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often overpriced.” At the other extreme new stock offerings, when the craze is one,
are likely to combine fourth-rete gquality with absurdly high price-esrnings ratios.
There are better opportunities in between these extremes, but most invc:torl don't
look for them there.

As I see it, the fundamental problem in common stocks is the market's in-
Jection of a large speculative element into the strongest and best compaenies by
establishing an untenably high price for them. (The rise of IBM or 607, soon
followed by a fall to 300, is the best illustration of my point.) This has add-
edgreatly to the confusion between investment and speculation, because it is easy
to tell oneself that the shares of & good company ere alweys a sound investment,
regardlgss of price. From this it was an easy step to calling everyone an in-
vestor who bought his shares outright, end finally to calling every Wall Street
customer en investor--period.

My recent crusade has been to persuade Wall Street that it has mede a mistake,
and harmed itself, in suppressing the word "speculation" from its vocebulary.
Speculation is not bad in itself; overspeculation is. It is importent that the
public should have a faﬂrly good idoa of the extent to which it is spaculating,

' not only when it busy a‘'"hot issue” at & completely silly price, but even when it
buys into a wonderful concern such as IBM at TO times its highest recorded sarn-
ings. To my mind the most{ veluable contribution that security analysts could make

. to the art of investing would be the determination of the investment and specula-
-%ﬁt&ve componenta in the current price of any given common stock, so that the in-

*tcnding buyer might have some notion of the risks he is teking as well as what
profit he might make. I have pointed out that my own conservative appraisdl
put the investment component in IBM's 1961 price at not more than $200 per share
=-8bout $6 billion for the entire enterprise--the remsinder of the quotation
representing e speculative valuation of the company's undoubtedly brilliant
future. Conversely, I stated thet at least 80% of the highest prices(55) of
International Harvester in 1961 could be ascribed to its investment value.

This did not prove that Harvester was a better buy than IBM«-it was, as 1t

turned out--but it did demonstrate that the risk factor involved was much smaller.
. Let me raise a final question: Despitg rether discouraging results from .
endeavors to predict market moves or to select the most attractive companies, -
can the intelligent investor follow any policies of common-gtock melection that
promise better than aversge results? I think it is possible for some strong-
minded investors to do this, by buying value rather than prospects oOr pop=
ularity. Some examples of this approach: (1) Select stocks of important come
panies which sell on & no-glamour besis--e.g., International Harvester. Some
extraordinery results could have begn obtalned since 1933 by buying éach year
X the shares of the six companies in the Dow Jones Ind. Aversge which sold et the
. lowest multiplier of their recent earnings. (2) Buy definitely "bargain issues."”

Typicelly these would be shares that sold for less their valus in working-capital

\ alone, with nothing pald for fixed assets and goodwill. These were quite
A . numerous up to as late es 1957, and were consistently profitable when diversi-
ficetion was observed. Few such opportunities remein; perhaps they have been
supplented by shares of smaller companies selling on & reletively depressed
\ besis and likely to be taken over by a lerger concern at & goad edvance in price.

\ (3) Finally there is the wide field of "special situations"--reorganizstions,

'\ mergers, teke-overs, liquidetions, etc. This is a professional area, but it

is not impossible for intelligent investors to profit handsomely from it if

\ they approach security operations &s they would & commercial business.

CONCLUSION.
\\ The investor must recognize that there are uncertain and hence lpcculativc




X iea¢ w1tn these uncertainties by & policy of continuous compromise be-
sween bonds and common stocks, and by adequate diversification. (Exception:
Fe 1 put =and keep most of his funds in shares of a promising business with
e is closely connected.) He must meke a strong effort to have more money
ested in common stocks at lower market levels (at least on the basis of cost)
1 at what he reccgnizes to be potentially high levels. Most important, he
b maintain a philosophical attitude towards the inescapable varistions in
Pinancial position and the ineviteble "mistekes” associsted with these
varistions. _
According to an old Wall Street story, when a certain broker was asked by
& client to recommend issues to buy, he always asked in Tsturn, "What is your
reference? Do you want to eat well or to sleep well?” I am optimist enough
to believe that by following sound policies almost any investor--even in this

ingecure world--should be able to eat well enough without having to lose any
sleep.
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