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CAUSES OF DRASTIC
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STOCK MARKET BREAK AND
THE REASSURING OUTLOOK

RETURNING TO SOUND ECONOMIC FORMULAS AND INTRINSIC VALUES

RALFH E. BADGER, Fh. [
Vice-president, Union Trust Company of Detroit, Michigan

{Epror's Note: In the preparation of fhis article for Teust CoMpraxies, Mr, Radger

was aswisted by Carl F. Behrens, Economist for the

Palon Trust Company of Datroil.

The article envisages the oausex which by sucee axive steps led up to the recent violend
hreak in the Stock Market, and the reaclions up to the close of fhe firal speek in Nopem-

ber. The authors fronkly fooe
the sanguine conclugion that

the facts of the present silwation aond deduct therafrom
wo real wealth has been lozt or destroyed, thal business

and industry are Baaiea iy goupd, (hat the hd‘ﬂjﬁ'llr.! gpslem has rendered ercellent aocounl
and that necessary readjustments provide a more enduring baxia for genwine prosporily.)

NVESTORS ns well as giudents of finance

may be interested In comparing the course

of stock prices during the three wook pe-
riod just closed with other major declines in
stock prices sinee the year 1507. History
records five other major declines during this
thirty-two year perlod.

The year 1003 witnessed a declinge begin
ning In February and ending in November
which earrled the Dow-Jones Industrial av
ernges from approximately 75 to a low polni
of approximately 42.0. The percentage e
oline here was 434 but the perlod Pl redl
for this movement Wwis phont ten months
Puring the vears 1006-1007 the inidustrinl
avernges declined from a high In Japuary,
10068, of about 103 to a low In November,
1905, of 52. Over this twenty-three month
perfod the aggregate decline pmounted to
46.5 per cent.  Another major decline wns
inftinted In the latter part of 1912, bt did
not develop Into serlous proportions until the
middle of 1914. DBetween June aml Decem
bor of 1014 the Dow-Jones Industrial aver
pee declined  coom S1.54 to 5317, the per
contuge decline amounting to 6.,

Drastic Nature of Sales Stock Decline

Tt will be recalled Grisat Yol
broke ouf In Auneust of 10914, amd that e
Dok Exchanse wisg closed from Angnst (o
Diecember., The behavior of stoek prices nl
thi=z time, was, therefore, influ
onees of 8 pon-finaneial natare.  The
may b =ald of the receszlonzs In valoes that
peenrrsd from November, 1016, to December
169157, The 102021 bear movement, however,
was distinetly financial in character. The
sprionsne== of thls movement 1= i len bied |'_"-

that the
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a drop In the Dow-Jones averages from a
hizh of 11962 In November, 1520, fo a low
of G390 in August, 1921, a shrinkage in the
Indusirial stock average of 465 per cent
From Augnst, 10921, until September, 1929,
the Dow-Jonez Indostrinl =tock Index ross
from G300 to 35117 with only minor reac
tlong of small relative proportionz and for
the most part technleal In character, Within
the past five weeks, however, a decline oc-
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curred whieh earried the Industrinl aver-
nges from 38117 to 230, a shrinkage in
values amounting to 40 per cent of the pre-
vious high. The drastic nature of this de-
cline becomes more apparent when one re-
ealls that the major portion of the movemoent
was confined to a period of less than two
weeks., Other severe downward movements
in stock prices, subsequent to the Civil War,
occurred In 15873 and 1584, If one consid-
ers both the time element and the amplitude
of the movement, however, none was so se-
vere as the 1920 stock panle,

Analysls of economic phenomena is the
more Interesting because no two situntions
are alike In all respects. Controlling fac-
tors constantly appear In new combinations
and with different emphasiz,. Buosiness men,
bankers and economists differ among them-
selves In the proper Interpretation of these
underlying forees, and In the main, human
psychology often overbalances eold reason.
Consequently major movements In stock vals
ues almost invariably go too far in one di-
rection before a reversal oceurs. During
the progress of such movements basic con-
ditiong change slowly, but culminate and be-
come powerfully effective when o given mar-
ket terminates. This is especially true st
the end of a bull market, with the result
that the down swing = usnally swift and
l.’l]‘:ll!llﬁ

The present situntlon hns emphasized all
of these facts. In the first place, unlike any
other known erisis, the recent long evelieal
advance in stock prices was abroptly halted
and followed by one of the worst breaks
eéver recorded at a tlme when credit and
banking conditions were thoroughly sound,
when only a very slight falling off in busi-
ness had been recorded, when no Inventory
or price Inflation was in evidence, and when
domestie and foreign politicnl conditions
were generally favorable,

Business and Credit Situation Basically Sound

The fundamental soundness of the gen-
eral situation at November 1, 1020, Is indi-
cated by the following faets. The combined
Federal Reserve ratio was 698 per cent
at November 6, 1929 compared with 67.1 per
ecent on November 7, 1925 FExeess reserves,
exclusive of additionn]l gold that might have
been withdrawn from cirenlation and re-
placed by Federal Reserve notes, amounted
at November G, 1929 to approximately one
and n half billions, Aggregate member bank
borrowings, at Federal Reserve banks had
avernged below a billlon dollars for several
maonths prior to November,

iThe arrraswe Fodiral Reseree ratio for the em®ive year 680
war {18 e ornl
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Not only were credit conditlons fundamen-
tally sound but there had been no Inflation
cither In respect to commodity prices or In-
ventories, The United States Bureau of La-
bor, revised index of wholesale prices stood
at 98 at the close of August, 19029 (1920=
1M per cent), Based on 1913 prices this
Index stood at 140.2, which Is virtually the
low point since the post-war inflation set
in. Recent financial statements of leading
corporations exhibited an extremely favor-
able cash position and only a normal Inven-
tory position. The varlous indices of Indus-
trinl activity recorded production and con-
sumption as having been maintnined at lev-
¢l somewhat above normal for the past
year, with a slight downward tendency noted
since May, 1929, The downward movement
in business durlng recent months, has, how-
ever, been slight and gave no evidence of n
drastic recession. For example: the Annal-
ist Index of Business Activity stood at 1058
for May, 1920 and at 1059 (preliminary) In
Scptember. Car loadings for ns late as the
week ended Oectober 26, 1920 were 1,153,810
contrasted with 1,162,974 for the same week
In 1928 and 1,112,816 for the similar 1927
perlod.

What Were the Causes of the Recent Stock
: Debacle?

In the face of this evidence it may well
be asked, what were the real canses of the
1920 “I'rosperity Panle?* Difflenlt as it is
to predict the time and Intensity of move-
ments in stock values It Is always easy to
analyze causes for events once they have
occurred.

A brief retrospective view of the slituation
during the past six years emphasizes the
following facts. The Investment wvalue of
high grade common stocks has recelved wide-
spread publicity,  Overabundanece of bank-
ing reserves, and a serles of reductlons in
the diseount rate of the New York and
other Federal Reserve banks, eulminating
In a rate as low as 3 per cont in 1924, greatly
facilitated the use of borrowed money for
carrying stocks. Heavy gold Imports dur-.
ing the years 1926 and 1927 continuned the
ease In eredit conditions and further en-
couraged the use of borrowed capital for
purposes of security speculation. Graduoally
the idea became prevalent that business
erises of the old order could not recur un-
der our present banking system. Falth in
the fundamental =oundness of American in-
stitutlons and Industry, and a belief that
well managed econcerns should Inevitably
grow led to a bellef, especlally evidenced
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after 1927, that stocks could be purchased
reeardless of current earnings or dividends.

The new doctrine In essence, was that as-
set w¥nlues, past or present earnings, and
eurrent dividends were of little or no value
in determining the real worth of a stock,
but that management and fature prospects
woere the essential valoe determining fae-
tors.

On the basis of the preceding hypotheses
the broadest bull market this country has
ever known developed. The volume of trad-
ing on the New York Stock Exchange in-
erea=ed from an average of 22,000,000 shares
a month in 1922 to an average to date in
1020 of 96,000,000 shares n month. People
of all classes, occupatlons, ages became In-
volved. As values Increased less and less
attention was pald to present earnings and
dividends. Banks were called upon to loan
more and more money on securities. From
1922 to 1920 member bank eredit outstand-
ing increased from abont $23.500000,000 to
n[q:ﬁrxlu;mhr]_!.' S0 000 (00 K, About T per
eent of this entire Increase represented
elther loans agninst collateral and presum-
ably made to finance security purchases or
direct seenrity purchnses by the banks them-
gelves. At the time of the break it may be
ecatimated that 60 per cent of all member
bank credit outstanding was devoted to the
finnneing of securlty parchases,

MNew Theories of Banking and Financing

In reality a new theory of banking had
developed during the past two years. This
theory In substance held that It was per-
fectly proper Jor banks to loan heavily
against collateral, presumably stocks, such
lonn= to replace the old type of commercial
loan. If a corporation needed additional
eash why should it not izsue “rights™ to
present stockholders instend of discounting
its notes? Stockholders might easily finanea
the exercise of such rights by collnteral
loans. 1In this way banks were actually
furnishing the required funds, it Is troe, but
by discounting n number of collaterally se-
cured notes instead of a relatively few com-
mercial notes of the old type.

In additlon to the funds borrowed by In
vestors at banks rather large sums were
borrowed in the eall money market. The
maximum figure for brokers' loans was re-
corded for the week of October 2, 115620, when
snch loans stood at $6.304,000,000. DBefore
the present new era the essential source of
eall money was found at New York banks.
More recently large fumds have been di-
verted to the eall money market by “others.”
Corporations with surplus funds, investment
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trusts. the so-cnlled “sold out bulls” and
oven conservative old tlme Investors have
used this market for employment of their
funds. The return on such funds has been
particularly attrnctive at times during the
past year and a hall.

Interpretations of Call Money Market

The behavior and economic effects of the
call money market have recently been sub-
ject to varlous Interpretations. A substan-
tial proportion of brokers' loans during the
past severnl years has probably lwren gener-
ated by Stock Exchange operations them-
selyes. During a long rising market inves-
tors sell stocks purchased earlier at lower
prices.  Reluctant to reinvest at then pre-
vailing high prices such Individuals either
loan the proceeds of their stock sales in
the cnll market or purchase bonds or notes.
Their cholee will depend on the rate of
return offered in the one market compared
with the other. Insofar as the stock seller
places the proceeds of this sale in the call
market, to that extent has he provided the
eall funds necessary to finance stock pur-
chnses.

if the feeling is prevalent that stock prices
will continue to rise buyers will be willing
to pay high rates for call money when neces-
sary and others will require hizh rates ir
they are to be induced to give up their po-
sitlon a8 owners of equities, or to refrain
from becoming equity owners by loaning
thelr funds instead of purchasing stocks.
Under fairly statie conditions there should
be an equality of return in all markets ex-
pect for variations in risk. It ghould be n
matter of indifference whether one purchasas
stocks, buyz bonds or makes loans in the
call market. A higher return in one market
should only offset the elements of risk there
involvesd as compared with the return In
other markets.

If this theory is correct the culmination
of o bull market would be preceded by a
fall in call rates and by an increase in brok-
ers' loans while stock prices remain station-
ary or fall. This in fact was the precise
gituation during the Intter part of Septem-
ber and the first of October. Apparently
many individuals sold stocks during that
period to people who were willing to bor-
row, the sellers themselves providing the
aidded call funds necessary to finance such
purchases. Similarly when stock prices re-
maln statlonary or advanece after a perlod
of liquidation, and when brokers' loans de-
crease, the theory would be justified that
former lenders hoad changed thelr position
by becoming equity owners, baving with-









