,014 45.4 15.1 6.1 16.9 9.4 Tk
1933 post-war trusts_._.___ 12 16, 196 35.6 16.3 9.9 12.9 19.6 5.7
Pofall—sed - = S tos 20 42,210 41.7 15.6 7.6 15.3 13.3 6.5

@ Data compiled from The Economist, Investment Trust Supplement Dec. 1, 1934, p. 8.

5. INDUSTRIAL DISTRIBUTION OF INVESTMENTS

The distribution of -investments, by categories, shows that indus-
trial investments now constitute as much as two-thirds of the whole,
Government securities about one-eighth, railways rank at a similar
percentage, while public utilities account for only 8 percent of the
book value. Another sample of companies,? basing their percentages
on market value, shows railways and public utilities with a somewhat
higher figure. Industrials, however, are still shown to comprise
more than 60 percent of the whole (Table 26).

Concentration on industrial issues is more strongly pronounced in
the younger trusts than in the pre-war companies. Railways could
not be regarded as a propitious investment in the whole post-war
period. But railways had formed the backbone of the portfolio of
the early investment trusts. Four trusts formed before the Baring
crisis have names suggesting their original specialization on railways,
and American railways were in pre-war times leading favorities on
the British capital market. The situation was changed by the repatri-
ation of United States investments during the war, which protected
the trusts against heavy losses in the next two decades. On the other
bhand, a greater participation in public utilities would have helped
the trusts in the last depression, and the relatively small participation
in gilt-edged securities has limited the advantages derived from the
big rise in British Government issues during recent years. .

2 The Economist, Investment Trust Supplement Dec. 1, 1934, p. 10.
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TaABLE 26.—Industrial distribution of investments of British invesiment trusts,
1929 and 1933 @

Namber Amount, | Govern- Indus-
of com. | 0 thou- |mentand| Rail- Public | trial and
s sands of | corpora- ways utilities | miscel-
p pounds | tions laneous
Market values:
1929 pre-war trusts__.________________ 4 21, 582 13.7 28.7 12.3 45.3
1929 post-war trusts..___..._________ - B 2, 696 15.1 14.4 11.5 59.0
W Y e e PR e e 8 24, 278 18.9 27.1 12.2 46.8
1933 pre-war trusts__._________________ 4 16, 635 18.4 20.6 15.6 50. 4
1933 post-wartrostsc oo o o¥es s 4 2,226 10.4 9.9 9.9 69.8
Rotalllt e Lo B e s e e 8 18, 861 13.0 19.4 14.9 52.7
Book values:
1928 pre-war Trusts: o2, o mNc L 10 25, 220 13.4 16.1 3.8 66.7
1929 post-war trusts____.______________ 13 20, 000 15.1 10.3 9.7 64.9
£ 17 U R e T s SRR 23 45, 220 14.2 13.6 6.4 65.8
1933 pro-war trusts. .. So_Sotaicil D o 10 24, 859 13.8 14.5 5.9 65.8
1933 post-war trusts....._.___.._______ 13 19, 665 14.5 10.1 8.1 67.3
Total o), Jtedetl Ul S 23 44, 524 14.2 12.5 6.8 66.5

s Data compiled from The Economist, Investment Trust Supplement, Deec. 1, 1934, p. 11.

Changes in the industrial distribution between 1929 and 1933, as
measured by the book values, are conspicuously small, and it would
appear that switching was quite limited. If market values are used,
the figures suggest a disproportionately heavy depreciation in railway
holdings, which tends to exaggerate the increase in the industrial
percentage. Naturally this change is more noticeable in the case
of the pre-war trusts with their larger railway interests.

6. DISTRIBUTION BY TYPE OF SECURITIES

Calculated on book values, debentures, and common stocks in 1933
each represented approximately 40 percent of the total portfolio,
while preference shares accounted for less than one-quarter (Table
27). On the basis of market values which are available only for part
of the trusts, the share of common stocks was smaller, owing to the
disproportionately heavy fall in the price of equities, with a cor-
responding higher proportion of bonds plus preference stock.

The older trusts invested their funds to a higher extent in debentures
than the post-war trusts. They have reduced the scale of their deben-
ture investments in the last decade, but up to the depression preference
shares rather than common stocks were substituted for debentures
in the portfolios. Up to 1929 these changes were due less to switches
in the existing portfolio than to a modified policy of investing money
obtained from new issues. On the whole, however, the resulting
changes were rather slight.
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TasLE 27.—Type distribution of investments of British investment trusts, 1929 and

3 @
e 8 Total, Percentages
of com. | i thou-
panies | S20ASOf | pyepen.
pounds thves Preferred | Common
Market values:
1929 pre-war trusts__.. 9 35, 257 50.7 25.5 23.8
020 OB -WA AUSTS e LR e 8 7,203 42.3 23.6 34.1
75 < i S SO e L R 17 42, 460 49.2 25.2 25.6
1083 pre~warbrosls 1o o il e il 9 27,146 49.3 28.0 22.7
1933 post-war trustas. 2 v e e 8 5,852 38.3 27.8 33.9
PotalRar= s snstien o 5 el S aS e 17 32,998 47.4 28.0 24.6
Book values:
1029 pre-wartrasts t .. = e e s el 13 36, 870 48.1 20.8 3.1
1929 post-war trusts 16 23,402 4.1 19.1 36.8
ROl e s e e R e 29 60,272 46.6 20.1 33.3
B RRAE Y S e g ] et e S o BB 13 37,783 45.1 20.5 34.4
1933 post-war frasts .. LUl s a et o 16 22, 853 38.0 20.5 41.5
Potals uin. Lol s r s il 29 60, 636 ‘ 42.5 20.5 37.0

s Data compiled from The Economist, Investment Trust Supplementé.

Nevertheless there are some signs which suggest that the process
of switching has made further progress since 1933. The table below
is an attempt, in rough form, to ascertain the changes (by an un-
weighted average) in the published percentages of 140 companies; book
values and market values are lumped together in both years without
discrimination.

Type of investments (percent of total amount)
[Data compiled from annual reports]

Debentures Preference Ordinary Totat
0 o T B S T et 1 R e e S 36. 4 27. 4 36. 2 100
JORGEE e s e e 31. 8 26. 2 42. 0 100

The direction of the change, rather than the precise distribution
itself, may be inferred from these statistics. So far as market values
are contained in the original figures, the increase in the percentage
of equities may be partly the result of their higher stock exchange
quotations in recovery. But as the majority of companies use book
values as a basis, it is reasonable to assume that the higher percentage
of common stocks in 1935 is a result of switching operations during
1934 and 1935 from debentures to common stocks.

This movement has coincided with a change in capital structure in
the opposite direction. Normally, the English and Scottish invest-
ment trusts hold a greater proportion of common shares in their port-
folios than is represented by the ratio of their own issues of common
shares to their total capital ® This tendency, in the last few years,
has been reversed to a certain degree, in both respects. The impor-
tance of common stocks in portfolios has increased and a far larger
proportion of recent new issues has been in debentures.

3 Cf. Ch, V: Capitalization of Investment Trusts.



CHAPTER VIII
THE PARTICIPATION OF INVESTMENT TRUSTS IN UNDERWRITING

Underwriting business in London goes through two stages. An
issue is underwritten by a main underwriter, who usually reinsures a
substantial part of the issue by subd1v1d1ng his guaranty liabilities

among a series of subunderwriters.

In the main underwriting, the investment trusts, in the narrower
sense of the word, play little part. In the same way as short-term
speculation is not “associated with regular investment trust business,
underwriting for the purpose of obtaining the overriding commission
does not usually belong to the ordinary activities of these trusts.
Their participation in subunderwriting is intended to obtain securities
at a discount compared with the issuing price. The trusts sometimes
make use of the opportunity to subscribe a certain percentage ‘‘firm’’
and then have a further chance to receive the rest of their applications
at a price reduced to the extent of the underwriting commission.

It is difficult to obtain concrete figures on the participation of the
investment trusts in subunderwriting. It is common knowledge that
they play a significant part in this field, but, in contrast to the main
underwriter, their participation is not mentioned in the prospectus.

In the annual income accounts, the item “underwriting commission”
is usually merged in commissions of all kinds. Only few companies
show it separately. It can be seen from Table 28 that commissions
form widely differing proportions of individual trusts’ total earnings,

TaABLE 28.—Underwriting commissions, earnings, and investments of British
tnvestment trusts, 1935 @

[Amounts in thousands of pounds]

Commis-

east Commis- | Total Invest- | sions as
sions | earnings | ments |percentof

earnings
Ameriean FrasteCo c tott oo o 12 o e s C T e aE 0.52 83.0 1,929 0.6
Colonial & General Y LN TR 0.33 12.5 324 2.6
General Securities_____ = = SCsniton a 0.45 6.8 187 6.6
Hellenic & General - e 2.32 81.9 1,054 2.8
Indian & General _________ E Lelall 1.58 41.0 1,008 3.8
International ______________ = o Sp 2.73 87.3 2,130 3.1
Reelvitte . o DU S e SR TR e e Befovag i 0.13 3.2 98 4.1
London Border & General z o 1529 98.6 2, 546 159
RiClaro: -l rr e z 0.33 153.7 3,464 0.2
Becond - Amerlean ool b S g i Sy 0.69 63.8 1,465 118 3

¢ Data compiled from balance sheets and income accounts.

The differences may be explained partly by different methods of
accounting, partly as a result of differences in the volume of business,
partly by the different meaning of the item “total earnings,” which
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may or may not include the income tax on the dividends and interest
received, and partly by the fact that when a trust has raised new
money it may have temporary free funds which permit an increase
in underwriting business for the company. The above sample is too
small to allow an estimate of the amount earned by all investment
trusts in subunderwriting. The year 1935, it may be noted, was not
a period of peak activity in the new issue markeb

The financial trusts frequently act as main underwriters. Those
trusts which are controlled by bankers enjoy corresponding facilities
for their issuing business. In addition to their functions as under-
Writers, these trusts may be employed by the banks concerned as a
“tap” to the market (see supra). Table 29 shows the issues which
were known to be subunderwritten by 33 of these financial trusts in
1934-35." It will be seen that trusts participated in underwriting of
150 issues having a total value of £50,000,000. Since an issue is as
a rule underwritten by only one trust, 'the question of duplication in
the statistics does not rise.  The amount of issues in the underwriting
of which investment trusts participated is almost 20 percent of the
total amount of private issues in that period.

TABLE 29.—New ssues tn London, 193/—35, underwritien by financial trusts ¢

Amount in
Trust ﬁ?;’s’l?g s

of pounds
Afriean & BurODeaR: - e e T S 3 600
Anglo-French Consolidated___.. T 3 1,750
Anglo-Oriental and General____ - 2 200
Awvnsley. Trasteatis cofe T | 1 375
Bankers Industrial Develop-_ o i 2, 000
Beaver Trust sl o e iiuiol o0 - 1 195
British Shareholders_.____ . 11 11, 200
British Trust Association._ = 5 2, 5u0
Cheviot Trust_. .+ ... . 10 800
Commercial & General Finance. - A 1 84
Commercial Mining & Finance.._ 2 1 350
Gonsolidated Mines:& Industrialiaetecl Stagndc . a0 contoiln i - b R T 1 300
D opinlons R Orerseas AR R s e T ey 1 155
Electric & General Industrlal Trust. ... 5 3 1,150
Federated Trust & Finance Corporation__. o 12 2,370
FAP H. Einance mste s e i et i = 4 650
Glreshiam st o =NiTe s Dhe T anl s et s T e iy < 1 125
Guildhall Trust..._. £ 2 200
Hollybush Trust___.______ = 4 880
Investment Registry, Ltd_ . & 7 3,150
London & Yorks. Trust. . 2 14 5, 660
London Financial Trust_____. - 5 1,270
London Industrial Finance. .- - 8 910
Lonsdale Trust_._..___..______ 2 L 1, 200
15 T b o L e s B R R o T S e N . S et o Tl S T 9 240
PrimaryiinvestmentiBrust s din T n St el n T paei i s s e 1 180
Quadrant Trust 6 5,400
SeteniTrasbec: " SrsSl 0 5 1, 250
Bhirlanddrivestinent/Rrushsi: So B e tut e il oy e T et 2 125
Btandard I dus S e O T e e e T e 14 2,400
Telephone & General 4 970
Tobacco Securities._..___.._____ 2 4,610
Yorks. & Lanes. Corporation 3 400

@ Data compiled from Issuing House Year-book, 1936 (Institute for Commercial Research).
1 See supra. Ch. 1V, for banking connection of these trusts.
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The next table supplies some information of the same kind from a
different angle. For this purpose all prospectuses of corporate issue
published in The London Times were examined as to their size and
the issuing house. The table arranges the issues in five groups
according to the value of the issues at the offered prices. The size
of each issue, and the trust responsible therefor, is shown (in thousands
of pounds) in the second column. A comparison is then afforded in
the last two columns between the total of issues sponsored by the
financial trusts and the total value of issues sponsored by other
concerns:

Issues sponsored by financial trusts, 1935 @

Total (in thousands

of pounds)
Sizeiof issue Trust responsible and size of mddlwdual issue (in thousands of
ot Other
Group issuing
houses
100-300.......| London & International Finance, 300—Standard Industrial Trust, 940 3,410

270—London & Yorks Trust, 200—Y orks. & Lancs. Corporation,
285—Electric & General Trust, 170.

300-600-_..... London Industrial Finance Trust, 450—Cheviot Trust, 524—Mer- 3,029 2,295
cers Trust, 4560—Telephone & General Trust, 400—Consolidated
Mines & Industrial Trust, 400—British Trust & Securities Cor-
poration, 430—Australian & General Exploration, 375.

600-1,000- .. ._ British Trust Assn., 600—British Shareholders Trust, 660—Feder- s =) = AR
ated Trust & Finance Corporation, 638.

1,000-2,000.._| Seton Trust, 1,197—Quadrant Trust, 1,500—Investment Registry, 3,812 6, 855
1,115,

Overi2,000 = 2 Kb AN P IR, SoneiH ot AN B 5 M G T Y e s S 1 2 ey 36, 060

s Data compiled from prospectuses published in The London Times, 1935.

The table suggests that the importance of the trusts is largely
restricted to medium-size issues, while the large issues are usually
reserved for banking and larger broking concerns. From what
external evidence is available regarding the 1928-29 new issue boom,
it would appear that the specialized finance trusts have lost some of
their importance. In earlier years, it was not uncommon for “mush-
room’’ finance trusts to be formed as issuing houses, responsible for
a large proportion of speculative issues.

The participation of investment trusts in pools is not widespread.
One or two instances are known, the most famous of them being the
repatriation of a controlling participation of Boot’s Pure Drug.
In that case the Tobacco Securities Trust was, together with certain
banking concerns, engaged in purchasing the shares and redistributing
them at a later stage on the market. Transactions of investment
trusts in commodities are unusual.

159824—39——5
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CHAPTER IX
EARNINGS AND DISTRIBUTIONS

The total profits of the English and Scottish investment trusts
(before debenture interest, but after income tax) amounted in 1935 to
roughly £11 to £12 million. They were divided between deben-
ture interest, preference dividends, common dividends, and reserves
in the relation of about 6 :4:4 : 1. A more detailed analysis shows
the following features:

1. Between 1924 and 1930 the profit of 92 pre-war trusts (out of 94
in existence) rose without interruption by a total of 67 percent.
Profits declined in the following 3 years by about 35 percent and
recovered only moderately until 1935, when they reached only some
80 percent of the peak year (Table 30).

TABLE 30.— British investment trust profits, 1924-35 ¢

[In millions of pounds]

1924 | 1925 | 1926 | 1927 | 1928 | 1929 | 1930 | 1931 | 1932 | 1933 | 1934 | 1935

92 pre-war trusts......_. 6.04 | 6.73 | 7.50 | 8.18 | 9.05 | 9.84 [10.12 | 9.18 | 7.67 | 6.63 | 7.10 | 8.00
83 post-wardrusts. oo coSul o o e 4.00 | 4.55 | 4.04 | 3.26 | 2.89 | 2.90 | 3.30
F i p oo SRR R ISR RS, ISR sl S 13.84 (14.67 |13.22 |10.93 | 9.52 [10.00 | 11.30

s Data compiled from The Economist, Dec. 1, 1934, Investment Trust Supplement, pp. 2 and 5. Figures
for the years 1934 and 1935 are rough estimates.

The trend in profits is the result of changing dividend and interest
income and changing capitalization of the trusts. Anidea of the par-
ticipation of the first factor separately can be derived from the
estimate that £100 of the investment gave a total income of £4.95 in
1924, £4.45 in 1929, and £3.25 in 1933.

2. The results of the post-war trusts—with an average age of 2-3
years at the beginning of the crisis—were considerably worse: they
earned only £3.9 per £100 of investments in 1929 and £2;790,000 in
1933. The decrease in profits from 1930 to 1933, amounting to about
36 percent, was of about the same order as that of the older trusts.

3. The influence of the age factor on trust profits is visible from
Table 31. The ratio between income and book value of portfolio is
least favorable in the youngest age class, and highest in the group of
trusts organized in the last decade of the nineteenth century. With
certain exceptions yield improves with the growing age of the trust, in
consequence mainly of the conservative valuation of the portfolio of
the older trusts.
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TaBLE 31.—Earnings and dividends of British investment trusts, by age groups @

[126 companies]

Year of organization 1918-28 | 1009-18 | “59%" | 1889-08 | 1878-88 | 1860-78 | (ALl

Gross income as percent of balance sheet
tolalsOaR) Ll et Ty T 4.65 5.44 5.78 6.03 5.87 5.61 5.48
Average dividend on common shares (1919-28) 6.30 6.93 | 12.14 | 12.52 | 13.81 | 16.24 10. 69
Average distributions * 1919-28 as percent
oftetalicapitalL oo ot oo Lo 5.48 5.68 7.14 6.88 7.38 7.22 6.65

s Data compiled from Linhardt, Hanns, Die Britischen Investment Trusts (1935), p. 141.
b Average dividend on common shares plus 5 percent on preferred stocks and bonds.

Relations between dividends paid and value of assets is of a similar
nature; the older the trust, as a rule, the higher the dividend rate.
However, a partial explanation of the better showing of the older
trusts is provided by their capital structure, which contains a higher
percentage of preferred stocks and bonds.

4. In the average of the years 1922-35, out of £100 total income
(before debenture payment) roughly £30 were paid for debenture
interests, £20 on preferred stock, and £40 on common stocks; £10
were put to reserve. The dividend on common stocks averaged 7 per-
cent but oscillated in that period between 4 and 10 percent (Table 32).

TABLE 32.—Distribution of profits ¢ of British investment trusts ®

[Amounts in thousands of pounds]

As percent of net profits Average rate of return (percent)
Net profits
Year (after de-
bentures) | Common | Preference Reserves Debenture | Preference | Common
dividends | dividends capital capital capital
8,976 43.2 4.1 12.7 4.4 4.0 4.4
7,995 44.3 48.8 6.9 4.5 3.8 3.9
7, 640 45.8 50.0 4.2 4.6 3.9 3.9
-- 8,227 46.7 43.0 10.3 4.5 3.8 4.7
12,075 53.9 34.0 2t 4.5 4.0 6.2
14, 201 55.2 28.3 16.5 4.5 4.2 7.6
12,794 55.4 28.9 15.7 4.5 4.4 9.2
11, 015 56.3 24.2 19.5 4.5 4.1 8.4
8,995 58:9 22.1 19.0 4.4 4.5 10.2
7,082 59.7 22.2 18.1 4.4 4.4 10.0
6,161 b5 24.3 21.2 4.2 4.3 9.1
5,707 56.9 25.0 18.1 4.2 4.1 7.2
4,784 57.4 26.9 15.7 42 4.2 7.2
1, 553 54.9 33.8 11.3 4.3 4.0 6.3
Average 1922-35__ | _._________ 53.1 32.5 14.4 4.4 4.1 7.0
101470 e 386 50.1 29.2 20.7 4.0 4.4 7.6
10137 LD 430 46.9 25.5 27.6 3.5 4.3 7.9

& Data compiled from annual statistics of company profits in The Economist.
b Number of trusts (including some financial trusts) changing from year to year. Only percentages
comparable.

They absorbed on the average more than one-half of the net profits
(after debenture), the percentage varying between 43 and 60 percent.
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Open reserves in 1934 absorbed 4.2 percent of net profits; they
reached their maximum participation of over 20 percent in 1925 and
showed an average of 14 percent over the period 1922-35. The share
of reserves in profits had been considerably larger in the years im-
mediately preceding the war, and it amounted to about 24 percent in
1913-14.

The trusts have tried to stabilize their common dividends, to a
certain degree, by their reserve policy. Although it is unusual to
draw on reserves to pay common dividends, the reserve allowance in
times of falling profits is permitted to fall to a smaller proportion in
the total income. The ratio of reserves to equity earnings which
averaged about 20 perceant over the whole period 1922-35 decreased
to 8 percent of the much smaller total amount available for distribu-
tion in 1933 (Table 33).

TaBLE 33.—Allocation to open reserves of British investment trusts, in percent of
equity earnings °

23 22 ' 1923 e e s 21

13 DN D P B S e e 17
8 24 { et

18 23 Average. ...__....__. 21

18 23

23 24

@ Data compiled from Table 32.

5. An attempt was made to examine the influence of the size of the
investment trusts on the earnings. Three groups each comprising
10 trusts were chosen: Larger companies with a book value of more
than £3.5 million each, medium-sized trusts with a portfolio value of
£1.5 to £2.5 million, and small firms with less than £0.5 million in-
vestments. The ratio of income to book value of investments in 1929
is shown in Table 34. Although the medium-sized trusts have the
most favorable ratio of total income to book value the dispersion of
the ratios of the individual trusts in all groups from the average is so
wide that no definite conclusions can be drawn from these statistics
in this respect.

TABLE 34.—Income of British investment trusts by size groups * (pre-war trusts)
[In thousands of poundsl
I. LARGE TRUSTS

iTotal Income

com a; -

Defore vgf"fé( : pgn%egf

deben- invest-

ture ments
American Investment & General. ..o imeieeececaaas 185.5 3, 642 5.1
et Eiemahin. e e R Y e e I 260. 4 4,818 5.4
Debenture Corporation. 108.3 3,8i6 5.1
Foreign & Colonial .. ___ 171. 5 3,532 4.9
gnadnstrialids Generalasse IR & e amt Ll e nEE T A 454.6 7,705 5.9
Jnvestment MrustCorporation o s ettt dar o T gt 2 348.8 8, 088 4.3
Mercantile Investment & General. 432.6 7,645 5.7
U. 8. Debenture Corporation_____. 218.7 4,348 50
British Assets Trust.__._..________. 288.5 6,736 4.3
8econd Scottish Investment Trust. .o o ioeooaiioan 174.4 4,202 4.1
4 1 N e SR NP VA7 e Bt e s (e o gt A il g 2,803.1 54, 592 5.1

@ Data compiled from The Economist, Investment Trust Supplements, Dec. 1, 1934.
b In 1929 book values generally were below market values.
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TABLE 34.—Income of British investment trusts by size groups (pre-war trusts)—
Continued

[In thousands of pounds]
II. SMALL TRUSTS

Total Income

‘bofore | BOOK | Contof

deben- | VBIU® | jnoest.

ture ments
Brewery & Commercial. 31.7 482 6.6
Government & General._ 27.8 445 6.4
Canadian & Foreign______. 16.9 425 4.0
CityiNaticnal dnyvestaent . 1o e Lk i1 v sl e Tl B e L 14.6 268 5.4
GeneraleBEennitibater. Sse n byl ot d A el T Bl ol Tile(REs 6.3 169 3.7
Imperial Colonial Finance & Agency. 15.4 319 4.8
London & Colonial . ___..._..._______ 21.5 380 5.7
New Investment.. o 24.2 319 4.3
General Scottish_____.___... i 5.0 131 2.3
Northern/SeeuripiesPrust bos-uk a3 0o s Foons s Loaia e vl e do s d 19.4 446 4.3
A1 e AT e e S e L T S e o - I et 182.8 3,384 5.4

III. MEDIUM SIZED TRUSTS

Anglo Ameriean Debentures —- = = o - 142. 4 2,232 6.4
General Investment & Trustees 97.8 1,527 6.4
Government Stocks and other Securities .- ... 123.7 2, 206 5.6
(@70 051 b, psos R o o b iiieon sttt o s il Ui 8 e 2 ot adids 103.9 1,834 5.7
International Investment Trusts 104.8 2, 081 5.0
Nelsons=ebren o b Sadla b iy Diig L8 101. 4 1, 551 6.5
Railway Share Trust & Agency 120.5 2,106 57
Trust Union 82.0 1,510 5.5
Clydesdale Investment 116.7 2, 265 5.1
Edinburgh Investment Trust 100. 5 1,867 5.2
e e L e R 1,093.7 19,179 5.7

6. In consequence of the usually high leverage ratio of British
investment trusts, the amount available for dividends on common
stocks is subject to considerably larger oscillations than total profits
(Table 35). Whereas total profits for a sample of pre-war trusts
decreased by about one-third in the crisis between 1929 and 1933,
the amount of earnings available for common dividends fell as much
as 60 percent. In the whole period the payments on senior securities
remained practically unchanged.

TaBLE 35.—Effects of leverage on profits of 92 Pre-war British investment trusts ¢
[1929=100]

1924 | 1930 | 1931 | 1932 | 1933

Hotal profitantia iy it e Tl 1 28 LIRSl SR e SR T 61| 103 93 78 67
Earned on common stoeks... - ___________ 63 | 104 87 61 42
Earned on common stocks of 56 English investment trusts... 66 | 101 85 60 43
Earned on common stocks of 36 Scottish investment trusts. . 58 | 109 91 64 41
Henfor charges. To 2 bt ToBhisals L e e, LU T SE L e 59 | 100 99 97 98

s Data compiled fro m The Economist, Investment Trust Supplements, Dec. 1, 1934, pp. 2-4.
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The yield of the common stocks of investment trusts since the last
decade of the nineteenth century has oscillated between 5 and 6 per-
cent. Figures calculated by the late Mr. Joseph Kitchin of the net
yield of six equity stocks show an irregular fall from 5% percent in
1890 to under 5% percent in 1899. Except for a short-lived rise to
5% percent in 1908 (crisis of 1907) only small deviations occur from
the level of 5% percent. The war took the curve, at first, to over 6
percent and later below the 5 percent level. Again a sudden increase
occurred in 1920 to 6 percent when quotations dropped, and dividends
increased at the same time by about 10 percent compared with the
preceding year. From that year the yield figures begin their con-
tinuous decline, despite increased dividends, due to a compensating
upward movement of stock exchange quotations for investment trust
common stocks. In 1922 the yield, for the first time; fell below the
5 percent level, in 1925 to 4.35 percent, and 1927 to 4 percent.

Table 36, the figures of which are not comparable with the Kitchin
statistics, shows the trend since 1928. It shows that dividend yields
rose sharply to 1932, and then declined to below the predepression
level, not because of the improvement in investment trust stock prices,
wh_igh was rather slow, but as a result of the low average dividends
paid.

TABLE 86.—Y7eld on ordinary stocks of British investment trusts and tndividual
companies ¢

INVESTMENT TRUST SHARES

1928 | 1929 | 1930 | 1931 | 1932 | 1933 | 1934 | 1935

Yieldsondividends. ... _________________ 4.31 | 5.07 | 5.41 | 6.82 | 6.92 | 4.79 | 3.55 | 3.45
Yieldsomearnfhgst -2 S Rit i or Hra e 5.63 | 6.63 | 7.70 | 8.55 | 9.09 | 6.07 | 3.50 | 3.57

INDUSTRIAL SHARES

Yieldson dividends. .. 2. 2 LIl I Tl oLl T It L. 5.14 | 6.81 | 7.21 | 7.16 | 6.94 | 3.47 | 3.67 | 3.68
Yields'onearningst:cois e sl vl L e iR s 6.81 | 8.059.87|6.03[3.04|0.66|0.12] 3.28

e Data compiled from Actuaries’ Investment Index.



CHAPTER X
THE COST OF MANAGEMENT

The management costs of the English and Scottish investment
trusts are relatively low, for they amounted on the average to 0.38
percent of the value of the investments per annum in 1935, and have
averaged about 8 percent of earnings during the last 5 years.

The general level of the management expenses in relation to the
investments seems to be fairly constant. The average for 17 com-
panies for 1913 is nearly the same figure—0.31 percent—while for
individual companies the figure ranged at that time from 0.22 to 0.47
percent.

The income accounts of the companies are not very revealing on
the distribution of these expenses. The directors’ fees must be
disclosed, but other expenses are usually given in a total sum. Occa-
sionally auditors’ and trustees’ fees are disclosed. In the following
remarks, the directors’ remuneration is included as a ‘“management
expense.” Table 37 analyzes the management expenses of 197 trusts
and compares these expenses with their issued capital.

TABLE 37.—Management expenses of 197 British investment trusts @

Ca?i%a}, in- g

cluding ixpenses, in

debentures, | thousands of oIt’_er;:epttal
in millions pounds capy
of pounds

Pro-war EAgHSH e nRt e e e S 1112 485.6 0. 44

Post=war EnghishArnsteaat im0t S S ainap e SieE sl oG 71.2 269.4 0.35

Pre-war. Scottishrtrostsiec,  sloteac i Dave S0 g0k T Sl Lol 72.2 247.9 0.34

Post-war Scottish-frasteic s e T oE R T L Seng o 46. 2 145.7 0.31

R e e e A L Sl ST o 306.8 1,148.6 0.38

s Data compiled from Moody’s British Companies Service.

The costs of the pre-war companies are higher than those of the
post-war trusts, and the expenses are higher in England than in
Scotland.

The advantage in favor of the younger trusts may be partly ex-
plained by their connections with older trusts, which bear more than
a proportionate share of the group’s expenses. Apart from that,
very much depends upon the regulation of the directors’ remunera-
tion which is for many of the older trusts based on the company’s
profits. Although in the original state the fees were moderate, they
increased with the growth of the firm. The relation of directors’
remuneration (which normally excludes managing directors’ fees)
to management expenses is shown in Table 38,
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TABLE 38.—Directors’ remuneration in 157 British tnvestment trusts ¢

[In thousands of poundsl

Total man-
agement ex- | Percent
penses

Directors’
fees

Pre-war English trusts____ ke 172.6 433.7 39.8
Post-war English trusts_._ 3 99.3 225.3 4.1
Pre-war Scottish trusts__. = 89.0 223.6 43.0
Post-war Scottish trusts_ - . 50.6 140.4 36.0

4 T T L AR e S TR s O i i i Sl 411.5 1,023.0 40.2

sData compiled from Moody’s British Companies Service.

The total directors’ remuneration lies somewhere between £1,000
and £3,000 for the whole board and averages between £250 and £750
per board member.2 Sometimes they are higher; thus for the Cable
Investment Trust, the total remuneration is £5,000 after deducting
income tax, with a possibility of extra remuneration for services out-
side the scope of the ordinary duties of the director. Occasionally fees
are based upon the profits of the company, 3 to 5 percent for the big
trusts and up to 15 percent for the smaller ones. Since the Company
Law makes it necessary to publish all directors’ remunerations in the
accounts, the number of managing directors to whom the regulations
do not apply has probably increased. Extraordinarily high fees or
supervisory remunerations, however, are not characteristic of the
British trusts. In spite of that, however, the accumulation of fees
from a series of directorships held by one person may make his total
income from investment trusts very high. “Founders’’’ shares do not
exist except in one case (Imperial Colonial Finance and Agency
Corporation).

Since managing directors’ fees are not disclosed, these figures
underestimate the total cost of management. The directors’ fees
however, are a decisive item in the total management expenses,
amounting to two-fifths of the whole and to £2,700 per trust. In
individual cases they rise to about two-thirds of the total expenses.
The post-war English trusts show the highest average. The other
cost items are not usually important. The trusts are able to work
with a small equipment and staff. The bookkeeping department,
even of a group, need not consist of more than 5 to 20 persons, while
auditors’ and trustees’ expenses in larger firms amount from £500 to
£1,000 per annum.

The influence of size of company on management costs is inde-
terminate. An examination of six very large trusts and of another
group of very small trusts (up to £300,000 capital) shows a percentage
of costs to capital of 0.27 percent for the first and of 0.34 percent
for the second group both under the average; the first group with
only small deviations from their mean value, the other, however,
with a mixture of very high and especially low percentages. The
relation between the management expenses of different groups is
of interest. In the Touche group, for example, each trust shows
a percentage above the normal level, with 0.52 percent as the average.

2 The average number of members on the board (excluding the managing director) is about 4.
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It is true that this ratio is not reached by the other groups and may
be explained by somewhat larger boards of directors in this group.
In spite of that, the “saving’’ theory of the group formation does not
always seem convincing: predepression statistics of management
expenses expressed as percentages of the balance sheet totals reveal a
ratio of 0.48 percent for six big groups against 0.45 percent as average
for all companies. Perhaps the boards in these large groups are
remunerated on a higher basis than smaller trusts.

Table 39 is based on a sample of 25 companies, and compares
management expenses with income after income tax. The contraction
of costs between 1929 and 1935 was rather slow and amounted to only
15 percent. As a consequence of the rapid decrease in income, there-
fore, the ratio of expenses to earnings showed a tendency to increase.
The division in groups of different sizes shows clearly the more favor-
able position for the larger trusts in relation to earnings. The very
small trusts, with a high percentage of expenses, however, have
reached the precrisis level again, whereas the larger companies are
not yet back to the old standard.

TABLE 39.—Management expenses and earnings in 25 British investment trusts,
192935 o

[In thousands of pounds]

1929 1930 1931 1932 1933 1934 1935

diarningg oIt ke S e le e e e 53,503 | 3,577 | 3,245 | 2,683 | 2,346 | 2,314 2,454
Management expenses. . . 226 233 230 220 209 203 198
Percentiizmntat. Bl e e S il i e s S 6.5 6.5 Tl 8.2 8.9 8.8 8.1

8 LARGE COMPANIES

B (e iems R il T e |l sl e e 5.6 5.5 5.9 6.8 7.6 7.4 6.6

12 MEDIUM-SIZED COMPANIES

¢ A el MR SYER K et L 7.8 8.1 9.0 10.4 11.2 11.4 11.1

5 SMALL COMPANIES

Pereont it izl il S o cl i LR e12.7 12.4 12.7 15.8 15.2 15.2 12.7

s Data compiled from annual accounts.
b 23 comparnies,
<3 companies,



CHAPTER XI
FIXED TRUSTS!

The legal position of the fixed trusts (or ‘“unit trusts,” as they are
now to be officially designated) is entirely different from that of the
investment trusts.? The companies which manage the fixed trusts
are mostly private concerns, and the relations between them and the
banks or insurance companies which act as custodian trustees are
embodied in a trust deed, or in supplementary correspondence. The
trustees, additionally, usually have, under the deed, certain super-
visory powers over the exercise of management and, in some cases,
a veto in such matters as “switches” from one security to another.
In other instances, the trustee may, under given conditions, replace
the managers by new managers. The trust deed provides, further,
for the limitation and life of the trust, for its early termination under
certain circumstances (such as unfavorable legislation, etc.), the
distribution or reinvestment of the proceeds of dividends, capital
rights, or eliminated securities, the maximum size of the trust, ete.
If the Board of Trade Departmental Committee’s Report on Fixed
Trusts is implemented, the matters to be dealt with in the trust
deed will be most closely specified, in the interests of maximum
publicity.

Neither in total numbers nor in the extent of its controlled resources
has the fixed trust movement attained the dimensions of the invest-
ment trust companies. There are something over 200 investment.
trusts extant in the narrowest sense of the term, excluding financial
trusts and specialized branch trusts, and their total investments
amount to £300,000,000. As of July 1936, there were nearly 70
fixed trusts in existence, whose sales of units have been estimated in
several quarters at approximately £50,000,000.3

The majority of managing companies control more than one unit
trust, and when duplication of directors is taken into account the
scope of the management is even more closely concentrated, several
of them having the same board of directors. The whole business is
in the hands of 11 groups: Municipal and General Securities Co.;
United Fixed Trusts, Ltd., with connecting companies; Fixed Trust
Investments, Ltd.; Investors’ Specialized Fixed Trusts, Ltd., with
associated companies; Allied Investors’ Fixed Trusts, Ltd.; Trust of
Insurance Shares, Ltd.; First Provincial Fixed Trust, Ltd.; British
Keystone Securities Trust, Ltd. (with several associated companies);
British General Fixed Trust, Ltd.; F. T. M. Ltd.; Selective Fixed
Investments, Ltd.; Trust of Transport Share Ltd., and Protected
Fixed Trusts, Ltd. Full particulars of capitalization and personnel
of the majority of these groups are given in The Economist’s Fixed

! At many points, the following discussion of unit trusts is affected by the recommendations of the Board
of Trade Committee on Fixed Trusts, and this section should be read in conjunction with that report.
3 See the Commission’s Supplemental Report: Fixed and Semifixed Investment Trusts.

3 See Report of the Departmental Commitiee appointed by the Board of Trade, 1936, Fixed Trusts,
London, 1936, p. 7.
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and Flexible Trust Supplement of March 7, 1936, page 12. Among
them, only Selective Fixed Investments and First Provincial Trust
manage only one trust each. On the average, 5 trusts were then
controlled by each company, British Industrial Corporation and
United Fixed Trust leading with 11 controlled trusts each. Municipal
and General then operated 5 trusts (since increased to 7). One group
has split in the course of the last year: Allied Investors and Trust of
Insurance Shares, formerly with the same board of directors, are now
separately operated.

The existing managing companies are all private companies and
are, therefore, not under the obligation of publishing annual balance
sheets. British Industrial Corporation and Municipal and General,
originally public companies, changed their constitutions after entering
the fixed trust field.

The capital of management companies is in most cases small,
ranging from £10,000 to £25,000, usually in ordinary shares. Apart
from Municipal and General and British Industrial Corporation,
which were already in existence, all the managing companies were
founded ad hoe.

Control of the managing companies, so far as a list of directors and
shareholders offers information, seems to lie mainly in the hands of
private persons who were not, in many cases, already familiar in the
City of London. Some solicitors are represented on the boards,
though possibly as nominees. It is now less usual to find stock-
brokers acting as directors, since the interim report of the Stock
Exchange Sub-Committee on Fixed Trusts suggested their exclusion
from fixed trust management. The financial writer, Hartley Withers,
is on the Allied Investors’ board, while the management of the Trust
of Insurance Shares consists of insurance company directors. In two
instances financial interests are represented by Municipal and General,
which is controlled by White, Drummond & Co., while the ‘“Investors’
gro(gps is completely controlled by the banking firm of Dawnay Day
& Co.

The amount of unit trust sales can only be estimated, for sales are
generally regarded as secret, although the National Group, apparently
the largest concern of all, claimed, at the end of 1935, sales of over
£16,000,000 and 55,000 unit holders on its books. An estimate of
The Economist, based on information from all but one group, sug-
gested a figure of net sales of £45.8 millions at the end of 1935 com-
pared with £20.75 millions a year earlier. The computers suggested
that sales had reached £50,000,000 in the spring of 1936, an estimate
subsequently confirmed by the Board of Trade Committee’s Report.
In the 5 years of its existence, the funds invested in unit trusts have
amounted to one-sixth of the nominal value of the investment trusts’
capital. The total of £50,000,000 is small, compared with the debt
of the existing savings institutions (Post-Office Savings Bank, £390,-
000,000; National Savings Certificates, $390,000,000; and Building
Societies, £526,000,000). Nevertheless, the growth of the unit trust
movement in 1935 alone was as great as the net growth of Post Office
and Trustee Savings Bank deposits.

The following table gives particulars of the organization of the
fixed trusts. For fuller details, see the Fixed and Flexible Trust Sup-
plement published with The Economist of March 7, 1936, pages 26-29.



06 INVESTMENT TRUSTS AND INVESTMENT COMPANIES

TaBLE 40.— Various data on unit trusts, March 1936

: Flexi- | Man- Special- || Cumu- | Distrib- :
All | Fixed | "4 aged Open | Closed || General | ™5, ¢4 lative | utive | Mixed
NUMBER
56 40 10 6 ; 50 6 41 15 13 24 14
NUMBER OF SECURITIES IN PANEL
1to20 | 21 to 30 | 31 to 100 ‘ 100 to 150 | 150 to 200
Numberof trastsectsl o ior s L Nt et 17 19 17 2 1
NUMBER OF DIVISIONS OF SUBUNITS
1,500 | 2,000 | 4,000 | 4,800 | 5,000 | 6,000 | 7,600 | 8,000 | 10,000 | 12,000 | 15,000
Number of trusts....__._____. 1 9 13 8 8 3 1 8 3 i 1
TRUSTEES
Nuamber-of trasts with’banka/as trustees- o iy a0 et L a0as Tol Sl it e e e L 47
Number of trusts with insurance companies as trustees_ 9
LioydisBankiic Lo en o awipiee DA ISR 2 =20
Midland Bank Exec. & Trustee. .. 29
National Provincial Bank__.___ 3
Williams Deacon’s Bank____ 2
NMartin/SiBankd Esr SR e o is VDR ST PR R e s A e T D e R ST e 2
Clydesdale Bank. = 0 s le el s & il ol ot inm s Sl ot el el e LE e 1
Royal Exchange Assurance. 6
General Accident Fire & Life..__..___. 2
Equity & Law: Life Assuranee-Soelety. sl Lioe ot o Mbl L e o al i e e it

The most remarkable change in the structure of the unit trusts is
the growing tendency to ‘flexibility.” The first trusts (whose in-
spiration was borrowed from the United States) were ‘“fixed”” in the
full sense of the word and represented a reaction to the experience
of unfortunate or mismanaged investment trusts of the limited-lia-
bility type. As the movement developed the emphasis on the ad-
vantages of rigid portfolios became smaller. Now the movement
has come the full circle. All trusts formed in 1936 are flexible. At the
first stages of the unit trust movement, the managers were primarily
concerned with sales problems, but in the future the question of
successful management of flexible portfolios will attain growing
importance.

Very roughly, five steps can be distinguished in the development to
more or less complete flexibility. The first was rigid fixity, moderated
only by the possibility of eliminating individual securities in cases of
emergency (First British Fixed Trust). The second gave power to
the managers to reinvest the proceeds of these eliminations in other
securities (Investors Gas & Electric). This was succeeded by the
managed trust of the unit type, where managers were free to choose
the investments from a permitted list (Limited Investment Fund).
Later trusts allowed the managers to deviate from the permitted list
and to introduce, apart from the securities comprised in it, a certain
percentage of new companies per annum (Midland and Southern
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Counties, Ind.). Finally, almost complete liberty from restrictions
is prov1ded by a large panel of companies within which the managers
may invest the trust funds, while retaining powers, under certain
conditions, to invest in other securities (Aviation & Universal Invest-
ment Trust,).

The marketing of investment trust securities does not differ from
that of other securities except that they are rarely underwritten. The
sale of units of fixed and flexible trusts, however, presents new prob-
lems of issue. There are, at present, no legal restrictions controlling
the sale of units, and all the methods of modern publicity have been
used to put the subunits before the public.

Public advertisement of shares and debentures in management in-
vestment trusts is non-existent. The prospectuses of any new issues
must be published in accordance with Company Law and the stock
exchange regulations, but there is no continuous publicity regarding
their investment merits. Fixed trust units, on the other hand, are
advertised continuously and in all places, in the press, particularly
in the Sunday papers, underground trains and railway stations, in
special periodicals published by the trusts, in booklets, in postage-
stamp books, in lectures, and elsewhere. Such continuous publicity
is not accorded to other securities and is adopted to a much smaller
degree by building societies. For 1935 the advertisement costs of the
unit trust in newspapers only were estimated at about £200,000, and
the total costs were considerably higher. This expensive publicity
is not free from several doubtful elements. The emphasis upon the
name of a bank (which appears in bold type on the first page of a
prospectus) has its parallel in the unit-trust advertisements, where the
trustee’s name (usually a bank) is printed in a similar way. Tbis may
convey the impression to a potential buyer that the security is in some
sense ‘“‘guaranteed” by the bank, which in fact acts only as custodian
trustee. It seems, however, that the trustees have begun to exercise
some influence against such possible misconceptions. Sometimes the
advertisements contain impressive figures which are of no special
significance, such as, for instance, the total value of capital and reserves
of the 150 companies of the underlying panel.

The necessity of speaking a language understandable to the small
investor has influenced the choice of the underlying securities. For
this reason, investments had to be chosen, in the first place, from well-
known leading shares, familiar to the public and giving an air of
stability to the portfolio. This practice is not without the danger of
overduplication of particular shares, though it offers certain guaranties
in a wide market and excludes highly speculative investments.

But, in this respect, an advantage which works in favor of the invest-
ment trusts is necessarily lost for the unit trust. The latter cannot
purchase the shares of smaller companies which, despite their good
prospects, are beyond the view of the general pubhc The unit trusts
in fact, purchase market leaders, for the most part, at relatively high
prices and are, therefore, likely thr ough their buying policy further to
inflate the price of this type of security.

Secondly, the range of securities eligible for these purposes is remark-
ably small. The panels of the different unit trusts frequently show a
conspicuous similarity. Many leading securities are ‘“duplicated.”
Tt is difficult to estimate the total market importance of this tendency,
for not all of the unit trusts have reached the point of maximum ex-
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pansion. If the trusts with fixed portfolios sold up to their maximum
number of units, they would hold at least 10 percent of the capital of
some 40 companies, while for some cases the percentage would amount
to 30 or 40 percent.

The third objection lies in the possible weakness of any investment
movement which bases its appeal on contemporary popularity of given
sections of the market. Thus, armament shares have, for some time,
received more attention than future earnings of these companies
seem to justify in some cases. Aviation shares have similarly re-
ceived widespread speculative support in recent months. Some
trusts have been formed in response to this public interest, which is,
of course, primarily supported by reasonable foundations. But the
fate of these specialized unit trusts when the scope of the earning power
of popular speculative counters is defined, when their quotations are
adjusted to that level, and speculative interest subsides, is rarely
considered.

The selection of high-priced securities chosen from the “popularity”’
point of view results in a modest yield, and since it is considered
necessary to attract the purchaser by a higher return, some adjust-
ment becomes necessary in the portfolio. With few exceptions, the
unit trusts improve the yield from the basic industrial securities by
including gold mines and similar ‘“wasting”’ securities in their in-
vestments. Since current dividends include a capital element, which
should be set aside for future amortization, the apparent yield is
accordingly much higher than on industrial shares. According to
The Economist’s statistics, Government Gold-Mining Areas (Modd.),
is held in the portfolio of 11 fixed trusts, Crown Mines by 7 trusts,
Spring Mines by 8 trusts, Johannesburg Consolidated by 10 trusts,
etc. These figures illustrate the extent to which yield figures are
“sweetened.”” The published yield figures are naturally based on
former dividends, but the advertisement usually contains a sugges-
tion (or leaves it to be inferred) that future yield expectations are good.
The calculation of yield figures in advertisements is rarely clearly
defined and is never authoritatively checked. In the case of the
flexible trusts, high figures can only be achieved by including an undue
proportion of the speculative shares in the list.

The channels of sale of fixed and flexible trust units are far more
numerous than for investment trust shares. Stockbrokers, although
participating, have no monopoly. Most groups include a sales staff
which 1is in contact with solicitors, local bank managers, and so on.
The publicity booklets contain a number of application forms, and
the transaction is usually executed directly between trust and cus-
tomer. Transactions arranged solely through stockbrokers (as re-
quired by the Municipal and General Group) are the exception.

It is generally usual to pass a proportion of orders for the purchase
of underlying securities to the broker who sells the subunits, a feature
known as ‘reciprocal business.” By this means the most important
selling institution of the market has an interest in recommending trust
units to their clients.

1. LOADING CHARGES

Subsection (f) of the report of the Stock Exchange Committee
dealing with the form of Trust Deeds demanded the inclusion of clear
provisions as to the remuneration to be received by trustee and mana-
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gers, and the reservation of a part of the initial loading charge for
the future.

The loading percentages for the trusts of the ‘“fixed” type are
compiled in the following table:

Loading charge (percent)

INwmber O bPuStS o-ct. it ol L s 2 2 10 3 8 15 4 6

s Added to costs.

Two methods of calculating the loading charge are employed. The
fixed trusts adopt a once-for-all loading charge. The flexible trusts,
however, usually adopt a combination of a fairly large initial charge,
together with an additional percentage annual contribution.

The total income to the managers, however, is somewhat larger
than the published load percentages. The main sources of addi-
tional gains are from adjustment of dealing prices and quotation
differences. The subunit dealing prices are quoted to the nearest
upper multiple of 1}d or 3d, so that fractional gains accrue to the
managers. The prices of the underlying securities employed in cal-
culatmg the subunit quotations are usually the ‘“‘offered” prices on the
London Stock Exchange on the same day. The “offered” prices,
however, are normally higher than the actual price at which business
is done. A further increase in the real loading may result if the
nominal percentage is based on the final price and not on the costs.

By these sundry adjustments a figure of about 7% percent as loading
charge for the average “fixed”” trust of 20-year life seems to be normal.
Although trusts do not publish any information for a detailed analysis
of costs, the following estimate of The Economist is probably a suffi-
cient guide:

Loading charge 7.5 percent

Percent

Brokel'scomimissiont = == oiine S e RIS - o8 ML N T ek Toeshe T s 1. 50
Advertisingeo =i v o & i R s s L e S el =25
Management over 20 years, office rent and initial charges. ... ________ i
IErusteeSieaRE Ui a im0 S e © R R e et T B S VRN S 1515
Preparation of dividend warrants, permanent staff, ete. ... ... ________ 1. 00
Managersianargin. Siemo s me e o e e T e e 1. 45

417 vrd e - ekl S sl oralgio Bt o el e SR e Rl I S e ML PR 7. 50

From this analysis there is no evidence that the managers make
undue profits from direct loading charges. Where several trusts
are managed by one group, and profitable jobbing opportunities occur
in the underlying securities, profits will doubtless be higher. But the
mechanism of competition operates on the published loading figures.
Net sales of about a quarter million pounds would probably be neces-
sary to cover the cost, and half a million pounds as minimum for a
normal profit. The figure of net sales of £50,000,000 for less than
60 trusts, suggests that at least the more successful companies have
reached the level which leaves them a satisfactory profit.

Whether sufficient reserves are formed from that income to cover
the future expenses for anything up to 20 years, after closing the
trust, is rather doubtful. Most of the trusts think their prospective
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holders satisfied with a superficial remark on ‘“‘escrow” funds, stating
that such arrangements exist sometimes (British Empire group) under
control of the trustee, sometimes (National Group) agreed by trustee
and auditors, sometimes without information regarding control.
The fixed trusts of the Municipal-General group stated their escrow
and figure for April last year at £160,000. The Dawnay-Day group
reserves one-third of the service charges for trustees’ and managers’
expenses for the remaining life of the trust, the share of the manager
being placed in “‘escrow’” from which half-yearly distributions are
made. The usual ratio of the provision for the special fund is about
one-third of the loading charge.

For the flexible trusts which have current management expenses,
the provisions are somewhat different involving the separation of an
annual charge from the original loading charge (cf. The Economist
Fixed Trust Supplement, Mar. 7, 1936, p. 34). The annual charge is
usually based on the average value of the trust property and thus
depends upon the course of security values on the stock exchange,
which is, of course, not directly connected with the trust’s expenses.
Such fluctuations may alter the receipts from total annual charges
which are usually about three-fourths of 1 percent except for the
trusts of the insurance groups (three-eighths of 1 percent).

A price calculation of a sub-unit of the Security First Fixed Trust
is reprinted in The Economist Fixed Trust Supplement of March 7,
1936, page 20. The total price of the securities is increased apart
from the service charge by brokerage and stamp fees (the latter
include ‘“‘appropriate’” stock exchange charges at the current date
for the Keystone Certificates and stamp duties including those payable
on the creation of the units or subunits or on the certificates for the
Hundred Securities Trust). Furthermore, a sum is included to cover
accrued dividend rights, etc., to be distributed at the end of the
six-month period.

For the cost of Keystone Certificates units (December 19, 1935)
the following figures were given in a recent (March 1936) issue of The

Stockbroker:

Glost of shares orsstocke st d o e s £5,756. 19.. .0
Broker/slcomnmissions et S S SR e e e e e 70,18l
Stamp duty st e 74. 5 0
Qiransfenfee:andistanps T S nk HaI S e e OS] ()

o B0} 71 (e of ol e S I e e AT R o e £5: 910 LTS ]
ManagementichargelS percentos SES et (el o0 PRt e 552: Sl D
Dividendequalizations - Zlait - SINEANS 30T ol PACE TS gE 107. 3. 4

Rotal MaetiRat i Sagi ety s liie SOMt L 9 i e TN g o L7570 18510

One-thirtieth thereof =250 subunits £252. 7. 3.
Cost of one subunit 20/2}4d.

Selling price 20/3d.

Earned per 250 subunits by rounding off 15/7%:d.

A calculation of the theoretical costs of 250 subunits bought singly,
at the dealing prices on the same day comes to £253. 13. 0%; so the
loading charge of the trust in that special case—which does not take
into account the actual difficulty of obtaining unusually small quan-
tities on the Stock Exchange—seems to be earned mainly by savings
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in commissions of all kinds owing to high level of minimum brokerage
rates: the theoretical broker’s commission for the purchase of 30
‘parcels” of 250 subunits is £397. 10. 0. and stamp duty £103. 10. 0.
compared with £70. 13. 1. and £74. 57 0. for the full unit. For
larger amounts, of course, this factor works in favor of direct invest-
ment.

The repurchase price is based on the total stock exchange “selling
price’’ current at the date in question, less brokerage stamp duty and
transfer fees with downward price adjustment to the nearest 3d,
This is the minimum price which the managers are prepared or guar-
antee to pay. As long as the trust is open, a certain part of the load-
ing charge may be repaid in order to keep the margin between dealing
prices conveniently narrow.

Calculation of dealing prices falls tb the manager or dealer and
there is no authoritative control against mistakes and miscalculations
from other reasons.

2. LEGAL REGULATIONS

No special legal regulations apply, for the time being, to the fixed
trusts. The recommendation of the Fixed Trust Committee of the
Board of Trade may, however, be adopted by the Government as a
basis for legislation. Important recommendations which would con-
trol the movement by exacting the fullest possible publicity rather
than by imposing rules for detailed control of management are made
in the Report, which should be carefully consulted. The regulation
of the fixed trust complex is therefore left to possible legislation.

In the meantime, the majority of managing companies (although
there are a few important independent groups still outside) have
formed a Association of Fixed and Flexible Trust Managers acting
on the lines of the Stock Exchange report on fixed trusts, to impose
control from within. So far, however, the effects of the Association
on the conduct of unit trust business have not introduced radical
changes.

159824—39——6



CHAPTER XII
PUBLICITY AND ACCOUNTING

_The balance sheet and income accounts of investment trusts are
difficult to analyze. No strict rules determining the content of the
accounts (apart from the general requirements of the Companies Act)
are in force. The same item may be stated in two different balance
sheets on a quite different basis.

By far the most important item under the assets is ‘“‘investments,’’
valued ‘““at cost or under.” Sometimes these include “secured loans,”’
which are normally very small sums originating from mortgage busi-
mness, ete., which are usefully separated by some trusts. Even when
strictly separated from all extraneous items the amount shown for
investments, i. e., the ‘“book value,” may give insufficient information
on the original market value of the securities invested since it may be
shown after internal provision for depreciation. The figures are con-
sequently not directly comparable from trust to trust. The reason
lies in different methods of treating reserves in the balance sheet. A
direct undervaluation is quite frequent. ‘Investments at cost, less
amounts written off”’ is a familiar entry. On the other hand, special
investment reserves may be formed and separately disclosed on the
liabilities side of the balance sheet. In some cases both methods may
be combined. Again, the capital reserve fund may not necessarily
be disclosed in the balance sheet. Very often, only the net value of
investments ‘“‘at or under cost, less capital reserve fund’’ is stated.
The following methods of treating investment valuations are common:
(1) “investments at cost or under’’; (2) “investments at or under cost,
after deduction of depreciation reserve’’; (3) ‘“investments at or under
cost, less capital reserve and depreciation reserve’”’; (4) “investments at
or under cost, less reserves’’; (5) ‘“investments at cost price, less
amounts written off certain securities.”

The question of “market value versus cost value’ for investment
valuation in the balance sheet has long ago been decided in favor of
the latter. Cost values, after any provision for writing down, are
exclusively employed. One trust only (Midland Caledonian Invest-
ment Trust) uses a mixed system by stating (December 31, 1935) the
value according to the valuation of July 23, 1934, with additions since
at cost. A considerable surplus of market over book value of invest-
ments is shown, however, by this trust. The cost method conforms
with the usual method of valuing assets in the balance sheet of every
company. Sales over costs are regarded as capital profit, but unreal-
ized appreciation is not taken into account. For the investment trusts
two further leading principles are constantly used. The ‘‘profit”’
from investment sales is not available for distribution in dividends,
because the trusts are institutions to preserve and increase capital
values from which the revenue alone is distributed. On the other
hand, “losses” by depreciation in the value of investments do not
necessitate specific provision, until they are realized by the sale of
the securities.
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The practice of giving in a note the market value of the invest-
ments has been more widely adopted during recent years. Originally
it was deemed sufficient for the auditors to qualify their report, by
stating, for example, that a “heavy depreciation’ exists on the book
value of investments and occasionally even today this formula is to be
found. Generally, however, the depreciation is now disclosed in plain
figures in one form or another by a percentage of the book value, by
quoting the difference or by stating the market value itself. If not
in the report, the figure is often to be found in the Chairman’s address.
If, on the other hand, the market value exceeds book values, the fact
is usually recorded without detailed figures being given.

Shares of subsidiary companies are separately revealed at cost price.

The other items under the assets are considerably smaller. “Secu-
rities sold for future settlement’’ (and the corresponding item ‘‘bought”
on the other side of the balance sheet) represent securities traded dur-
ing the current account for settlement after the balance sheet date.
Cash at the back and cash in hand is clear and usually small, and
sundry debtors are small. Occasionally, small amounts of ‘“‘secured
loans” appear in the balance sheet. Few items remain, apart from
occasional entries for debenture discount and issue expenses not yet
written off. But another “assets’” item, which in some instances is
substantial, is the “Realization Account,” to which losses from the
sale of investments, in excess of previous investment reserves, are
transferred.

On the liabilities side, the first entries relate to share capital, sub-
divided into preference and common shares of different classes, where
necessary. Next come debentures, classified according as they are
terminable or otherwise, and set out in various groups according to
the rate of interest payable on them. Next in order are the reserves,
which are subdivided into capital and general reserve. Occasionally
reserves for special purposes, e. g., taxation, are shown separately.
The only remaining significant items on the liabilities side are the
amount of the bank overdraft, if any, and the balance of profit and
loss account. Any residual items are usually small, and may include
securities bought for subsequent settlement, unpaid dividends and
debenture interest and outstanding accounts. In some cases de-
posits with the trusts, shown separately in the balance sheet, may be
of fair importance.

Although not part of the balance sheet accountancy, the amount
of contingent liabilities in respect of partly paid shares (and occa-
sionally in respect of guarantees for subsidiary companies, under-
writing contracts, foreign exchange, etc.) must be separately stated.
This, too, is not always done very clearly, for a number of trusts con-
fine themselves to the statement that “there are liabilities in respect
of partly paid shares.”

The difficulty of interpreting the trend of balance sheet figures is
accentuated by the practice of some trusts in crowding together in
a single total several items which are generally separate. One may
find bonds and deposits in a single account, or short-term credits and
accrued dividends. Again, deposits may be included with bank
debts, while certain reserves are taken out of the liabilities sidealto-
gether and deducted from the investments, only a net figure being
given. Sometimes, a ‘contingent fund” appears. This should
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probably be regarded not as a part of the reserve fund, but as an
internal account used for writing off losses on investments.

The income account normally should be shown in two sections, the
profit and loss account and the appropriation of net revenue account.
The profit and loss account specifies management expenses, directors’
fees, legal and trustee charges, auditors’ fees, and debenture interest
on the one side. On the other are set out dividends received, other
interest, underwriting commission, and transfer fees. The appro-
priation of net revenue account sets out the position as regards the
distribution of profits among the different groups of shareholders.
The amounts already paid in interim dividend are separated from
those proposed to be paid by the directors in final dividend. That,
at least, is an ideal form of accounts.

In practice, actual disclosure frequently falls short of it. Disclo-
sure of underwriting commission has become rather the exception
than the rule. Dividends and commission are often placed in the
same portmanteau, and transfer fees are shown together with other
fees, e. g., from trusteeship. Of all the sins of concentration, how-
ever, the method of dealing with taxation is the worst. Some com-
panies show incoming dividends gross (before taxes), and other
companies net (after taxes). Dividends paid to shareholders may
be set out after and sometimes before deduction of income tax. It
is not uncommon to find dividends received by the company shown
gross and dividends distributed by the company to its shareholders
shown net. For this reason great care is necessary in showing com-
parable figures before attempting to add together the earnings of
different investment trusts.

Such is the present state of investment trust accounting. There is
no trace of uniformity, and there appears little hope of improvement
in the near future. Kven individual groups may have no homogene-
ous system. In the Mattinson group, for example, the income of the
United States and South American Investment Trust is shown before
taxation, while the New Investment Trust, the Mercantile and 2nd
Mercantile Trusts report net income after taxation. In the St. Davids
group, Metropolitan Trust Co. shows gross earnings, while Govern-
mental and General Investment Co. gives net earnings. During the
past decade there has been little progress towards standardization of
balance sheets and income aceounts. Comparison of a number of pre-
war reports with those of 1935 gives the impression of continuing con-
servatism, with minor changes in the information given. Even in
typography the pre-war and post-war accounts are often undistin-
guishable. The practice of carrying investments at cost (or written-
down) value, however, now is generally accepted. This practice was
adopted soon after the investment-trust movement began, despite
some fears that excessive dividend payments might be made when
Stock Exchange values declined.

‘Apart from the annual balance sheet and income accounts, the
director’s report or the chairman’s speech usually offers some addi-
tional information on the portfolio. Undoubtedly, these two media
have in recent years provided much useful information, and today the
majority of the trusts give some details regarding their investments.

For example, a list of investments is published by 70 companies,
while 75 other trusts state at-least the number of their different hold-
ings. An increasing number of trusts disclose the distribution of their
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investments, geographically, industrially, or by type of security, in

ercentages. Before the war the investments were rarely subdivided
into their component groups (government securities, railways, etc.).
Today, the distribution analyses, expressed as percentages, are usually
supplied in the text of the report or in the chairman’s speech. Some
66 trusts now publish percentage ficures of geographical, industrial,
and security type distribution; the geographical and security type
distribution is given in 64 other instances. A smaller number of
trusts give information regarding one or other of these headings. It
is, however, sometimes difficult to decide whether these percentages
are based on the book or the market value of investments.

The chairman’s speeches usually refer to the business situation as a
whole, and for the rest, largely repeat and occasionally interpret the
figures of the report. The elucidations offered by the speech are not
usually far reaching, and there seems to be no considerable change in
the substance compared with former times, apart from the more fre-
quent inclusion of figures on the constitution of the portfolio. No
interim reports are published.

O
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