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You have done me the honor of inviting me to testify before
you for the purpose, I understané, of giving some facts as to how
the general banking situation affects the financing of the rail-
roads, and I believe you wish me to dwell upon this phase of the
problem in its bearing upon the question before you of the peti-
tion of the railroads to be granted a fifteen per cent increase
of the rates charged by then. _ '

Owing to the very short notice that you have given me, it
has, of course, been quite impossible Ifor me to familiarize ny-
self with the more technical railroad questions involvgd in this
case or to collect any statistical material. I am glad to comply
with your requesi to discuss this question frowm the.purely finan-
cial point of view, but, at the same time, I am frank to admit
that I do it only with great hesitation. Your honorable body
is so fully conversant w?th the entire situation and has given
“1% such close study that I feel that there is very little that
I can add to the discussion of a subject that has been before
you for about ten years. There are, however, certain extraordi-
nary conditions which must enter at this time into your deliber-
ations -~ conditions which have created a most unprecedented and
anoinzlous situation in the financial market. It is, I_under—
stand, your wish that I should speak tc you about this phase c¢f
the problem, and I am only too glad to present to yod my thcughts

for what they may be worth - emphasizing, however, that, of
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course, they represent only my own personal views.

A discussion of the subject necessarily involves at this
time a consideration not merely of the railroads but also of the
people és individuals and the Government as a whole, for the in-
terests of each of these elements; intérdependent even in normal
times, are still more closely woven together in view of the com-
rmon cause of all - fhe gsuccesasful prosecution of the war.

When the country turns from peaceful occupations to the busi-
ness.of war a drastic upheaval in the entire economic structure
of the country must necessarily result, and inasmuch as it is
clear that the combined strength of the nation is esseantial to
victory, every project, every industry, that contributes towards
this end must be_encouraged in every possible way; whereas, what
is not necessary for the comuon cause must, for the present at
least, stand aside. The railroads are clzarly one of the most
necessary factors in this respsct and they must be placed énd
maintained in such a condition as will best enable them to render
in the most eificient degree the services for which they are de-
signed. It is not neceésary to elaborate this point; it is suf-

firnient to congider the disastrous éffect that the deterioration

o

f the rajlroads has had upon the military efficiency of some of
the European belligsreant countries.

Vhat, then, is the carriers' present condition? Like any
other corpcration or individual, or even the Government itself,
railroads suffer at this time from the fact that the dollax
which they now earn has diminished very materially in purchasing

power so that, even if they were earning the same amount in dol-

B

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



(3)
lars as prior to the war, these earnings would ﬁot buy anything
like the same amount of wmaterials or the same amount of labor.

t is interesting in this respect to note that their condition

is parallel to that of all the belligerent governaents which,
owing to increasing prices, in order to produce the same purfhas-
ing power as heretofore, are forced to place upon the. market
larger and larger loans. |

. A comparison of the index figures for the years 1914 and

1317 would show that wholesale prices of commodities have in-
creased, ropghly, by 100% since the beginning of the war, and,
therefore, the same number of dollars netted by a railroad can
Produce only a smaller amount of i#provements than it produced
in pre-war times. It follows that‘in order to secure these in-
provenants, or even the necessary upkeep, a nuch larger amount

of money'must be procured. That money can be obtained in two
ways only: by the flotation of additional securities or by an in-
crease in revenue.

s I believe I am safe in saying that the vast majority of the
railroads are nowadays old established concerns which long since
have sold their first mortgage bonds and have generally given
comprehensive liens on their tangible properties so that, in fi-
nancing today, they offer as the basis for new securities the
general equity in the property; that means it is their earning
power that today constitutes the chief basis of their credit.
Vhen net earnings dwindle, as they have, or when. doubt arises in
the public mind as to the ability of the railroads to be permitied

to earn a generous return in the future, the entire credit struc-
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ture of the railroads suffers. Securities can then be sold only on

a higher interest basis. The higher interest charge, in turn,
causes a corresponding reduction in net earnings,:which again, in
turn, operates further to destroy public confidence. And so one
destroys the other!

Moreover, it must be borne in mind that the purchasing power
of the doilar having been reduced to about 50% of its pre-war val-
ue, the interest received from his railroad obligations and the
dividends received from his stock to the investor are worth only
approximately one half as much as they were before the war, and
the return frow his investment is furdher reduced by taxation
which absorbs a more or less substantial portion of what the rail-
road: pays him. These are factors which make for the depreciation
of railroad securities and it will have the further effect of fore-
ing railroad companies in general to pay highér rates of interest
and higher dividends in order to attract the investor's money.

The investor's present attitude towérd railroad securities is,
as just described, one of serious doubt as to the future. He does
not and cannot know what will be the reguirements of the Govern-
ment; or what will be the labér situation: whether adsqguate lavor
will be available and if so at what price, and he naturally asks
himself the same question as to the materials for the upkeep of
the railroads: will they be available and at what price. On the
other hand, he questions himself as to the attitude of the Inter-
Siate Commercé Comnission: will it permit an increase in fhe TaLss

vi.rged oy the railroads sufficient to offset these abnormal conli-
sicns?
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It is natural that such an attitude of doubt affects seriously
both %the marketability and the market value of railroad securities.
But this doubt alone has not produced the present shrinkage in their
value. Other important factors play a part. One is the unprece-
dented amount of Government securities which has bzen placed uron
the market and which must continuc to be offered as long as the war
lasts. It is natural that Covernment financing undertaien upon so
gigantic a scale cannot occur without affecting security values
both directly and indirsctly. Another factor is that the patriotic
investor, under present circumstances, justly hasg a strong desire
to make all his savings available for the direct use of the Govern-
ment, and he wishes, therefore, to buy Government securities, re-
gardless of how tempting may bz the securities of private corpora-
tions. There is, in addition, the endless stream of American rail-
road securities, heretofore helg in Europe, fliowing back into our
country and seeking investment here ever siac: the Leginning of
the war in 1914. "Under all these circumstances, it is at present
becoming increasingly diffioult for railroads to sell their securi-
ties on reasonable terms, whether {to provide for the rsnewal of such
of their obligations as may de approaching maturity or whether for
necessary improvements. As a matter of fact, the salc of securities
has become practically impossible for most of then.

Inasmuch, therefore, as the presant condition'of the securi-
ties market is practically prohibitive as far as the carriers
are concerned, it is of paramount importances that the railroads,

-3 far as possible, should be enabled to pay out of current reve-
~nues for all improvements that are necessary to kecp their nror-
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ert& in at least the same condition of efficiency as obtained at
the outbreak of the war. They should have ample revenue, not on-
1y because of these reasons, but also because of the fact, as
stated before, that their earning power is the measure of their
credit. If their credit is sustained it will tend fo eliminate
at least the lack of esonfidence, the doubt on the part of the
| investor, and thus remove one of the most serious handicaps upon
the financial operations of the railroads. Enhanced confidence
is tantamount to an increase of teienua because of the fact that
it decreases the interest charges which must be paid.
It may be asked whether or not the pr:oposed 1ncreasé in net
earnings and the consequent greater caonfidence of the public will
open the securities market to the railroads to a degree suffici-
ent to enable %EEEL§5“}1nance themselves. Not entirely. It will
remain difficult enough for the railroads to finance themselves
.even under improved conditiens, and it has been suggested that

it may become necessary, in some way or other, to use or create
agencies of the Government for the purpose of granting some soOTt
of relief. Without entering into the merit of such a propesition,
it is evident that, even in that case, the task of such agencies
would be immeasurably relieved if they were dealing with compan-

ies capable of showing substantial net earnings.

It might be asked, "Why not let the railroads gtop paying
dividends and use these funds for the purpose of providing the
moneys necessary for their jimprovements?® 1I4 ies natent why suck

a policy would be fatal. The weak railroads hav: no diviiznds
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which they maght suspend. The strong railroads through such sus-
pension would destroy the continuity of their dividend records
wnich constitutes a most valuable asset 1a that on the strength
of these records tnsy have secured tae acvantage of being able to
sell some of their obligations'as i1avestrents for savings banks
Furthermore, such a policy would completely wreck railroad credit
and would seriously affect the income and savings of the very
public upon whom the Government must now rely for its revenues
and for the flotation of its loans.

While all corporations, industrials and railroads, and even
municipalities, when trying to raise money in the security market,
are meeting with sone of the obstacles encountered by the rail-
roads 1.e. the general conditions created by the over-ghadewing
financial operations cf the Government, there i1s na doubt that no

other class of borrowers s as much affected as are the railroads

The municipalities st1ll have the advantage of making their issues
attractive by freeing them from onerous taxes, and such industries
as are not affected by price fiziag by the Government are not
hompered in shafting to the consumer the additional burdens aris-
ing out of changed conditions. The railroads, however, and cer-
tain public utailities, while forced to pay increased wages and
increased prices for materials, are dependent upon the action of
Government agencies in adjustving the ratzs which they may charge

for their services. From all the infornatien available to e,
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the index price of railroad stociks.has gone down avout 80% since
the bYeginning of the war in 1914 down to the present time, while
the index price of industaial stocks has undsrgone dbut litile
change. The capitalization of all the railroads iﬂ the Unitec
States has bdeen stated at ,8,750,000,000 of stock and about
%11,000,000,C00 of funded dsbt. If we snould figure that the
value of railroad bonds has decreased by about 10% and that of
railroad stock oy about 20%, we would 7ind Shat the shrinkage in
railroad values since the beginning of the war, oun that basis,
would amount to about 32,800,000,0éd.

This leads me to 2 discuss:on of another side of this ques-
tion - {tac interest of the Government.

The successful placing of the Government loans 1o be issued
from time to time, and running into billioms, 1is predicated upon
the strength of the general banking siiuation anc th2 pudblic's
confidence in that strength. It has been estimatel thut national
banks, State banks, trust companies and savings banks togetier
own about two billion dollars of railroad securitiss. In addi-
tion to that, these securities form.a large percentage of the co}—
lateral for their loans. A drastic-shrinkage ia valus of rail-
road securities, therefore, is naturally a matter of'serious
concern to all of these institutions and might materially impair
their vigor and freedom of action in coopecrating with thse Govgra-
ment's financial program~and, if permitted to go too fer, it may

throw an additional burden upon the Government. It is my sincere
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conviction that one of %le s2in cbjects of the Government - the
successful prosecution of tae wér ~ will be considerably helped
if greater strength is given to the railroads and if greater
confidence in them is instilled into ﬁﬁe public mind. '

For reasons which no doubt are apparent to your honors, it
is difficult, in a public hearing, to express my views fully or
in more than a very general way, but, in conciusion, I do not
hesitate to say that presznt financial conditions appear ta me
to be such that an increase of the revenues of the railroads
seems an urgent necessity for the purpose of sustaining their
credit and efficiency, both of which are essenfial in aiding the

Government and the country successfully to master the difficult

tasks which are their chief concern at this time.
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