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I nvestment vs. Speculation

One of the disastrous consequences of the New Bda@ss in Wall Street has been the
disappearance of the former clean-cut distinctlmetsveen investment and speculation in
common stocks. Old-time investment, with its emphas book value and the past record, was
shortsighted and naive, but it possessed the s@vetae of moderation. Present-day
"Investment,” as practiced by investment trustseretyone else, is not much more than an
undisciplined wagering upon the future and as $ogically indistinguishable from speculation.

Common stocks have one important characteristidae important speculative characteristic.
Their investment value and average market price temcrease irregularly but persistently over
the decades, as their net worth builds up throbgheinvestment of undistributed earnings--
incidentally, with no clear-cut plus or minus respe to inflation. However, most of the time
common stocks are subject to irrational and exeegwiice fluctuations in both directions, as the
consequence of the ingrained tendency of most pgopeculate or gamble--i.e., to give way
to hope, fear and greed.

In the easy language of Wall Street, everyone wha lor sells a security has become an
investor, regardless of what he buys, or for whappse, or at what price, or whether for cash or
on margin. Compare this with the attitude of thblmutoward common stocks in 1948, when
over 90 percent of those queried expressed theesab/opposed to the purchase of common
stocks. About half gave as their reason "not saf|gmble,” and about half, the reason "not
familiar with."

It is indeed ironical (though not surprising) tkammon-stock purchases of all kinds were quite
generally regarded as highly speculative or rigky @aime when they were selling on a most
attractive basis, and due soon to begin their gstaidvance in history; conversely the very fact
they had advanced to what were undoubtedly dangdeoels as judged by past experience later
transformed them into "investments" and the erstioek-buying public into "investors."

We must recognize that the situation existing tadayot typical of all bear markets. Broadly
speaking, it is new and unprecedented. It is ang&aronical aftermath of the "new era”
madness. It reflects the extraordinary resultsrofqund but little understood changes in the
financial attitude of the people, and the finantaddric of the country.

Two plausible and seemingly innocent ideas, thet fitat good stocks are good investments; the
second, that values depend on earning power--wst@ted and exploited into a frenzied
financial gospel which ended by converting all mwestors into speculators, by making our
corporations rich and their stockholders poor,daersing the relative importance of commercial
loans and Wall Street loans, by producing topsyytaiccounting policies and wholly irrational
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standards of value--and in no small measure wag®nsible for the paradoxical depression in
which we find ourselves submerged.

Behind the simple fact that a great many stocksallang for much less than their working
capital lies a complex of causes, results and capbns. The remainder of this article will deal
with the causes of the present unique situationgvather ramified aspects will be developed in
succeeding articles. The current contrast betwesketh prices and liquid assets is accounted for
in large measure by the huge flood of new cash lwéitiockholders in recent years have poured
into the treasuries of their corporations by thereise of subscription rights. This phenomenon,
which was one of the distinguishing features of1B28-1929 bull market, had two quite
opposite consequences. On the one hand the additiords received greatly improved the
companies' cash and their working capital posit@nthe other hand the additional shares issued
greatly increased the supply of stocks, weakeneid téchnical position, and intensified their
market decline. The same circumstance, therefereed both to improve the values behind a
stock and to depress the price.

It is doubtful, however, that the declines wouldédgone to the current extraordinary lengths if
during the last decade investors had not lost #tét lof looking at balance sheets. Much of the
past year's selling of stocks has been due tad¢laer than necessity. If these timid holders were
thoroughly aware that they were selling out at @afyaction of the liquid assets behind their
shares, many of them might have acted differeBily.since value has come to be associated
exclusively with earning power, the stockholdedormger pays any attention to what his
company owns--not even its money in the bank.

It is undoubtedly true that the old-time investdIitoo much stress upon book values and too
little upon what the property could earn. It wasadutary step to ignore the figures at which the
plants were carried on the books, unless they st@ae®mmensurate earning power.

But like most sound ideas in Wall Street, this waes carried too far. It resulted in excessive
emphasis being laid on the reported earnings--wmiiclint only be temporary or even deceptive-
-and in a complete eclipse of what had always Ibegarded as a vital factor in security values,
namely the company's working capital position.

Businesses have come to be valued in Wall Streahamtirely different basis from that applied
to private enterprise. In good times the pricesd pai the Stock Exchange were fantastically
high, judged by ordinary business standards; amg by the law of compensation, the assets of
these same companies are suffering an equallystamtandervaluation. A third reason that
stocks now sell below their liquid asset valuenes fear of future operating losses. Many readers
will assert that this is the overshadowing causthefpresent low market level. These quotations
reflect not only the absence of earning power thetexistence of "losing power" which
threatened to dissipate the working capital behedshares today.
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Being against speculation is almost like being asfasin. But speculation really is a sin to the
untrained member of the public. The ordinary mamase apt to get poorer by speculating on
the market. A man can earn some money by takiremsilsle attitude toward investment, but |
don’t see how a man can earn money by being aaioatt speculator. He just doesn’t put
enough into it to justify the hopes of getting sdinireg out of it.

Equally important and dangerous, in my eyes, ig¢ley acceptance by security analysts of the
going market levels and earnings-multipliers aspitoper standard of value and of comparison
for any issue under study. The new analytical cptscef growth-stock valuation, of "cash flow,"
of the desirability of tax-free dividends from coampes which are triumphantly able to report
earnings deficits — all have enough plausibilitg ésck of inner discipline to lead both investors
and speculators far astray. In sum, the new invastteories and techniques remind me very
much of 1928-29, and the outpouring of common-stssies of secondary and lower-degree
enterprises reminds me equally of 1919.

There is at least superficial similarity betweea ghices offered in takeovers and those formerly
ruling in the market for the first-tier issues,rapresented by “the favorite fifty”. The large
institutions have acted somewhat in the role ofgbmmerates extending their empires by
extravagant acquisitions. The P/E ratio of Avondeiais averaged 55 in 1972, and reached 65 at
the high of $140 per share. This multiplier coutd have been justified by any conservative
valuation formulae such as those we have beenstisay It was not made by speculators in a
runaway bull market: it had the active or passivep®rt of the institutions that have been large
holders of Avon.

As | see it, institutions were persuaded to pajandish multipliers for shares of the Avon type
by a combination of three influences: First, thgdhamounts of money they have to administer,
most of which they decided to place in equitiexdbe, the comparatively small number of
issues to which their operations were confineghart because they had to choose multi-million-
share companies for their block transactions, amtlypby their insistence on high-growth
prospects. The third influence was the cult of @enlance, especially in pension-fund
management. The arithmetic here is deceptively lsinifpa company’s earnings will increase 15
percent this year, and if the P/E ratio remainhanged, the presto! The “investment” shows a
15 percent performance, plus the small dividenthdfP/E ratio advances — as it did for Avon in
almost every year — the performance becomes thelh tmetter. These results are entirely
independent of the price levels at which theseassue bought. Of course, in this fantasia the
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institutions were pulling themselves up by theimdwootstraps — something not hard to do in
Wall Street, but impossible to maintain forever.

These institutional policies raise two implicatiasfdmportance to financial analysts. First, what
should a conservative analyst have done in theyhaes and era of high-growth, high-
multiplier companies? | must say mournfully thatwauld have to do the near impossible —
namely, turn his back on them and let them alohe. ifistitutions themselves had gradually
transformed these investment-type companies irgowdative stocks. | repeat that the ordinary
analyst cannot expect long-term satisfactory resuolthe field of speculative issues, whether
they are speculative by the company’s circumstaocéey the high price levels at which they
habitually sell.

A Warning of Speculative Excesses

Records show that stock market declines have tetudled proportional to their previous
advance. Thus, the 6 largest advances averagingp68% high level reached were followed by
declines averaging 46% while the other followingdvances, averaging 38% at the peak
produced declines averaging 37%.

Another measure is based on the principle thahidjeer the market advances above a computed
normal, the further it is likely to decline belowch normal. If this principle were to hold in the
future as in the past, then further rises of preserket levels will actually carry with it an
intensified future penalty. The almost universaimmppsm that accompanies those great advances
in stock market precludes even the most conseevatrgerver from imagining an equally drastic
decline.

Past experience suggests that optimism and cowmideave always accompanied bull markets;
they have grown as the bull market advances, otkerthie bull markets could not have
continued to their dizzy levels — and they havenbreplaced by distrust and pessimism once the
bull markets collapse.

As may be expected, the previous period of greatakiusiasm about the economic prospects of
the US coincided with the tumultuous bull markethed 1920’s. Then, almost everyone was
convinced that we had entered a “New Era” of cargthand dynamic prosperity which made all
past market experience worse than useless. Thegltew Era” became almost the official
description of the American economy of 1928-192% & bit ironical to note that today, nearly
everyone is again convinced that we have entetecainew era of sustained and dynamic
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prosperity, but also that everyone is careful naige the convenient word “New Era” because
they would remind us too uncomfortably of what hexqpgd in and after 1929.

In the 1920’s, also, the new idea that good comstocks are intrinsically sounder than bonds
gained ground rapidly. The financial services exy@d away the apparent dangers of stock
yields below bond yield on the ground that the glofactor would eventually more than repay
the stock buyer for his present sacrifice of incaaerifice.

| arrive finally at a “law” about human nature tltainnot be repealed and it is unlikely to be
modified to any great extent. This law says thatgbe without experience or superior abilities
may make a lot of money fast in the stock market,nbost cannot keep what they make, and
most of them will end up as net losers. (Thisug teven though the long-term trend of stock
prices has been definitely upward.)

This is a particular application of a much widetunal law which may be stated simply as:
“There is no such thing as a free lunch,” for thtmeeyoung to remember, was offered in the
good old days to patrons of the corner saloon.

The stock market has undoubtedly reached a stageewvithere are many people interested in free
lunches. The extraordinary price levels of stockabfier new companies in the electronics and
similar fields, the spate of new common-stock aiffgs of small enterprises at prices twenty five
or more times their average earnings and threestthmr net worth (with immediate price
advances upon issuance), the completely unwarrgmieel discrepancies indicate reckless
elements in the present stock market picture witucttell serious trouble ahead, if past
experience means anything at all.

Let me conclude with one of my favorite clichése Erench saying: “The more it changes the
more it's the same thing.” | have always thougid thotto applied to the stock market better
than anywhere else. Now the really important phthig proverb is the phrase “the more it
changes.” The economic world has changed radiealtlit will change even more. Most people
think now that the essential nature of the stockketehas been undergoing a corresponding
change. But if my cliché is sound — and a cliclu#ily excuse, | suppose, is that it is sound —
then the stock market will contintie be essentially what it always was in the pasiptace

where a big bull market is inevitably followed byig bear market. In other words, a place
where today’s free lunches are paid for doubly toow. In the light of experience, | think the
present level of the stock market is an extremalyggrous one.
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A growth company is one which (a) will be expanditsgousiness and it profits at more than
average rate, and (b) will in the course thereahlesting a large part of its profits back in the
business. It's hard to tell how good your knowledgm these companies because growth stocks
lead to the future, and you don't really ever hamg knowledge of the future. You may have a
more expert guess than others, but it’s still ssgu&nd many mistakes have been made in
buying growth stocks on the theory that the futuiléduplicate the past.

The risk is basically related to paying a highecgfor a security in terms of its past and current
earnings and dividends than you would for a nowginasecurity, and there is always a
possibility of disappointment. The company wouldédo be better than the average company
to justify the price you pay for it. Maybe it worbie, but you think it will.

The speculative risks attached to high-growth stdekve been brought home dramatically in the
past 18 months by the price declines in many deHavorites.

TheUnsound Logic of Wall Street

Suppose you were the owner of a large manufactiiisgiess. Like many others, you lost
money in 1931; the immediate prospects are notwagmg; you feel pessimistic and willing to
sell out--cheap. A prospective purchaser asks goydur statement. You show him a very
healthy balance sheet, indeed. It shapes up samgdtke this:

Cash and U.S. Gov. Bonds  $8,500,000
Receivables and Merchandise $15,000,000
Factories, Real Estate, etc ~ $14,000,000

Total $37,500,000
Less owing for current accts $1,300,000
Net Worth $36,200,000

The purchaser looks it over casually, and then mgke a bid of $5,000,000 for your business--
the cash, Liberty Bonds and everything else indudféould you sell? The question seems like a
joke, we admit. No one in his right mind would eanofge 8 1-2 millions in cash for five million
dollars, to say nothing of the 28 millions morethey assets. But preposterous as such a
transaction sounds, the many owners of White Mattwek who sold out between $7 and $8 per
share did that very thing--or as close to it ay ttwuld come.

The figures given above represent White Motors tardon December 31st last. At $7 3/8 per

share, the low price, the company's 650,000 sheees selling for $4,800,000--about 60 per
cent of the cash and equivalent alone, and onlyfiftheof the net quick assets. There were no

www.valuehuntr.com



capital obligations ahead of the common stock,taednly liabilities were those shown above
for current accounts payable.

The spectacle of a large and old established coyngalting in the market for such a small
fraction of its quick assets is undoubtedly a Bteytone. But the picture becomes more
impressive when we observe that there are litetalens of other companies which also have a
guoted value less than their cash in bank. And migrraficant still is the fact that an amazingly
large percentage of all industrial companies allengdor less than their quick assets alone--
leaving out their plant and other fixed assetsrelyti

This means that a great number of American busases® quoted in liquidating value; that in
the best recent judgment of Wall Street, thesenegsies are worth more dead than alive.

For most industrial companies should bring, in dsdigquidation, at least as much as their quick
assets alone. Admitting that the factories, retdte, etc. could not fetch anywhere near their
carrying price, they should still realize enoughrtake up the shrinkage in the proceeds of the
receivables and merchandise below book figurdkidfis not a reasonable assumption there
must be something radically wrong about the acengmhethods of our large corporations.

A study made at the Columbia University School aéBess under the writer's direction,
covering some 600 industrial companies listed eNbw York Stock Exchange, disclosed that
over 200 of them--or fully one out of three--haeeb selling at less than their net quick assets.
Over fifty of them have sold for less than theisltand marketable securities alone. In the
appended table is given a partial list, comprighregmore representative companies in the latter
category.

What is the meaning of this situation? The expeedrfinancier is likely to answer that stocks
always sell at unduly low prices after a boom qugkss. As the president of the New York Stock
Exchange testified, "in times like these frightepedple give the United States of ours away."
Or stated differently, it happens because thoske nterprise haven't the money, and those with
money haven't the enterprise, to buy stocks whey @éine cheap. Should we not find the same
phenomenon existing in previous bear markets-Xanwle, in 19217

The facts are quite otherwise, however. Stocks aoldw prices in the severe post-war
depression, but very few of them could be boughthenStock Exchange for less than quick
assets, and not one for less than the companylalaleacash.

The comparative figures for both periods, coverggresentative companies, are little short of

astounding, especially when it is noted that tHeynsed no materially poorer operating results in
1931 than in 1921. Today, these companies aregeafithe aggregate for half their working
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capital; ten years ago working capital was only tied bottom prices. With respect to cash
assets alone, present prices are relatively siestilower than in 1921.

We must recognize, therefore, that the situatiastieg today is not typical of all bear markets.
Broadly speaking, it is new and unprecedented. dt strange, ironical aftermath of the "new era"
madness of 1921-1929. It reflects the extraordimesylts of profound but little understood
changes in the financial attitude of the peopld, te financial fabric of the country.

Two plausible and seemingly innocent ideas, thst firat good stocks are good investments; the
second, that values depend on earning power--wst@tdd and exploited into a frenzied
financial gospel which ended by converting all mwestors into speculators, by making our
corporations rich and their stockholders poor,daersing the relative importance of commercial
loans and Wall Street loans, by producing topsyytaiccounting policies and wholly irrational
standards of value--and in no small measure wa®ns#ble for the paradoxical depression in
which we find ourselves submerged. Behind the rfgodt that a great many stocks are selling
for much less than their working capital lies a ptew of causes, results and implications.

The remainder of this article will deal with theusas of the present unique situation, while other
ramified aspects will be developed in succeeditiglas. The current contrast between market
prices and liquid assets is accounted for in langasure by the huge flood of new cash which
stockholders in recent years have poured intordestries of their corporations by the exercise
of subscription rights. This phenomenon, which was of the distinguishing features of the
1928-1929 bull market, had two quite opposite cqueaces. On the one hand the additional
funds received greatly improved the companies' eashtheir working capital position; on the
other hand the additional shares issued greathgased the supply of stocks, weakened their
technical position, and intensified their marketlde. The same circumstance, therefore, served
both to improve the values behind a stock and predes the price.

It is doubtful, however, that the declines wouldédgone to the current extraordinary lengths if
during the last decade investors had not lost #tét lof looking at balance sheets. Much of the
past year's selling of stocks has been due tad¢laer than necessity. If these timid holders were
thoroughly aware that they were selling out at anfyaction of the liquid assets behind their
shares, many of them might have acted differently.

But since value has come to be associated exclysivdh earning power, the stockholder no
longer pays any attention to which his company evmas even its money in the bank. It is
undoubtedly true that the old-time investor laid touch stress upon book values and too little
upon what the property could earn. It was a safgtap to ignore the figures at which the plants
were carried on the books, unless they showed anemsurate earning power.
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But like most sound ideas in Wall Street, this waes carried too far. It resulted in excessive
emphasis being laid on the reported earnings--wmiiclint only be temporary or even deceptive-
-and in a complete eclipse of what had always begarded as a vital factor in security values,
namely the company's working capital position. Basses have come to be valued in Wall
Street on an entirely different basis from thatlegopto private enterprise. In good times the
prices paid on the Stock Exchange were fantasfibadh, judged by ordinary business
standards; and now, by the law of compensationassets of these same companies are
suffering an equally fantastic undervaluation.

A third reason that stocks now sell below theivitjasset value is the fear of future operating
losses. Many readers will assert that this is theeshadowing cause of the present low market
level. These quotations reflect not only the abseiearning power, but the existence of "losing
power" which threatened to dissipate the workingitehbehind the shares today.

Is it true that one out of three American busingsselestined to continue losing money until the
stockholders have no equity remaining? This is vimrastock market says in no uncertain terms.
In all probability it is wrong, as it always hasdmewrong in its major judgments of the future.

The logic of Wall Street is proverbially weak. $thardly consistent, for example, to despair of
the railroads because the trucks are going tortadst of their business, and at the same time to
be so despondent over the truck industry as toaiveey shares in its largest units for a small
fraction of their liquid capital alone.

But since even in prosperous times many undertakelyby the wayside, it is certain that the
number of such ill—starred ventures must now batfyencreased. The weakly situated
business will find it difficult, perhaps impossibte survive. Hence in a number of individual
cases the market's prophecy of extinction will benk out. Nevertheless, there must still be a
basic error in this wholesale dumping of shares sthall fraction of liquidating value.

If a business is doomed to lose money, why contitiul its future is so hopeless that it is worth
much less as a going concern than if it were waymavhy not wind it up? Surely the owners of
a business have a better alternative than to tgy@ésent cash away, for fear that it is later
going to be dissipated. We are back to the conbrsteen the White Motors stockholder and
the individual factory owner, with which we startedr article.

The issue is merely one of simple logic. Either ¥&/Motors is worth more as a going concern
than its cash in bank, or it is not. If it is wortfore, the stockholder is foolish to sell out for
much less than this cash, unless he is compelldd sw. If it isn't the business should be
liquidated and each stockholder paid out his shhtke cash plus whatever the other assets will
bring.

www.valuehuntr.com



Evidently stockholders have forgotten more thalotd at balance sheets. They have forgotten
also that they are owners of a business and nalyn@wners of a quotation on the stock ticker.
It is time, and high time, that the millions of Arrean shareholders turned their eyes from the
daily market reports long enough to give some #tiarto the enterprises themselves of which
they are the proprietors, and which exist for tibenefit and at their pleasure.

The supervision of these businesses must, of cobesgelegated to directors and their operation
to paid officials. But whether the owners' monegudl be dissipated by operating losses, and
whether it should be tied up unproductively in essiee cash balances while they themselves are
in dire need of funds, are questions of major golbich each stockholder must ponder and
decide for himself.

These are not management problems; these are dwmprseblems. On these questions the
management's opinion may be weighty but it is ootmolling.

What stockholders need to-day is not alone to bectralance sheet conscious,” but more than
that, to become "ownership conscious." If theyireal their rights as business owners, we

would not have before us the insane spectacleastrries bloated with cash and their
proprietors in a wild scramble to give away thaterests on any terms they can get. Perhaps the
corporation itself buys back the shared they thooivof irony; we see the stockholders' pitifully
inadequate payment made to them with their own.cash

The waggish barber of the legend painted on his sig
What, do you think -- We shave you for nothing gnge you a drink!

That, without the saving comma, might well be blemb as the motto of the stock seller of to-
day, who hands over his share in inventories aogivables for less than nothing, and throws in
real estate, buildings, machinery and what-notlag@iappe or trading stamp.

The humor of the situation could be exploited farttbut the need is not for witticism but for a
straightforward presentation of the vitally impartagssues that face stockholders, managements,
and bankers. These will be dealt with in succeeditigles.

Thelndividual I nvestor and the M ar ket

There are two requirements for success in Wallkgt@ne, you have to think correctly; and
secondly, you have to think independently. Moghef stockbrokers, financial analysts,
investment advisers, etc., are above averageetigence, business honesty and sincerity. But
they lack adequate experience with all types ofisgcmarkets and an overall understanding of
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common stocks--of what | call "the nature of thadi€' They tend to take the market and
themselves too seriously. They spend a large paneo time trying, valiantly and ineffectively,
to forecast short- and long-term changes in the@oy, and in the price level ctbmmon

stocks, to select the most promising industry gsoapd individual issues--generally for the near-
term future.

My advice would be to study the past record ofstoek market, study your own capabilities,
and find out whether you can identify an approacimvestment you feel would be satisfactory
in your own case. And if you have done that, putiaé without any reference to what other
people do or think or say. Stick to your own methothat's what we did with our own business.
We never followed the crowd, and | think that'sdiable for the young analyst.

If you readThe Intelligent Investomyhich | feel would be more useful th&ecurity Analysisf

the two books-and select from what we say someoagjprwhich you think would be profitable,
then | say that you should do this and stick tbhtad a nephew who started in Wall Street a
number of years ago and came to me for some adwdedd to him, "Dick, | have some practical
advice to give you which is this. You can buy cbhssnd investment companies at 15 percent
discounts on an average. Get your friends to puatixount of dollars a month in these closed-
end companies at discounts and you will start aloé#tie game and you will make out all right.”
Well, he did that. He had no great difficulty imiing his business on that basis. It did work out
all right and then the big bull market came alond,af course, he moved over to other fields
and did an enormous amount of speculative busiatms But at least he started, | think, on a
sound basis. And if you start on a sound basis,ayethalf-way along.

The simplest advice | can give is to value compaaga private businesses. If you can look at a
company and say that at this price for the stoekithole enterprise is selling at a figure which is
clearly less than it would be worth to me if it wany business, if | owned it — you can divide

the figures by 10 or 100 to make them comparabtbeadind of business you are familiar with

in private practice. If that test shows that thiegis quite low, then it's generally a reasonably
good guide to your evaluation of the stock itskifsome cases, the very fact that the company is
selling considerably under the working capital alowith no value given to all the fixed assets,

is a prima facie indication that the price is tow/|

If you select good stocks, determine and specHy tthe price is within a range of fair value. If
you select a growth stock, determine and specéydlind amount which the buyer at the
current price is already paying for the growth de@s compared with its reasonable price if the
growth prospects were only average.
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All investors want good results from their investitse and are entitled to them to the extent that
they are actually obtainable. | see no reason Wway should be content with results inferior to
those of an indexed fund or pay standard feesuich sferior results.

The typical investor has a great advantage ovelatige institutions chiefly because these
institutions have a relatively small field of commstocks to choose from--say 300 to 400 huge
corporations--and they are constrained more orttesencentrate their research and decisions
on this much over-analyzed group. By contrast, nmaviduals can choose at any time among
some 3000 issues listed in the Standard & PooristiMip Stock Guide. Following a wide variety
of approaches and preferences, the individual lovesthiould at all times be able to locate at
least one per cent of the total list--say, 30 issuremore--that offer attractive buying
opportunities.

A suggestion | can make is that if you were sua ylou could follow a dollar-averaging
program, you could start [investing] right away.ll2oaveraging is a method of investment
under which you set aside regularly a fixed amaimhoney and invest it in common stocks
generally, either in a single common stock or padfly in a group investment through
investment-company shares. By investing the santeiahof money at regular intervals — say,
every three months, you get two advantages. Otaiover the years your investment reflects
the average market price rather than the high mékels — which is where you are likely to
buy if you follow the crowd.

Secondly, the arithmetiaf dollar averaging gives you more shares at thefgrices than at the
higher prices, so that your average cost is lohan the arithmetic average. If you are putting
$1,000 in one kind of stock and the price is $1y’'¢ get 100 shares. If later it's $20, you'd get
50 shares. You bought more stock at the $10 blaaisdt $20. Consequently your average price
would be less than $15.

Let me suggest three rules for individual invesemarding investment policy: (1) The individual
investor should act consistently as an investorraotds a speculator. This means, in sum, that
he should be able to justify every purchase he make each price he pays by impersonal,
objective reasoning that satisfies him that heeisimgg more than his money's worth for his
purchase--in other words, that he has a margiafety in value terms, to protect his
commitment. (2) The investor should have a defis@king policy for all his common stock
commitments, corresponding to his buying techniguigpically, he should set a reasonable
profit objective on each purchase--say 50 to 10Qpet--and a maximum holding period for
this objective to be realized--say, two to threargePurchases not realizing the gain objective at
the end of the holding period should be sold ogh@tmarket. (3) Finally, the investor should
always have a minimum percentage of his total pbotin common stocks and a minimum
percentage in bond equivalents. | recommend at Bsgper cent of the total at all times in each
category. A good case can be made for a conss0eB0 division here, with adjustments for
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changes in the market level. This means the invesald switch some of his stocks into bonds
on significant rises of the market level, and weesa when the market declines. | would
suggest, in general, an average seven- or eightryatrity for his bond holdings.

I am no longer an advocate of elaborate techniqtisscurity analysis in order to find superior
value opportunities. This was a rewarding actiygars ago when our textbook "Graham and
Dodd" was first published; but the situation haaraded a great deal since then. In the old days
any well-trained security analyst could do a gooufgssional job of selecting undervalued
issues through detailed studies; but in the lighbhe enormous amount of research now being
carried on, | doubt whether in most cases sucmekte efforts will generate sufficiently
superior selections to justify their cost. To thaty limited extent I'm on the side of the
"efficient market" school of thought now generallycepted by the professors.

I will also like to suggest that the average mendfehe public, who does not make a business
of buying and selling securities, makes an errdyuging securities on margin — most of the
time. It would only be under exceptional circumsesthat he would be justified in doing so.

My second inference is a positive one for the itimgspublic and for the analyst who may
advise a non-institutional clientele. We have mammyplaints that institutional dominance of the
stock market has put “the small investor at a diaathge because he can’t compete with the
trust companies’ huge resources, etc. The factquate the opposite. It may be that the
institutions are better equipped than the individaapeculate in the market; I’'m not competent
to pass on that. But | am convinced that an indigl¢thvestorwith sound principles, and

soundly advised, can do distinctly better overltimg pull than a large institution. Where the
trust company may have to confine its operatior30@ concerns or less, the individual has up to
3000 issues for his investigations and choice. Ntost bargains are not available in large
blocks; by this very fact the institutions are walhjh eliminated as competitors of the bargain
hunter.

Assuming all this is true we must recur to the ¢joeswe raised at the outset. How many

financial analysts can earn a good living by laugtindervalued issues and recommending them

to individual investors? In all honesty | cannoy aat there is room for 14,000 analysts, or a
large proportion thereof, in this area of activByt | can assert that the influx of analysts into
the undervalued sphere in the past has never loegreat as to cut down its profit possibilities
through that kind of over-cultivation and over-caatipon. (The value analyst was more likely to
suffer from loneliness.) True, bargain issues hrapeatedly become scarce in bull markets, but
that was not because all the analysts became ealstious, but because of the general
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upswing in prices. (Perhaps one could even hawrmeted whether the market level was
getting too high or too low by counting the numberssues selling below working capital value.
When such opportunities have virtually disappeapadf experience indicates that investors
should have themselves out of the stock markepantjed up to their necks in U.S. Treasury
bills.)

Portfolio M anagement Approach

| favor a highly simplified approach that appliesiagle criteria or perhaps two criteria to the
price to assure that full value is present andislags for its results on the performance of the
portfolio as a whole--i.e., on the group resulther than on the expectations for individual
issues. | can give two examples of my suggestetbapp. One appears severely limited in its
application, but we found it almost unfailingly degplable and satisfactory in 30-odd years of
managing moderate-sized investment funds. The deammesents a great deal of new thinking
and research on our part in recent years. It ishmder in its application than the first one, but
it combines the three virtues of sound logic, sioify of application, and an extraordinarily
good performance record.

My first, more limited, technique confines itsadfthe purchase of common stocks at less than
their working-capital value, or net-current-assatie, giving no weight to the plant and other
fixed assets, and deducting all liabilities in fiudm the current assets. We used this approach
extensively in managing investment funds, and av@®-odd year period we must have earned
an average of some 20 per cent per year from ¢hiscs. For a while, however, after the mid-
1950's, this brand of buying opportunity became wearce because of the pervasive bull
market. But it has returned in quantity since tB&3t74 decline. In January 1976 we counted
over 300 such issues in the Standard & Poor's Skatite--about 10 per cent of the total. |
consider it a foolproof method of systematic inwastt--once again, not on the basis of
individual results but in terms of the expectaliieup outcome.

The second approach is similar to the first inuitglerlying philosophy. It consists of buying
groups of stocks at less than their current omsit value as indicated by one or more simple
criteria. The criterion | prefer is seven times taported earnings for the past 12 months.

You can use others--such as a current dividendrretibove seven per cent or book value more
than 120 percent of price, etc. We are just fimgha performance study of these approaches
over the past half-century--1925-1975. They coasibf show results of 15 per cent or better per
annum, or twice the record of the DJIA for thisdqueriod. | have every confidence in the
threefold merit of this general method based orsg¢and logic, (b) simplicity of application, and
(c) an excellent supporting record. At bottom i&igechnique by which true investors can exploit
the recurrent excessive optimism and excessiveeappsion of the speculative public.
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At this point let me consider briefly an approaathwvhich we were closely identified when
managing the Graham-Newman fund. This was the psebf shares at less than their working
capital value. That gave such good results forues a forty-year period of decision making that
we eventually renounced all other common-stocka#®based on the usual valuation
procedures, and concentrated on these “sub-ass&tsstThe “renaissance of value”, which we
are talking about today involves the reappearahti@okind of investment opportunity. A
Value-Line publication last month listed 100 sus$uies in the non-financial category. Their
compilation suggests that there must be at leasétas many sub-working capital choices in the
Standard & Poor’s Monthly Stock Guide. (Howevem'dlavaste $25 in sending for an
advertised list of “1000 Stocks Priced at Less TWamking Capital”. Those responsible
inexcusably omitted to deduct the debt and prefiesteck liabilities from the working capital in
arriving at the amount available for the common.)

It seems no more than ordinary sense to concluataftbne can make up, say a 30-stock

portfolio of issues obtainable at less than worldagital, and if these issues meet other value
criteria including the analysts’ belief that theegprise has reasonably good long-term prospects,
why not limit one’s selection to such issues anmdd¢bthe more standard valuation methods and
choices we have previously discussed? | think theston is a logical one, but it raises various
practical issues: How long will such “fire salecks” — as Value Line called them — continue to
be given away; what would be the consequencekaiige number of decision-makers began as
of tomorrow to concentrate on that group; what &hthe analyst do when these are no longer
available?

Such questions are actually related to broadercéspéthe value approach involving the
availability of attractive investment opportuniti€sind when most investors and their advisers
followed this doctrine. | shall return to that plein later.

The Past and Futur e of Common Stocks

Before | came down to Wall Street in 1914 thture of the stock market had already been
forecast—once for all—in the famous dictumJ&. Morgan the elder: "It will fluctuate." It is a
safe prediction for me to make that, in future gearin the past, common stocks will advance
too farand decline too far, and that investors, Bpeculators—and institutions, like
individuals—will have their periods of enchantment and disenthantwith equities.

To support this prediction let me cite two "wateglepisodes"—as | shall call them—that
occurred within my own financial experience. Thstfgoes back just 50 years, to 1924; it was
the publication of El. Smith's book entiti@bmmon Stocks as Long-Term Investmétits.
study showed that, contrary to prevalent beligfsitees as a whole had proved much better
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purchases than bonds during the preceding halfioerit is generally held that these findings
provided the theoretical and psychological jusaifion for the ensuing bull market of the 1920's.

The Dow Jones Industrial Average (DJIA), which st@d 90 in mid-1924, advanced to 381 by
September 1929, from which high estate it collapses | remember only too well—to an
ignominious low of 41 in 1932. On that date the ke#is level was the lowest it had registered
for more than 30 years. For both General Electit far the Dow, the highpoint of 1929 was not
to be regained for 25 years. Here was a strikiragrgte of the calamity that can ensue when
reasoning that is entirely sound when applied &3 panditions is blindly followed long after the
relevant conditions have changed. What was trubedéttractiveness of equity investments
when the Dow stood at 90 was doubtful when thel lead advanced to 200 and was completely
untrue at 300 or higher. The second episode—histion my thinking— occurred towards the
end of the market's long recovery from the 1929382 debacle. It was the report of the Federal
Reserve in 1948 on the public's attitude towardroomstocks. In that year the Dow sold as low
as 165 or seven times earnings, while AAA bondsrnetd only 2.82 per cent. Nevertheless,
over 90 per cent of those canvassed were opposrd/ing equities—about half because they
thought them too risky and half because of unfamtl. Of course this was just the moment
before common stocks were to begin the greatesatgpmovement in market history—which
was to carry the Dow from 165 to 1050 last yearaWetter illustrations can one wish of the
age-old truth that the public's attitudes in mattgrfinance are completely untrustworthy as
guides to investment policy? This may easily prasdrue in 1974 as it was in 1948.

I think the future of equities will be roughly tkame as their past; in particular, common-stock
purchases will prove satisfactory when made at@pyate price levels. It may be objected that
is far too cursory and superficial a conclusiomt tih fails to take into account the new factors
and problems that have entered the economic pictuecent years—especially those of
inflation, unprecedentedly high interest rates,ahergy crisis, the ecology-pollution mess and
even the movement towards less consumption andgzeveth. Perhaps | should add to my list
the widespread public mistrust of Wall Street aghale, engendered by its well-nigh scandalous
behavior during recent years in the areas of etfirncial practices of all sorts and plain
business sense.

Of course these elements—mainly unfavorable tdutwe values of common stocks—should

be taken into account in the formulation of todaylestments policies. But it is absurd to
conclude from them that from now on common stoclishe undesirable investments no matter
how low their price level may fall. The real questis the same as it has always been in the past,
namely: Is this a desirable time or price leveitake equity purchases? We should divide that
question, | think, into the following: a) Is thigdasirable level to buy stocks in general, as
represented by the DJIA or Standard and Poor'§S&B 500)? b) Even if the averages may not
be at an attractive level, can investors expedtfaatory results by choosing individual issues
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that are undoubtedly worth at least what they alleng for? The distinction | have just made is
clearly relevant to the present situation becatisleeorecent advent of the "two tiered market,"
resulting from the massive preference of instingifor large, high-growth companies.

This in turn has brought about disparities in the Rtios for issues of investment character—
differences as high as ten to one—that have beexanmpled in all my experience, except
perhaps at the height of the 1929 madness wittelerated "blue-chip” issues.

My own answer to the double question just posexs ifollows: As to the present level of the
averages—say, 850 for the Dow and 93 for the S&RP-Se factor most directly affecting
current security values and prices is most assyithdlhigh rate of interest now established for
the entire spectrum of bond and note issues. Otteeddlaring defects of institutional attitudes
has been that as recently as early 1973—when tipposted the record price level of the
averages—they failed to take into account that A¥oids were then yielding 7.3 per cent and
had been above 8.5 per cent not long before. (Aagpened they were destined to surpass the
8.5 per cent rate in 1974.) In 1964 the AAA rateraged 4.4 per cent. It seems logical to me
that the earning/price ratio of stocks generallyudti bear a relationship to bond-interest rates. If
this thesis is accepted in its simplest form wetngosaclude: If one dollar of Dow earnings were
worth $17 when bond yields were 4.4 per cent,ohatdollar is now worth only 52 per cent of
$17, or $8.80, with AAA bonds at 8.5 per cent. Tihisurn would suggest a currently justified
multiplier of, say, nine for the normal currentmags of the Dow. If you place those earnings at
the record 1973 figure of $86, you arrive at aenrvaluation of only 775 for the DJIA. You
may quarrel with this figure on various groundse@may be your expectation that bond rates
will fall in the future. But that prospect is faom certain, while the present 8-1/2 per centisate
a fact. Also, if bond yields go down appreciabhgr bond prices will advance as well as stocks.
Hence such bonds could still work out better then@ow if and when interest rates decline.
Viewing the matter from another angle, | should tithe Dow or Standard and Poor's to return
an earnings yield of at least four-thirds that ok8Abonds to give them competitive
attractiveness with bond investments. This wouldmn earnings yield of 11 per cent, and it
brings us smack back to the valuation of aboutfévhe Dow that we found by comparing the
early 1974 situation with that ten years before.

Furthermore, my calculations of growth rates owerpast 25 years give an annual figure for the
Dow of only 4-1/2 per cent. If this rate were towttaue in the future, the expectable

combination of growth plus dividends would prodiess than a ten percent overall return,
consisting of four and one-half per cent growthspuicompounded dividend yield of, say, five
percent. This second calculation would make myesur775 valuation for the Dow appear over
generous. Incidentally, a corresponding approathd®&&P 500 Index gives a somewhat less
favorable result than for the Dow at current levélse S&P 425 and 500 Indexes have both
grown at about a five per cent rate over the pastears. But this advantage appears to be offset
by their higher P/E ratios compared with the DJIA.
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It is now the function of real old-timers like myfs® caution against taking on an unjustified
biasagainststocks at low price levels. What will be the effentperformance of having, say,
$200 billion of institutional money in equitiesugl say 11,000 working security analysts, all
trying to "beat the averages?" The reader will pard reference here to a couplet by Heinrich
Heine a propos of the appointment of 45 Germanegsuirs to some commission of inquiry 150
years ago. He wrote:

"Funf-und-vierzig Professoren—Vaterland, du bisiaen!"
(Forty-five Professors—Fatherland, you're ruined!)

If only 45 professors can present such a menaee about 11,000 analysts? Seriously, the
effect of large-scale participation by institutianghe equity market, and the work of
innumerable financial analysts striving to estdbpsoper valuation for all sorts, should be to
stabilize stock-market movements, i.e., in theargast, to dampen the unjustified fluctuation in
stock prices. | must confess, however, that | len no such result flowing from the
preponderant position of the institutions in marketivity.

The amplitude of price fluctuations has, if anythibeen wider than before the institutions came
into the market on a grand scale. What can beei@i®on? The only one | can give is that the
institutions and their financial analysts have stodwn any more prudence and vision than the
general public; they seem to have succumbed teahee siren songs—expressed chiefly in the
cult of "performance.” They, too, have largely pside the once vital distinction between
investment and speculation. (This leads me to dskhler someday soon we shall see some legal
problems for certain banking institutions growing of their accountability for the results of
trustinvestments made from 1968 to 1973 that failed ¢éetnthe strict judicial requirements of

the prudent man rule).

A modification of my "fixed fund" suggestion woulelave more leeway for the work of financial
analysts. This modification would base equity pmitl initially on an actual or presumed
imitation of the S&P Index, or—more simply—the DJIPhe operating manager or decision
maker would be permitted to make substitutionsis list, but only on a persuasive showing

that the issues substituted had distinctly monenisic value per dollar of price than the ones to
be dropped. Combined with fairly heavy accountabibir the results of such departures from

the original list, such a program might well impeathe actual performance. In any case it would
give the financial analysts' profession somethandd. There has indeed been a strong intimation
in this article that the DJIA and the S&P Indexes@ow selling too high in relation to many
issues now purchasable at low P/E ratios.
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If this view is correct any competent analyst hagxcellent present opportunity to earn his pay
by recommending desirable substitutes for certampanies in these averages. Please bear in
mind that while | have been making a case for ggoitestment now—despite, or perhaps
because of, institutional disillusionment with thefam not proposing a 100 per cent stock
position for any investor. On the contrary, | thihlat everyone's total portfolio should always
have a minimum component of 25 per cent in bonldsgawith a complementary minimum
holding of 25 per cent in equities. The remainiadf bf the funds may be divided between the
two, either on a standard 50-50 basis (adjusteeflect changes caused by significant price
movements) or in accordance with some consistahtanservative policy of increasing the
bond proportion above 50 per cent when bonds appese attractive than equities, and vice
versa when equities appear more attractive thadson

Do equities win by default because there is norassdiquidity in other alternatives? There are
various answers to this query. The first is, ofrseuthat the alternative of putting funds into
short- or longer-term debt obligations does notilish the liquidity factor. Secondly, | could
argue that liquidity is itself a minor desideratuma true investment program, and that too many
value considerations have been sacrificed to aimaes need for quick marketability. But

thirdly, | could not say to what extent the liguydfactor should enter into consideration of non-
income producing objects—such as paintings, comtiesgietc.—as alternatives to common
stocks. My hunch is that the absence of income—gamsat 8-1/2 per cent annually on bonds—
should be more important here for your investmegisions than the liquidity factor.

A Lesson from the Past

Let us attempt an enumeration of the major diffeesrand resemblances between the current
market and that of the 1920's, as they appeaid@bserver. The two major internal differences
relate to financial manipulation of various somsl@o excessive borrowing for speculation. The
bull-market heights of 1929 were made possible byge wave of buying on thinner margins
than are now permitted. Brokers' loans rose frot@@2million in 1926 to $8.549 million in
1929, at which time they constituted about halfodél member-bank loans.

By contrast, the corresponding rise to date has beatively much smaller. (Borrowings on
smaller margins through other sources are no dagbificant at present but not sufficiently so
to change the broad picture.) In the field of fic@ahpractices, the major abuses of the 1920's
consisted of crass manipulation of stock pricespmculative pools and of corporate pyramiding
through successive tiers of holding companies dbua types. Both stock-market manipulation
and corporate-structure manipulation have beertlgnesstricted by the SEC legislation and by
tighter stock-exchange supervision. The amountdbeapes detection is comparatively small, in
my view. Although the various investigations nowdanway produce some startling exposes,
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whatever abuses now exist will not be found to haamneated the whole fabric of finance as
was the case 30 years ago.

An exception to the above reassuring statementtraag to be made in the field of new

offerings of common stocks. Here | think a settdeast semi-manipulative practices has
developed in handling so-called "hot issues.” Timalmer of such offerings has been increasing
steadily in the last 2 years, and their quality Ib@sn retrogressing at an equal rate. It is in this
speculative area that | sense the closest pabateleen the internal market conditions of the late
1920's (and particularly of 1919) and those of yod@hether the new-issue financing of dubious
merit will prove to be so heavy in aggregate dslias ultimately to turn the market scales
definitely downward, | shall not venture to gudsss not impossible.

The widespread belief that we are in a new stocketara, differing in its essential character
from the bull-and-bear sequences of the past, oestsnumber of claimed differences between
then and now. These go well beyond the reformsockgrading and in corporate financial
practices. The case to justify the present unpested level of stock prices and earnings
multipliers is essentially that which would justitye concept of a permanently changed
character and future for the stock market. Thetgafed attractiveness of common-stock
investment today is thought to be solidly groundadh complex of favorable factors. Among
them are (a) assured growth of population and GbJPa rate of expansion more rapid than
formerly, created by technological progress andithadry with Russia; (c) an assurance against
major depressions provided by the government'sresponsibility to prevent or quickly
terminate them; (d) the public's recognition th@nmon-stock investment is a necessary
protection against continued inflation; and (e) éngergence of mutual funds, pension trusts, and
other institutional investors as the chief sourcdesmand and continuous support for common
stocks.

Those who study the record of the 1920's will findt reasons similar to most, but not all, of the
above were advanced to justify the ill-fated marksg of those years. The doctrine of "Common
Stocks as (the Best) Long-Term Investments” emeirg@é824 and was made the cornerstone of
the market's philosophy and its excesses. Therdheasame optimism about the future growth
of the country and perhaps a better-founded conéielén the share of common-stock earnings in
that growth. (The rate of return on invested cépvis better maintained between 1922 and 1929
than between 1950 and 1961.) Old standards of ygdugcularly the once normal relationship
between bond yields and common-stock yields-weaxath aside then as now, on the grounds
that they had no relevance to the new economicatéinThere was great confidence, also, in the
future stability of business and its immunity freevere depressions. This was founded on the
idea that scientific management, careful contrahgéntories, the absence of inflation, and other
factors would help our business leaders avoid tislycmistakes of the past.
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In my view, there are three major differences betwine economic realities of the 1920's and
the present. The first relates to the inflatiortdacthe second to the Cold War, and the third to
the role of government in business. The bull maokéhe 1920's ran its course without the aid of
commodity-price inflation; the market rise sincet@has been accompanied by an irregular, but
virtually continuous, advance in wholesale and comer prices. It is difficult to say whether the
investor's current emphasis on future inflationgimsities should be considered primarily as
recognition on his part of objective fact or rathera strong subjective reaction to an element
that is by no means new to the financial sceneh¥¢emore inflation in wholesale prices from
1900 to 1910 than from 1950 to 1960; the rise fa®00 to 1920 also exceeded that from 1940
to 1960 (the equivalent of from 36 to 100 versosfis1 to 120). Most of us believe that

inflation is the path of least resistance for goveents, labor leaders, and business heads and
that hence it will be followed. But the record bétpast will not help us much to determine what
the amount of inflation will be over future decadekether its course will be regular or
interspersed with sharp deflations, as in 19211889, and whether investors will remain as
inflation-conscious in the future as they are toddye reaction to inflation, like almost every
other investment and speculative attitude, seerbs toore the result of the stock market's
behavior than the cause of it.

My view of the effects of the Cold War on commoaest values is quite a personal one, not
shared by many, | am sure. In the first placeinkithat it has contributed a good deal to the
business expansion and relative stability of the&t gacade. But, in a contrary sense, | cannot see
how the kind of Cold War we are now living througgm continue throughout "our lifetime and
that of our children." Sometime within the preséatade, a way will have to be found to
terminate the Cold War, or it will be transformedbi large-scale hostilities, with all their nuclear
implications. If our prosperity since 1949 hasfdat, rested rather heavily on our defense
expenditures and if, in truth, we must fairly sd@ve either no war or nuclear war in place of
Cold War, then today's international situation aarive termed more favorable for common
stocks than the cloudless one of 1929.

The government's commitment to prevent large-agademployment and serious depressions is
both a new factor and one of major importance. mbst logical reason for expecting a different
kind of stock-market cycle in the future than ie tbng-term past would appear to be by analogy
with the business cycle. The record since 194%gtyosupports this thesis. The new material on
"Business Cycle Developments," now available montsthows four periods of business
contraction since 1948-in 1949, 1953-54, 1957-58, ¥960. All these were very moderate, as
compared with the sharp recession of 1937-38 amdntijor depressions after 1919 and 1929.
The three declines of about 20 per cent each istthiek averages since 1950 appear to
correspond fairly well to the three setbacks ofuald® per cent in the index of industrial
production. If we have now entered a new era tkeludes old-time business depressions, it
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seems reasonable to deduce that we are also im araghat precludes old-fashioned bear
markets.

Both my analysis and my instinct warn me that theag be a catch in this plausible and
reassuring parallel. If the recent picture had bm@nof the stock market's advancing in step
with the national product and in close proportiathvit also, then the observer might conclude-
somewhat to his amazement-that not only has theoseyp been reformed but human nature as
well. But here the facts part company with the hHiggsis. The stock-market level has not been
governed primarily by the level of business bubeatoy the development of new investment
theories and attitudes and by a typical growthpeicsilative interest and activity. Some of the
old financial abuses that characterized former imatkets have, indeed, been virtually
eliminated. But some have again raised their hesattbsome new ones have appeared and are
spreading apace. These are in the areas of coepeyatrting, corporate financing, the quality of
the enterprises offered for public sale, and thgswa which new issues of common stocks are
offered and subsequently traded.

If the relative stability of general business andoorate profits produces an unlimited
enthusiasm and demand for common stocks, thenst ewentually produce instability in stock
prices. We have already seen the working of thiagia in the area of growth stocks. The price
of a successful and promising concern such as Tlas&siments can be driven up so high by
speculative emphasis on its prospects that tharepseaction has cut the price in half-with no
change in the underlying worth of the businessniplas of this sort are now numerous.
Conceivably, this behavior of issues in the grostibek class may give us a preview of the
ultimate behavior of the general market-as reptesny comprehensive averages-if common-
stock investment becomes essentially identical wotmmon-stock speculation. In that case the
stock market will have a life-cycle of its own, tpiindependent of the business cycle. The
market cycle will once more prove to be the humature cycle; its economic background will
have changed but not its basic character or theeguences of its character.

These arguments against a new character for thk starket are not necessarily arguments that
the present levels are too high, although theyao®yt would be adjudged so by older standards.
Conceivably and even probably, new factors in t@nemic figure have moved upward the
central value of the average dollar of corporataiegs and justify a more favorable relationship
than heretofore between stock yields and bond giditis would certainly be true if the general
business picture can be counted on to continudimtdgy the relative immunity to depression it
has shown since as far back as 1941. What we acewed with here is not the future central
value of the stock market but rather the amplitade the consequences of possible future
variations around this value.
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To soften a possible charge of old fogyism andyatieg against new standards of value, may |
take this paragraph to show how the recent re@wel bf stock prices may be justified by some
not implausible calculations. Let us assume thairkiestor wants an over-all return of 7 .5
percent annually, as a composite of dividend incanmgtaverage market appreciation. (This 7.5
percent target is itself taken from the long-teeoard of dividend yields and price advances; it
seems reasonable as a guide to the future.) Asswexg that earnings and dividends will grow
in the indefinite future at the annual rate of @&s cent, which appears to be the projection for
this decade. Then the investor should be satisfidda 3 percent dividend return. This would
justify a current level of 65 for the S&P Compositaly 10 percent below the recent high. A
small adjustment here or there would put us ovetadp.

It is by no means impossible to assume a permamewnth rate of 4.5 percent; we have been
told that we must increase our GNP faster thandhiese out in the race with Russia. The basic
objection is that it is only an assumption, tha éxperience of the longer past puts the figure

rather at 2.5 percent and that the difference betwie5 and 2.5 percent in this calculation means

the difference between 65 and 39 for the valudeiS3&P Composite. My experience leads me
to predict that the action of the market will gavéine investor's choice as to probable future
growth rates rather than vice versa.

If the market since 1949 foreshadows the stock etarif the future, the investment aspects of
equity accumulation are unbelievably favorable.tA#it will be needed will be the funds to buy
a representative assortment of common stocks &tttk gatience to sit through periods of mild
reaction.

Security Analysisas a Science
The Scientific Method

The scientific method includes among its factoeswilide observation and recording of events,
the construction of rational and plausible theodeformulas, and their validation through the
medium of reasonably dependable predictions. Taerenany varieties of scientific or quasi-
scientific disciplines, and the character of thedpctions based on them will vary greatly from
one to another.

At one extreme take the microphone. An electriogiigeer, having rigged it up carefully, can
predict that a word spoken into it will be immeeigtamplified. The prediction is precise; the
verification prompt and unquestionable. At the oadreme let us take psychoanalysis---a
discipline sometimes compared with our own secunitglysis. Here prediction and verification
are less definite. A layman who finances psychagdical treatment for one of his family is apt
to be slightly in the dark about such details &srtature of the iliness, the method and duration
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of the treatment, and the extent of the cure, yf @&bout the only thing he can predict with
certainty is how much it will cost per hour. Betwdbese two extremes lies actuarial science,
which to my mind is more relevant than the otherthe scientific possibilities of security
analysis. The life insurance actuary makes preafistconcerning mortality rates, the rate of
earnings on invested reserves, and factors of eepamd profit--in all instances based largely on
carefully analyzed past experience, with allowafioceérends and new factors. Out of these
predictions, with the aid of mathematical techngjuee fashions suitable premium schedules for
various types of insurance. What is most importantis about his work and his conclusions is
that he deals not with individual cases but with pinobableaggregate resulof a large number

of similar cases. Diversification is of the esseimcactuarial science.

Thus our first practical question about "scientffecurity analysis" is whether it is actuarial in
character, and has diversification as its esseng@édient. One plausible answer may be that
diversification is essential for certain types afgectives of security analysis but not for others.
Let us classify the things that security analysestto do and see how the element of
diversification applies to each. At the same tineemay raise other questions concerning the
scientific methods and predictions operating irheaitthe classes. | suggest that the end product
of our work falls into four different categories fllows:

1. The selection of safe securities, of the bope ty

2. The selection of undervalued securities.

3. The selection of growth securities, that is, owm stocks that are expected to increase their
earning power at considerably better than the gecrate.

4. The selection of "near-term opportunities,” tikatommon stocks that have better-than-
average prospects of price advance, within, saynéxt 12 months.

This list does not include stock market analysis predictions based thereon. Let me comment
briefly on this point. If security analysis is te bcientific, it will have to be so in its own righ
and not by depending on market techniques. Itsy &adismiss this point completely by saying
that, if market analysis is good, it doesn't neszligty analysis; and, if it isn't good, security
analysis doesn't want But this may be too cavalier an attitude towarcheea of activity that
engages the interest of a host of reputable sgaumdlysts. That stock market analysis and
security analysis combined may be able to do @ieti than security analysis by itself is at
least a conceivable proposition and perhaps aiplausne. But the burden is on those who
would establish this thesis to demonstrate it €orést of us in unequivocal and convincing
fashion. Certainly the published record is far no@ager, as yet, to warrant conceding a scientific
standing to a combination of the two analyses.

Four Categories
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To return to our four categories of security analyshoosing safe bonds and preferred stocks is
certainly the most respectable if not the mosttexgioccupation of our guild. Not only has it
major importance of its own, but also it can offseful analogies and insights for other branches
of our work. The emphasis of bond analysis is @t parformance, tempered by a conservative
view of future changes and dangers. Its chiefmekas on a margin of safety that grows out of
a small ratio of debt to total real value of théeeprise. It requires broad diversification to assu
a representative or average over-all result. Thiesepoints have made bond investment, as
practiced by our financial institutions, a sounsityentific procedure. In fact, bond investment
now appears to be almost a branch of actuariahseiel'here are interesting similarities (as well
as differences) between insuring a man's life igh80 against a premium of $34 per year, and
lending $1,000 on a long-term bond also paying$35year. The calculated mortality rate for
men aged 35 is about 4 out of 1,000, or 4/10% par.yA comparable "mortality rate” might be
applied to corporate enterprises in the best filmhand operating health, to estimate the risk
attaching to high-grade bond investment. Suchwdigsay 1/2%, might then properly measure
the risk and yield differential between the strastgmrporate bonds and U. S. Government
obligations.

Bond Investment: A Scientific Procedure

Bond investment should take on more of the charaéta scientific procedure when the
monumental corporate bond study, carried on byNétgnal Bureau of Economic Research and
other agencies, is finally completed and the méssatistical data and findings is made
available to security analysts. The greatest weskn€our profession, | have long believed, is
our failure to provide really comprehensive recartithe results of investments initiated or
carried on by us under various principles and teghes. We have asked for unlimited statistics
from others covering the results of their operatjdsut we have been more than backward in
compiling fair and adequate statistics relatingh@results of our own work. | shall have a
suggestion to make on that point a little later.

Selection of Undervalued Securities

The selection of undervalued securities appearsarery list because of its logical relationship
to investment in safe bonds or preferred stocke. Mhargin-of-safety concept is the dominant
one in both groups. A common stock is undervaltygaically, if the analyst can soundly
establish that the enterprise as a whole is woethabove the market price of all its securities.

There is a close analogy here with bond selectitwich also requires an enterprise value well in
excess of the debt. But the rewards for establistiiat a common stock is undervalued are, of
course, incomparably greater; for in the average & or a good part of the margin of safety
should eventually be realized as a profit to thgebwf a truly undervalued issue.
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In this connection | want to throw out a broad ahdllenging idea — that from a scientific
standpoint common stocks a wholemay be regarded as an essentially undervadaedrity

form. This point grows out of the basic difference betvelividual risk and overall or group
risk. People insist on a substantially higher divid return and a still larger excess in earnings
yield for common stocks than for bonds, becauseisheof loss in the averagenglecommon
stock issue is undoubtedly greater than in theagesinglebond. But the comparison has not
been true historically of diversified grouppf common stocks, since common stocks as a whole
have had a well-defined upward bias or long-termvard movement. This in turn is readily
explicable in terms of the country's growth, plas steady reinvestment of undistributed profits,
plus the strong net inflationary trend since thre of the century.

Fire and Casualty Rates

The analogy here is with fire and casualty insueaiates. People pay about twice as much for
fire insurance as their own actuarially determieggdosure would indicate--because they cannot
soundly afford to carry the individual risk themsss. For similar reasons the overall return on
common stocks appears to have been at least twicrieh as their true overall risk has
required. An interesting relationship at this p@ppears from the Keystone chart showing the
trend of the Dow-Jones industrial average sinc®1B8th the upper and lower lines happen to
rise at the rate of one third every ten years. Wolrecognize this as the 2.90% rate of
compound interest realized on U. S. Savings Bo8dses E. What this means is the consistent
Dow-Jones investor has obtained the same incragsecipal valueas the savings bonds offer
in lieu of interest; and in addition the Dow-Josésck investor has obtained all the annual
dividends from his holdings as a bonus above thee@wnent bond interest rate.

The reasoning | have just indulged in is, | belidwath scientifically valid and psychologically
dangerous. Its validity depends on the maintenanttee stock market of the substantial

disparity between bond yields and the price-easmagjos on stocks. If as happened in the
1920s--this very thesis is twisted into the slotieat common stocks are attractive investments,
regardless of how high they sell, then we would fourselves beginning as scientists and ending
as heedless and ill-starred gamblers. It may laér @é&neralization to assert that the top levels of
most "normal” bull markets are characterized bgraléncy to equate stock risks with bond risks.
These high valuations may indeed have some jusiibic in pure theory, but the important thing
for us to bear in mind as practicing analysts &,ttvhen you pay full value for common stocks,
you are in great danger of later appearing to Ipaie too much.

Individual Undervaluations
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Turning now to the field oihdividual undervaluations, we find ourselves on more familiar
ground. Our work with this group readily admitstioé scientific processes of wide observation
and the testing out of predictions or hypothesethby sequels. The theory of undervalued
issues must necessarily require an explanationeaf origin. The explanations are in truth quite
varied and taken together form what may be callgzhthology of market prices.” They range
from obvious causes, such as an unduly low divideraltemporary setback in earnings, to more
subtle and special conditions such as too much camstock in the capital structure or even too
much cash in the bank. In between lie numerous athieses such as the presence of important
litigation, or the combination of two dissimilar $inesses, or the use of the now discredited
holding company setup.

Origins of Undervaluation Understood

The origins of undervaluation are pretty well ursieod by now and could no doubt be set forth
in an acceptably scientific study. We do not kn@wrauch about the cure of undervaluations. In
what proportion of cases is the discrepancy caetstHow or why does the correction occur?
How long does the process take? These questionsders somewhat of those we raised about
psychoanalysis at the outset. But one thing of m@mee we do know, and that is that the
purchase of undervalued issues on a diversifieis lolags produce consistently profitable
results. Thus we have a worthwhile field for morstific cultivation. Here inductive studies
carried on intelligently and systematically ovgraaiod of years are almost certain to be
rewarding.

Selection of Growth Stocks

The third objective of security analysis is theeséibn of growth stocks. How scientific a
procedure is this now, and how scientific can intede to be? Here | enter difficult waters.
Most growth companies are themselves tied in gjoséh technological progress; by choosing
their shares the security analyst latches on,\&erg, to the coattails of science. In the 40 or
more plant inspections that are on your scheduédd trips for this convention week, no doubt
your chief emphasis will be placed on new prodacid new process developments; and these in
turn will strongly influence your conclusions abdl long-pull prospects of the various
companies. But in most instances this is primatyalitativeapproach. Can your work in this
field be truly scientific unless it is solidly baksen dependablmeasurementshat is, specific or
minimum projections of future earnings, and a @iziation of such projected profits at a rate or
multiplier that can be called reasonably conseveati the light of past experience? Can a
definite price be put on future growth---below which the stockisound purchase, above which
it is dear, or in any event speculative? What ésrtbk that the expected growth will fail to
materialize? What is the risk of an important dowmchange in the market's evaluation of
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favorable prospects? A great deal of systematitystuthis field is necessary before dependable
answers to such questions will be forthcoming.

Stock Investment in Pre-Scientific Stage

In the meantime | cannot help but feel that grostttk investment is still in the pre-scientific
stage. It is at the same time more fascinatingl@sglprecise than the selection of safe bonds or
undervalued securities. In the growth stock fidhe, concept of margin of safety loses the clarity
and the primacy it enjoys in those other two clagdesecurity analysis. True, there is safety in
growth, and some of us will go so far as to declaat there can be no real safety except in
growth. But these sound to me more like slogans flegentifically formulated and verified
propositions. Again, in the growth field the elerehselectivity is so prominent as to place
diversification in a secondary and perhaps dubpmsition. A case can be made for putting all
your growth eggs in the one best or a relatively iest baskets. Thus in this branch of security
analysis the actuarial element may be missingtlaaidcircumstance undoubtedly militates
against truly scientific procedures and results.

Inverted Relationship

There is undoubtedly an organic but inverted refetiip between the growth stock concept and
the theory of undervalued securities. The attraotibgrowth is like a tidal pull which causes
high tides in one area, the assumed growth compaael low tides in another area, the
assumed non-growth companies. We can measursgnsa, scientifically the distorting effect
of this influence by using as our standardrfieimumbusiness valuef enterprises in the non-
favored group. By way of illustration let us appiyat thought to three California concerns. The
shares of Roos Brothers, a local retail enterpwgéjn the nature of things tend to sell below
their analytically determined value for basicalg tsame reasons that are bound to produce
overvaluations in the shares of Superior Oil orrK€punty Land.

I come finally to the standard occupation of brelger house analysts and advisory services,
namely, the selection of issues favorably situfde@d near-term market advance. The usual
assumption here is that, if the earnings will inyeror the dividend will be raised, then the price
will improve. Thus the process consists essenta@llpcating and recommending those
companies that are likely to increase their easmgdividends in the near term. You all know
the three basic hazards encountered in this wbakt:the expected improvement will not take
place, that it is already discounted in the curpeite, that for some other reason or for no
known reason the price will not move the way itiddo

It may be that despite these hazards it is postbddtain worthwhile results on the average
from competent short-term analyses and predictddfi® of us can say whether or not this is
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true? In view of the importance of this analytiealrk, in terms of time, energy, and money cost,
it might not be a bad idea to subject it to a thglwoing evaluation.

Searching Self-Examination

This brings me to my conclusion and my one conguet@osal. Security analysis has now
reached the stage where it is ready for a contisama searching self-examination by the use of
established statistical tools. We should colleetdtudies and recommendations of numerous
analysts, classify them in accordance with thejectives (perhaps in the four groups suggested

in this paper), and then do our best to evalua® #dtcuracy and success. The purpose of such a

record would not be to show who is a good secuariglyst and who is a poor one, but rather to
show what methods and approaches are sound atfdlfeuid which ones fail to meet the test of
experience.

This suggestion was originally made in the artigablished under the pseudonymQuigitator

in The Analysts JournalAt that time | wrote: "It is unlikely that sectyianalysis could develop
professional stature in the absence of reasonabiyitt and plausible tests of the soundness of
individual and group recommendations.' The New Y®okiety is now taking the first positive
steps to establish a quasi-professional ratinglerfor security analysts who meet specified
requirements. It is virtually certain that this nreavent will develop ultimately in full-fledged
professional status for our calling. The time magtl\we ripe for the Federation and its
constituent Societies to begin a systematic accationl of case histories, which should make
possible the transmission of a continuous, evewmg body of knowledge and technique from
the analysts of the past to those of the future.

When this work is well under way security analysisy begin--modesty, but hopefully—to refer
to itself as a scientific discipline.

The Fallacy of Efficient Markets

I am sure that [proponents of efficient marketg] alt very hardworking and serious. But it's
hard for me to find a good connection between wiey do and practical investment results. In
fact, they say that the market is efficient in flease that there is no particular point in getting
more information than people already have. Thahiriog true, but the idea of saying that the
fact that the information is so widely spread tihat resulting prices are logical prices-that is all
wrong. | don't see how you can say that the pmeade in Wall Street are the right prices in any
intelligent definition of what right prices woulab

[Proponents] would claim that if they are correctheir basic contentions about the efficient
market, the thing for people to do is to try todstihe behavior of stock prices and try to profit
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from these interpretations. To me, that is notrg eacouraging conclusion because if | have
noticed anything over these 60 years on Wall Stiemstthat people do not succeed in
forecasting what's going to happen to the stocketar

In particular, the hypothesis of "efficient markgis its extreme form, makes two declarations:
1) The price of nearly every stock at nearly aflds reflects whatever is knowable about the
company's affairs; hence no consistent profitskeamade by seeking out and using additional
information, including that held by "insiders." Bgcause the market has complete or at least
adequate information about each issue, the pricegisters are therefore "correct,” "reasonable”
or "appropriate.” This would imply that it is frléss, or at least insufficiently rewarding, for
security analysts to look for discrepancies betwaée and value.

I have no particular quarrel with declaration aheugh assuredly there are times when a
researcher may unearth significant information alaostock, not generally known and reflected
in the price. But | deny emphatically that becatiemarket has all the information it needs to
establish a correct price the prices it actualyisters are in fact correct. Take as my example a
fine company such as Avon Products. How can it nsgkese to say that its price of 140 was
"correct” in 1973 and that its price of 32 was dlsmrrect” In 19747 Could anything have
happened—outside of stock market psychology—toaedioe value of that enterprise by 77 per
cent or nearly six billion dollars? The market neaye had all the information it needed about
Avon; what it has lacked is the right kind of judgmt in evaluating its knowledge. Descartes
summed up the matter more than three centuriesrdg) he wrote in his "Discours de la
Methode™:

"Ce n'est pas assez d'avoir I'esprit bon, maisitheipal est de I'appiquer bien."

In English: "It is not enough to have a good ingelhce"—and | add, "enough information™ —
"the principal thing is to apply it well." | cansge the reader that among the 500-odd NYSE
issues selling below seven times earnings todayetare plenty to be found for which the prices
are not "correct” ones, in any meaningful senga@term. They are clearly worth more than
their current selling prices, and any security gstalvorth his salt should be able to make up an
attractive portfolio out of this "universe."

Let me pass now to the doctrine of the efficientket | am particularly interested in this
because of its negative implications for the wdrkexrurity analysts generally. The subject is
dealt with briefly in my current article in the fincial Analysts Journal, but it has such potential
importance for this audience that | shall try aeottrack at it here.
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Let me shorten slightly the definition of an eféinot market that appears on p. 97hé Stock
Marketby Lorie and Hamilton: “an efficient market is oimewhich a large number of buyers
and sellers cause the prices to reflect fully wh&nhowable about the prospects for the
companies dealt in.” The key phrase for me is éetffully.” Let us assume first that it means
only that the market has and uses all knowablanmition about every company’s prospects,
and hence that there is no point for analysts émdheir time trying to obtain additional
information. | dissent from that statement to tkieet that it would render meaningless the
current controversy and concern on the use of ‘nati@formation”, particularly as obtained by
security analysts from managements. If in all cdlsesnarket already knows and reflects all that
is knowable about each enterprise then there shmiitb such thing as “material inside
information.”

But that is not my chief quarrel with the concepthe “efficient market.” There is a strong
implication in the Lorie and Hamilton book that base the market reflects fully all the
knowable facts it thereby establishes correct as@aably correct prices for common stocks.
Hence, only the superior security analyst can ssfally select the stocks that should be bought
or sold. These exceptional people — in the autheosts — “have a quicker and more profound
understanding of the economic consequences toithaivfirms of changes in the economic
environment or changes within the firm itself.” Jheave “a rare and valuable talent.” | disagree
completely with the viewpoint. To establish thentigrice for a stock the market must have
adequate information, but it by no means followat th the market has this information it will
thereupon establish the right price. The market&édweation of the same data can vary over a
wide range, dependent on bullish enthusiasm, carated speculative interest and similar
influences, or bearish disillusionment. Knowledgi@mly one ingredient on arriving at a stock’s
proper price. The other ingredient, fully as impottas information, is sound judgment. Take
Avon Products, which sold at $140 per share eadyyear, or $8 billion for the company and
under $20 — or a mere $1.2 billion — last months\Wee market for Avon “efficient” on both
these dates, in the sense that the price reflétitbg and properly” (the latter my addition to the
Lorie and Hamilton phrase) the knowable facts. Wkeechanges in the short period in the
environment or the company’s prospects sufficierdut 85 percent from the true value of this
highly profitable, well-managed, and strongly-ficad enterprise?

Take at the other extreme the larger group of steelling for less than their working capital. Is
the market “efficient” in maintaining these ‘firedg” price levels? Surely it does not lack the
essential information about companies. What it daels is judgment courage, and patience. In
situations of this kind lie the best opportunitiesfinancial analysts to prove their mettle.
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Let me give a concrete example of my statementitiséitutional investment does not appear to
have contributed either stability or rationalitystmck prices—American Airlines. The Standard
and Poor's Monthly Stock Guide shows the holdirfgkie and other concerns by about 2000
insurance companies and investment funds, thoughynioanks and their trust departments.

In 1970, the canvassed institutions owned 4.3 onilihares of American Airlines, or 22 per cent
of the total. The company reported a deficit of381per share in 1970, then earnings of 13 cents
in 1971 and a magnificent 20 cents in 1972. In@asp, our so called efficient stock market
advanced the price from a 1970 low of 13 to a nitvmae high of 49-7/8 in 1972. This was 250
times that year's profits. Now what did our finaténstitutions do to hold down this insane
speculative binge in the shares? Did they seltloeit holdings somewhere along the line, to
cash in a profit and rid their portfolios of a algaovervalued issue? On the contrary. The Guide
showed that during this period they actualigreased theiownership to 6.7 million shares, or

by a full 50 per cent, held by 143 companies. Amallatest figures, in 1974, show that 117 funds
etc. still owned 5.7 million shares or 20 per cefrithe total. (In the meantime the company
reported a record deficit of $48 million in 1978dahe price collapsed from 50 in 1972 to 7-1/2
in 1974.)

This story hardly suggests that the institutiongehiaeen valiant contributors to "efficient
markets" and correct stock prices. More and masgtutions are likely to realize that they
cannot expect better than market-average resolts tineir equity portfolios unless they have the
advantage of better-than-average financial andrigg@mnalysts. Logically this should move
some of the institutions towards accepting the S0 results as the norm for expectable
performance. In turn this might lead to using tiB#$00 or 425 lists as actual portfolios. If this
proves true, clients may then find themselves gusig the standard fees most of them are
paying financial institutions to handle these inwents. (Incidentally, if my half-serious
prophecy of a movement towards actual S&P IndeXgas is realized we should have an
ironical return to a form of investment in equittbat existed here 50 years ago. The first
investment funds were actual "trusts,” and "fixests” at that. The portfolios were set up, on a
once-for-all basis, from the very beginning. Changeuld be made only under compulsory
conditions.)
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PART [I

THE INVESTOR AND THE BUSINESS
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Common Stock Categories

When we come to valuing individual stocks | shdikd to divide them into three classes, as |
find them in the NYSE list. Group | is the growtsues selling at more than 20 times their last
12 months' earnings. Group Il is the relatively oppglar stocks selling for less than seven times
recent earnings—i.e., at 15 per cent earnings yielktter. Group Il has multipliers between
seven and twenty. In my count of 1530 NYSE isshesstwere 63, or four per cent of the total,
selling above 20 times earnings, of which 24 pa#ise®0 times mark. By contrast, more than
500—over a third—sold below seven times earningsadinthese about 150— say, ten per cent
of the total—were quoted under five times the I&stonths' profits. If the earnings on which
these multipliers are based can be counted on, ardess, in the future—without any special
requirements as to growth—it is evident that maMsH issues can now compete in
attractiveness with bonds at 8-1/2 per cent. Is ldnige area of choice there are many that would
be suitable for pension-fund investment; many iddéat may be regarded as definitely
undervalued. These are especially suited for letgren commitments as distinguished from
short-term speculative purchase.

Among the under seven-times-earnings list are loogeerns like Firestone (with $3 billion of
sales) and intermediate- sized enterprises likedtnwhich has paid dividends for 72 years and
recently sold under its net-current-asset value.

The developments that have produced these extrewilglow multipliers for so many NYSE
(and other) issues now present us with anothergghenon—namely the reestablishment of
book value, or net worth, as a point of departune possible guide to the selection of common
stocks. In a large area of the present stock mav&etould return to a very old-fashioned but
nonetheless useful criterion for equity investmenamely the value of the company as a private
enterprise to a private owner, irrespective of raaduotations for the shares. If the business has
been prosperous, and is at least reasonably progrfisi the future, it should be worth its net
asset value; hence an opportunity to buy an inténesein at a substantial discount from net
worth could be considered attractive. As it happabsut half the NYSE companies were selling
last month at less than book value, and about oaetey, or about 400 issues, at less than two-
thirds of net worth.

What is equally interesting is that about one-tloif@ll common stocks actually sold b@thove
andbelowtheir net worth in the past 12 months. Certainlyenthan half fluctuated around this
figure in the last five years. For the most pdmese issues selling below book are also in the
low-multiplier group. | may be so bold as to suddbat this situation makes possible a quite
simple approach to equity investment that is opesirhost everyone from the small investor to
the quite large pension fund manager. This isdka bf buying selectetbmmon stocks—those
meeting additional criteria of financial strengdic.—obtainable at two-thirds or less of book
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value, and holding them for sale at their net agakte—to show a non-spectacular but quite
satisfactory 50 per cent profit. We cannot predith assurance how this apparently too simple
investment program will work out in the future. Budan say that my studies covering the period
1961 to 1974 show the presence of sufficient opjmities of this kind in most years, and also
excellent overall results from the assumed operatio

Since | spoke of three groupings of the NYSE lishould now give my views of Groups | and
lll. Those selling at intermediate multipliers manesent individual opportunities, but they have
no special interest for me as a category. Butitetier, high-growth issues present a real
challenge to past experience. Obviously they waeldvonderful private or market-type
investments if obtainable at book value or everdvihat figure. The trouble is, of course, that
most of them sell at more than five times book gakand some more than ten times. Last year
the ratios were a good deal higher than that. dseHevels, they take orspeculative character
which is due entirely to their price level, andchim sense to any weakness of the companies
themselves. (I made this point as long ago as 988 address before the Financial Analysts
Federation; it is reproduced as an AppendiXhe Intelligent Investor.)

Analysis of Financial Statements

Our view of financial statements, when we act @&sisty analysts, is similar to that of the credit
man in some cases, but in most practical instaimceguite different. In the exceptional case we
may find ourselves asking the same detailed quests the credit man does — that is, in cases
where the soundness of the company’s financial iionds the main question at issue. In the
typical situation which the financial analyst exaes a sound credit position is found without
very much analysis, and unsound credit is alsoddarexist here and there without the need for
detailed study. Consequently, the security anaéysds to devote his chief attention to other
things.

He looks at earnings power, for example, with g\eareful eye, realizing that it is the most
important factor in the typical analysis.

The analyst is also interested in working capisahdactor of asset value. He tends to give more
importance to it than the fixed or capital assBtg.asset value as a whole is usually a minor
element in security analysis, subject to someistyikxceptions.

The man analyzing securities may devote the butkiattention to the figures he finds in the
company’s financial report; or else he may direoterof his attention to the industrial
background of the company — and also the foregromrtie sense of its prospects. Prospective
earnings are, basically, the most important thiveg the analyst must consider in a typical case.
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Strictly speaking, therefore, security analysisuti@aivide itself into two parts. The financial
analyst should do a considerable amount of workbaimd) his analysis up to a certain point. He
should then turn it over to the industrial anabystl say “This is what the figures mean; it is from
you to go on from here and determine what the gatjmm, with this financial position and
record, is likely to do in the future.” But in ptae this division of functions does not take place
very often; the so-called financial analyst acsoals an industrial analyst.

Another distinction is that between current analysid long-term analysis. There is a tendency
in part of Wall Street people to pay excessivenditta to the most recent figures and the present
financial picture. They rarely give much time ahdught to a long-term historical analysis,
which | think a insufficiently appreciated by thgical security analyst.

As standard procedure we must often add to a finhst@atement certain things that don’t appear
there, so as to obtain a better picture of whatadigt happened; and we must also correct the
statement in certain details which, from the artadystandpoint, are not fairy representative of
the company’s position or its performance.

The corrections | am referring to, and | make a beinof them, do not imply that the results are
falsely presented. They do imply that there isdiergly a significant difference between what
the accountant indicates is the performance obtistness and what the analyst, after his study,
is ready to say is the performance of the corpomati

A word or two about asset component on earning peaiation. | will not like to stress the
following too much as it is not customarily usediave have | have no particular reason for
believing | am right, but would the earning powatue exceed the asset value then some
reduction should be made. | would suggest a redlucii a quarter of the difference between the
two. In cases where assets exceed earning poweo wet value the company upward, as we
not very much impressed by assets with no earrpogeer, with only one exception: in cases
where working capital alone exceeds earnings powethis case, we are inclined to add half
the difference to the earning power value to allomthe excess working capital which in some
way or other tends to trickle down to stockhold®rer the years. This effect can take place as a
distribution, sale of property, company policy ches, etc.

The next important part of analysis is simplificati An analysis is not very valuable unless you
can bring it down to clear and manageable termat fidguires, most of all, that you divert your
attention away from the things that are less ingodréind toward the things that are most
important. Here we find the main difference betwtenaccountant and the security analyst. My
experience with the accountant is that for him giéing has equal importance. He is like the
Lord in the Bible, where it is written that “a theand years are in His sight as yesterday” when is
past — except that it is just the other way arowitd the accountant: ten cents in his balance
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sheetis just as important as a million dollars. The nthimg for him is that every figure should
be correct. With the security analyst perhaps thetmaluable faculty is to know what items to
look at and study carefully, and what items to &rgpbout.

Finally, you have the division of interpretatiomneparison, and appraisal. That is where the
analyst takes the picture after he has first exd@drahd corrected it, boiled it down, and proceeds
to what the figures signify to the investor.

Valuation of Common Stocks

Of the various approaches to common stock valuatinmost widely accepted is that which
estimates the average earnings and dividendsgeriad of years in the future and capitalizes
these elements at an appropriate rate. This statameeasonably definite in form, but its
application permits the widest range of technicares assumptions, including plain guesswork.
The analyst has first a broad choice as to thedyteriod he will consider; then the earnings and
dividends for the period must be estimated, anallfira capitalization rate selected in
accordance with his judgment or his prejudices.riég observe here that since there is no a
priori rule governing the number of years to whilsh value should look forward in the future, it
is almost inevitable that in bull markets investansl analysts will tend to see far and hopefully
ahead, whereas at other times they will not beigmded to "heed the rumble of a distant
drum." Hence arises a high degree of built-in ibsitg in the market valuation of growth stocks,
so much so that one might assert with some juiieiethe more dynamic the company the more
inherently speculative and fluctuating may be tlakat history of its shares.

When it comes to estimating future earnings fewhasare willing to venture forth, Columbus-
like, on completely uncharted seas. They prefastad with known quantities--e.g., current or
past earnings--and process these in some fashiea¢h an estimate for the future. As a
consequence, in security analysis the past is alWwaing thrown out of the window of theory
and coming in again through the back door of peactit would be a sorry joke on our profession
if all the elaborate data on past operations, dastriously collected and so minutely analyzed,
should prove in the end to be quite unrelated éardtal determinants of the value--the earnings
and dividends of the future.

Undoubtedly there are situations, not few perhegpgre this proves to be the rueful fact. But in
most cases the relationship between past and fptaxes significant enough to justify the
analyst's preoccupation with the statistical recbrdact the daily work of our practitioner
consists largely of an effort to construct a plalespicture of a company's future from his study
of its past performance, the latter phrase inelyitabggesting similar intensive studies carried
on by devotees of a very different discipline. Tetter the analyst he is, the less he confines
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himself to the published figures and the more tasdd these from his special study of the
company's management, its policies, and its pdis&bi

The student of security analysis, in the classroo home, tends to have a special
preoccupation with the past record as distinct femmndependent judgment of the company's
future. He can be taught and can learn to anahaéormer, but he lacks a suitable equipment to
attempt the latter. What he seeks, typically, ma@ersuasive method by which a company's
earnings record--including such aspects as theageethe trend or growth, stability, etc--plus
some examination of the current balance sheethedaransmuted first into a projection of future
earnings and dividends, and secondly into a valodiased on such projection.

A closer look at this desired process will reveatriediately that the future earnings and
dividends need not be computed separately to peothecfinal value. Take the simplest
presentation:

(1) Past earnings times X equal future earnings.
(2) Future earnings times Y equal present value.
This operation immediately foreshortens to:

(3) Past earnings times XY equal present value.

It is the XY factor, or multiplier of past earningbat my students would dearly love to learn
about and to calculate. When | tell them that ther®m dependable method of finding this
multiplier they tend to be incredulous or to ask/Hat good is security analysis then?" They feel
that if the right weight is given to all the relenvdactors in the past record, at least a reasgnabl
good present valuation of a common stock can beéuywed, one that will take probable future
earnings into account and can be used as a gudktdomine the attractiveness or the reverse of
the issue at its current market price.

In this article, | propose to explain two approachbéthis kind which have been developed in a
seminar on common-stock valuation. | believe tha fwvill illustrate reasonably well how
formula operations of this kind may be worked oud applied. Ours is an endeavor to establish
a comparative value in 1957 for each of the 30kstat the Dow-Tones Industrial Average,
related to a base valuation of 400 and 500, resedgtfor the composite or group. (The 400
figure represented the approximate "Central Vabfeahe Dow-Jones Average, as found
separately by a whole series of formula methodwe@ifrom historical relationships. The 500
figure represented about the average market leveéhé preceding twelve months.)

As will be seen, the valuations of each comporese take into account the four "quality
elements" of profitability, growth, stability andvilend pay-out, applying them as multipliers to
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the average earnings for 1947-1956. In additiod,ertirely separately, a weight of 20% is
given to the net asset value.

The second approach is essentially the reverdsbfust described. Whereas the first method
attempts to derive an independent value to be cordpaith the market price, the second starts
with the market price and calculates there fronréte of future growth expected by the market.
From that figure we readily derive the earningseeted for the future period, in our case 1957-
1966, and hence the multiplier for such future aymimplicit in the current market price.

The place for detailed comment on these calculati®@after they have been developed and
presented. But it may be well to express the distyconclusions at this point, viz.:

(1) Our own "formula valuations"” for the individustiocks, and probably any others of the same
general type, have little if any utility in themsges. It would be silly to assert that Stock A is
"worth" only half its market price, or Stock B twidts market price, because these figures result
from our valuation formula.

(2) On the other hand, they may be suggestive aeflibas composite reflections of the past
record, taken by itself. They may even be saicgpresent what the value would be, assuming
that the future were merely a continuation of pestormances.

(3) The analyst is thus presented with a "discrepaaf definite magnitude, between formula
"value" and the price, which it becomes his tasétd¢al with in terms of his superior knowledge
and judgment. The actual size of these discrepgnara the attitude that may possibly be taken
respecting them, are discussed below.

Similarly, the approach which starts from the magkece, and derives an implied "growth
factor" and an implied multiplier therefrom, mayeautility in concentrating the analyst's
attention on just what the market seems to be eixgeirom each stock in the future, in
comparison or contrast with what it actually accbsied in the past. Here again his knowledge
and judgment are called upon either to acceptjectréhe apparent assumptions of the market
place.

The first method consists of a formula valuatiosdzhsolely on past performance in relation to
the Dow-Jones Industrial Average as a group. Themptions underlying this method are the

following:

(1) Each component issue of the Dow-Jones Indugtvierage may be valued in relation to a
base value of the average as a whole by a compasfabe statistical records.

(2) The data to be considered are the following:
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(a) Profitability--as measured by the rate of neton invested capital. (For convenience this was
computed only for the year 1956.)

(b) Growth of per-share earnings--as shown by twasurements: 1947-56 earnings vs. 1947
earnings, and 1956 earnings vs. 1947-56 earnings.

(It would have been more logical to have used 81156 average instead of the single year
1956, but the change would have little effect anfthal valuations.)

(c) Stability--as measured by the greatest shriakdgprofits in the periods 1937-1938 and
1947-1956.

(The calculation is based on the percentage oirgggmetained in the period of maximum
shrinkage.)

(d) Payout--as measured by the ratio of 1956 dhddeo 1956 earnings. In the few cases where
the 1956 earnings were below the 1947-56 averagaub&ituted the latter or the former, to get
a more realistic figure of current payout.

These criteria demonstrate the quality of the camisaearnings (and dividend policy) and thus
may control the multiplier to be applied to thereags. The figure found under each heading is
divided by the corresponding figure for the Dow-d®igroup as a whole, to give the company's
relative performance. The four relatives were tbembined on the basis of equal weights to
give a final "quality index" of the company as aggithe overall quality of the group.

The rate of earnings on invested capital is pertiag@snost logical measure of the success and
quality of an enterprise. It tells how productive ¢ghe dollars invested in the business. In studies
made in the relatively "normal" market of 1953 wifal a surprisingly good correlation between
the profitability rate and the price-earnings raéifier introducing a major adjustment for the
dividend payout and a minor (moderating) adjustni@nhet asset value.

It is not necessary to emphasize the importantleeofrowth factor to stock-market people.
They are likely to ask rather why we have not takes the major determinant of quality and
multipliers. There is little doubt that the expettature growth is in fact the major influence
upon current price-earnings ratios, and this tisifially recognized in our second approach,
which deals with growth expectations as reflectetharket prices. But the correlation between
market multipliers and past growth is by no medaose:

The companies with high multipliers may not havd tre best growth in 1948-55, but most of
them had greater than average stability of earniwgs the past two decades.
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These considerations led us to adopt the simplenagtical course of assigning equal weight to
past growth, past stability, and current profitépiin working out the quality coefficient for each
company. The dividend payout is not strictly a nnea®f quality of earning power, though in
the typical case investors probably regard it imssuch fashion. Its importance in most
instances is undeniable, and it is both converdadtplausible to give it equal weight and
similar treatment with each of the other factos piscussed.

Finally we depart from the usual Wall Street attéiand assign a weight of 20% in the final
valuation to the net assets per share. It is trakih the typical case the asset value has no
perceptible influence on current market price. Buatay have some long-run effect on future
market price, and thus it has a claim to be comedlseriously in any independent valuation of a
company. As is well known, asset values invarigdtyy some part, sometimes a fairly important
one, in the many varieties of legal valuationsahmon stocks, which grow out of tax cases,
merger litigation, and the like. The basic jusation for considering asset value in this process,
even though it may be ignored in the current mapkee, lies in the possibility of its showing its
weight later, through competitive developmentsnges in management or its policies, merger
or sale eventuality, etc.

The above discussion will explain, perhaps not watysfactorily, why the four factors entering
into the quality rating and the fifth factor of assalue were finally assigned equal weight of
20% each.

In Table | we supply the "valuation” reached b timethod for each of the 30 stocks in the Dow

Jones Industrial Average. Our table includes thewua quality factors, the average earnings,
and the asset values used to arrive at our figatds.
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Table I
Formula Valuations of Dow-Jones Industrial Issues

fuelity Factors Indicated Price

Earnz, Eook Value Aug. B

Company Profit- Av, 1547- Value DJ 400 DI GOG 1057

shithty  Growth Btabflity Payomt  Faeter 1456 . is

Allied Ch. g1 46 94 104 44 4,50 40 35 89 B9
Am. Can 81 70 137 Lir) 99 2.61 28 39 48 44
Am. 8 & Ref. 101 30 100 81 80 5.43 51 ] 85 54
Am T & T, 54 40 163 130 a7 9.90 150 151 185 173
Am. Tob. 98 27 111 104 &5 6.58 30 42 102 72
Beth, St 03 138 ] o7 83 288 3l 36 45 49
Chrysler *g1 0 38 L3 45 815 74 66 80 7
Corn. Pred. 100 65 114 98 94 1.96 40 31 a7 a1
Du Pont 154 198 100 109 140 5.60 41 107 136 199
East. Kod. E36 100 148 85 117 3.49 28 57 a3 104
Gen. Elec. 139 129 84 127 120 1.87 14 3l 39 a8
Gen. Fonds 138 99 141 79 114 242 20 39 49 49
Gen. Motors 160 118 5] 104 120 248 20 42 53 45
Goodyear T. 108 207 129 83 132 4.18 4z 78 a8 76
Int. Harv. #54 0 o1 98 62 370 49 39 47 15
Int. Nickei 164 263 119 90 150 3.86 3 a3 105 92
Int. Paper 100 46 i 11 62 6.40 55 A1 6 101
Johuns Man, 9% . 04 44 100 &3 3.07 29 38 47 45
Nat, Dist. *73 0 62 118 63 247 26 25 31 26
Nat. Steel PH] 94 104 B8 G5 5.71 63 79 99 75
Proc. & Gam. 110 46 105 103 91 2.61 21 i4 42 49
Sears Roe. 11z 56 144 84 90 1.82 15 26 a2 28
S 0. Cal 124 113 134 63 109 J09 24 47 59 58
S.0O.N . 130 166 a7 &0 118 2.85% 24 47 59 67
Texas Corp. 126 171 81 66 117 348 34 36 70 74
Un. C. & C. 153 92 108 100 110 373 27 53 67 117
Un. Airer, 158 36l 181 G 192 3.65 35 96 121 62
. 5 Steel a9 239 ] 67 161 3.51 47 34 7 69
Westinghouse *435 ] 0 83 37 379 43 27 3z o4
Waoclworth o (+ 116 109 74 3.58 40 41 51 42

D.J. Ind. Av. (13.0)  (36) (52.3) (64.3; 100 2750 275 400 500 S0
*Rased on 1947-56 Av. Earns. vs. 1956 ]iook Value plus adj.

In about half the cases these "valuations" diftéteqwidely from the prices ruling on August 5
last, on which date the D. J. Average actually s0l800. Seven issues were selling at 20% or
more above their formula value, and an equal nurab20% or more below such value. At the
extremes we find Westinghouse selling at a 100%ryoum," and United Aircraft at about a
50% "discount." The extent of these disparitiesiradly suggests that our method is technically
a poor one, and that more plausible valuationsccbalreached--i.e., ones more congruous with
market prices--if a better choice were made offélceors and weights entering into the method.

A number of tests were applied to our results ®ikthey could be "improved" by some
plausible changes in the technique. To give thesay detail would prolong this report
unnecessarily. Suffice it to say that they wereradpctive. If the asset-value factor had been
excluded, a very slight change would have resuttddvor of the issues which were selling at
the highest premium over their formula value. Oadther hand, if major emphasis had been
placed on the factor of past growth, some of oyaagntly undervalued issues would have been
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given still larger formula values; for Table | shothat more of the spectacular growth
percentages occur in this group than in the otbgy--United Aircraft, International Nickel, and
Goodyear.

It is quite evident from Table I that the stock kedrfixes its valuation of a given common stock
on the basis not of its past statistical perforneamat rather of its expected future performance,
which may differ significantly from its past behawi The market is, of course, fully justified in
seeking to make this independent appraisal ofuhed, and for that reason any automatic
rejection of the market's verdict because it difieom a formula valuation would be the height

of folly. We cannot avoid the observation, howevkat the independent appraisals made in the
stock market are themselves far from infalliblejsashown in part by the rapid changes to which
they are subject. It is possible, in fact, thaythey be on the whole a no more dependable guide
to what the future will produce than the "valuesiched by our mechanical processing of past
data, with all the latter's obvious shortcomings.

Let us turn now to our second mathematical approabfch concerns itself with future growth,
or future earnings, as they appear to be predlnyetie market price itself. We start with the
theory that the market price of a representatiwekstsuch as anyone in the Dow-Jones group,
reflects the earnings to be expected in a future@getimes a multiplier which is in turn based
on the percentage of future growth. Thus an issua/hich more than average growth is
expected will have this fact shown to a double degor "squared,” in its market price--first in
the higher figure taken for future earnings, antbsd in the higher multiplier applied to those
higher earnings.

We shall measure growth by comparing the expec®d-66 earnings with the actual figures

for 1947-56. Our basic formula says, somewhat iy, that where no growth is expected the
current price will be 8 times both 1947-56 earniagd the expected 1957-66 earnings. If growth
G is expected, expressed as the ratio of 1957-864@-56 earnings, then the price reflects such
next decade earnings multiplied by 8 times G.

From these assumptions we obtain the simple formula
Price equals (E x G) x (8 x G), or 8G sup 2 x EekelE is the per-share earnings for 1947-56.

To find G, the expected rate of future growth, vegdnonly to divide the current price by 8 times
1947-56 earnings, and take the square root.

When this is done for the Dow-Jones Average as@eyhising its August 5, 1957, price of 500,
we get a value of 1.5 for G--indicating an expegsavth of 50% for 1957-66 earnings vs. the
1947-56 actuality. This anticipates an averageddfii the next decade, as against $27.50 for
the previous ten years and about $36 in 1956. 83timate appears reasonable to the writer in
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relation to the 500 level. (In fact he started witls estimate and worked back from it to get the
basic multiplier of 8 to be applied to issues withexpected growth.) The price of 500 for the D.
J. Average would represent in turn a multiplieBof 1.5, or 12, to be applied to the expected
future earnings of $41. (Incidentally, on thesaiagstions the average current formula value of
about 400 for the Dow-Jones Average would refl@peetations of a decade-to-decade growth
of 35%, average earnings of $37.1 for 1957-66,aadrrent multiplier of 10.8 for such future
earnings.)

In Table Il we set forth the results of applyingsteecond approach to the 30 Dow-Jones issues
(The figures for Am. Tel. & Tel. might well be igrem, since utility issues should take a
different basic formula.) The main interest in thble lies in the disparities it indicates between
the expected future growth, implicit in the margetes, and the actual growth during the past
decade.
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Formiila Calculations

Table II

a5 Indicated by August 5, 1957 Price

of Expected Growth of Earnings of Dow-Jones Ind. Issues,

;m_.m Txpestad Actual
Awerage  Fxpeeted Growih Tiileated e farm ]r;;_uﬁe hotwal,
o IR R R e AL LG
;_ BRI

‘Allied Ch 89 $4.50 4589 g 7.2 12.6 ;—.g,; +§§% + fz%
G Can a4 261 46 183 11.3 2z % 12
“Am. S, & R 54 5.43 12 6.10 90 6@ s >
A, T, & T 173 0,90 47 14.70 ; 8 0.74 6 14

A, Tob 2 S -ﬁ iﬁ?g 115 383 8 33

5%::2;12:' ?? 3:32 4 9.28 1?3 gg&; {lalrﬁge} (-i’g}

E 1

Lot 1.56 41 2.76 . .

"lrjl;”}:irtm 109 560 12 11.85 i;g igg ;g 7
; 104 3.49 a3 .62 : . 4
:fil éﬁiﬂ ' 68 1.87 113 4.00 17.0 i; ‘Z 63 ?15
Gen Foods 42 .2215 g? g'.%g :i? 3.02 24 22
e, ;6 418 42 5.06 114 605 (=1 E f;;-
ooty 35 3.70 8 4.02 86 314 % -1s
:"t' N?“‘.:';. 92 3.86 62 6.30 13.0 ?'32 {_23_ o8
It P;;er 101 6.40 40 ng }.?,3 7.5 28 o

) 45 3.07 36 . ) , B

jrqﬂ::mn];:: - 26 2.47 15 286 9.2 2 11;.:; ag ( ;g}
Nat. Steel 75 5.71 28 7.32 :gg 7.09 3 zs
Proc. & Gamy e e g% ggg 11.0 2.20 16 13
et gg }sg 55 478 12.4 4.24 12 3
0.t 67 2.85 72 499 13.8 411 2; -;9
5.0 Nl 74 3.48 62 5.66 13.0 5.51 5
Texes Co 17 373 99 7.43 15.9 4,86 53
Un. C &€ 62 3.65 45 5.31 116 766  (—-32) 93
o et 69 351 57 5.55 126 601 (— 8) - i)
W S't'gtelfause 64 3.99 45 5.53 116 3.152 (1azr§e} 7
Hi%l;gﬁﬁm ’ 42 3.58 22 4.39 0.8 57 LA
D1 Ind. Av. S0 82750 50 $41.25 2.0 $35.80 i

* . 19586 price = Indic. 1957-1966 Earns. ) o
"?;: t:a.sic 1j;«n}rmn.nla is legs applicable to A, T, & T. than to industrial jssues.

Ten of the companies (plus AT&T) sold at prices@péting at least twice the Dow-ones
Average rate of growth, comparing 1957-66 with 1956these only two, Du Pont and General
Electric, had actually shown distinctly better trearerage growth in the last ten years.
Conversely, eight of the companies were indicalsg than half the average expected rate of
growth, including five for which actual decline®ifn 1956 levels were apparently predicted. Yet

of these eight companies, no less than five hadhfigtshown far greater than average growth in
the past decade.

This leads us to our final observations, whiclotie two tables together. The ten companies
previously mentioned, for which unusually rapidwtio is anticipated, include seven of those
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shown in Table | as selling significantly aboveitfiermula valuation. Again, the eight for
which subnormal or no growth is expected incluaengiich were selling substantially below
their formula valuations.

We conclude that a large part of the discreparméween carefully calculated formula values
and the market prices can be traced to the groadiof, not because the formulas underplay its
importance, but rather because the market oftercdrasepts of future earnings changes which
cannot be derived from the companies' past perfoceal he reasons for the market's breaking
with the past are often abundantly clear. Invesiorsot believe, for example, that United
Aircraft will duplicate its brilliant record of 19456, because they consider that a company with
the United States Department of Defense as it§ chgomer is inherently vulnerable. They
have the opposite view with regard to Westinghotikey feel its relatively mediocre showing

in recent years was the result of temporary factord that the electric manufacturing industry is
inherently so growth-assured that a major supglieh as Westinghouse is bound to prosper in
the future.

These cases are clear cut enough, but other diveegeshown in our table are not so easy to
understand or to accept. There is a difference dmtwhese two verbs. The market may be right
in its general feeling about a company's future tbe price tag it sets on that future may be
guite unreasonable in either direction.

It is here that many analysts will find their cleaigje. They may not be satisfied merely to find
out what the market is doing and thinking, and ttzeexplain it to everyone's satisfaction. They
may prefer to exercise an independent judgment-oheontrolled by the daily verdict of the
market place, but ready at times to take defisig@e with it. For this kind of activity one or
more valuation processes, of the general type we beer illustrating, may serve a useful
purpose.

They give a concrete and elaborated picture op#st record, which the analyst may use as a
point of departure for his individual exploratiomdadiscoveries in the field of investment values.

The Renaissance of Value

The titled of this section implies that the concefptalue had previously been in eclipse in Wall
Street. This eclipse may be identical with the pissarance of the once-established distinctions
between investment and speculation. In the lasidkseveryone became an investor — including
buyers of stock options and odd-lot short sellersny own thinking the concept of value, along
with that of margin of safety, has always lainta heart of true investment, while price
expectations have been at the center of speculation
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Let me list some questions relating to the valygragch that confront the financial analyst now
in light of the 1965-1974 experience:

1. Is the value approach a useful one in terms of:
a) what it can accomplish on its own, and
b) by comparison of its results with those of othealgiical methods and practices?

2. To what degree should the techniques of valuatsopresented, say in Graham, Dodd, &
Cottle, 1962 — be modified by more recent develapsiencluding theoretical thinking?

3. What is the effect of institutional domination betstock market on the valuation work of the
security analyst and the decision-making procedofdse financial analyst?

4. To what extent does the sheer number of practiiragysts — some 14,000 F.A.F. members,
including 3,800 CFAs and over 2,000 active CFA cdaigts — prevent the average or
representative worker from achieving worthwhileutes? This is indeed a delicate question.

The discussion that follows will not separate eaicthese questions from the others, but I will
try to answer them as best | can. The value apprbas been founded on the premise that in
many — but by no means in all — cases a dependatde of valuation can be established for a
common stock by analytical techniques; that oftes tange differs substantially from the
current price; and that such differences offer relivey opportunities for investment operations.
The phrase “rewarding opportunities” implies the stock market itself will vindicate the
value-based operation, after an interval that ayesaot too long for human patience — say,
three years or less.

Typically, the midpoint range of the value range baen found by applying an appropriate
multiplier to estimated future earnings. My preséstv is that this is not the best technique.
Instead, the earnings figure taken should be wieatall “normal current earnings”, and all the
future prospects — favorable or unfavorable, speoif general — should enter into the multiplier.
This procedural change obviates the necessitytabkshing a future value and then discounting
same to its present worth.

Such a procedure would carry us very far from tle¢hmd first suggested in 1938 in Dr. John
Burr Williams’ seminal book “The Theory of Investnié/alue”. His technique required an
estimate of the stream of dividends to be receoxatt a very long future period, and the
summation of the discounted worth of each dividendrrive at present value. The various
mathematical methods later developed for valuirogviin stocks represent a sort of compromise
between the Williams approach and what | now sugg@sthey stop the estimated stream of
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dividends at a terminal year — say ten years herared the value the stock, usually on a
conservative basis, in that terminal year. Theltegufigures of dividends and terminal value
would then be discounted at a uniform chosen mgerive at present value.

Those of you who have studi&ecurity Analysisnay recall that we tried to simplify the
mathematical methods of several writers by sugggstiformula that employs a single variable
G, representing the expected growth rate over ¢xé seven to ten years. It read:

Value = current normal earnings times the sum 9fpfus 2G.

This valuation formula — like those it purportedajgproximate — had the great defect of failing

to allow for changes in the basic rate of interBsit. one development in the past decade that has
had the greatest influence on stock values — amdewhat belatedly, on stock prices — has been
the phenomenal advance in interest rates. Fohtke tyears preceding the publication of our

text the yield on AAA bonds averaged 4.4 percemd, that was also the figure just ten years

ago. But for the three years 1971-1973 the avenage?.5 percent, and most recently 9.5
percent.

It would seem logical to me to make common stodkat#gons vary inversely with representative
current interest rates corresponding to the aralyse of representative current earnings.
Suppose we restated our 1972 formula with thatotilb making it reflect the then going AAA
rate of 4.4 percent. The expression would then:read

Value = Earnings time the sum of 37.5 plus 8.8@idéid by the AAA rate.

Since analysts have a weakness for figures, youtrhlg to hear two or three results based on
this revised formula. For the DJIA, taking G ashitstoric 4.5 percent and the AAA rate of its 3-
year average of 7.5 percent, we get a multipliek®®. Applying this to the 1971-73 average
earnings of the Dow, its central value would belabd®0. If instead of 3-year average figures
you took the recent bond rate of 9.5 percent aadrtbst recent inflation-aided annual earnings
of about $93 the indicated central value wouldhHeesame 750. (The higher earnings are offset
by the higher interest divisor.)

These calculations, for what they are worth, sugtpes the Dow at its recent low level of 627
was undervalued by about 15 percent. Whether thiddypresage a near or delayed end of the
current bear market | leave to wiser or bolder kehdn mine. However, this same method when
applied to individual issues would indicate thathnypaave been more significantly underpriced

in the present market. Take Firestone as an exaitglkearnings have grown at a better rate in
the past decade than those of the Dow. The figores971-73 show a 116 percent increase from
1961-61 for Firestone versus 66 percent for theADJlwe assume the same future G of 4.5
percent for Firestone as for the Dow, and hencedhnge multiplier of 10.2 times 1971-73
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earnings, our valuation would be 254 for the tmenpany shares, fully 90 percent above their
1974 low. Incidentally, this would just about eqtreé current book value of Firestone — a
previously minor detail in the investment picturg bne to which | am inclined to ascribe major
importance under today’s new conditions. Firestisnef course, only one example of the
discrepancy between the current level of the Damhieh includes several first-tier institutional
favorites — and that of the current run-of-the-myoed sized company.

A multiplier based on expected growth and interatds alone would imply that a company’s
financial structure and debt position do not ety the valuation process. This might be the
case if the formula were applied — as originaltgnded — only to high-growth companies,
whose prospects are considered so good that tbeasaumed to face no financial problems. But
if we seek to generalize our formula to apply terage —growth companies, we must recognize
that many of these may be in unsatisfactory fir@r@ndition, caused in part by inflation
pressures and in good part also by the over-expamsicorporate debt in the past decade. (I
consider the total figures for corporate debt siti@@8, published in the June 1974 issue of the
Society of Current Busingg® be most disquieting. They show an overallease of 74 percent
in only five years, with more to come in 1974.)

| see no satisfactory way of reducing the multipigeallow for a below-par debt position. My
advice to analysts would be rather to avoid attémga formal valuation of such companies. In
other words, limit your appraisals to enterprisegseestment quality, excluding from that
category such as do not meet specific criterianafrfcial strength. This statement brings me
back to our old position that speculative companamot be dealt with at all by the analyst with
satisfactory overall results. By my own rathercstquantitative criteria, Firestone would pass the
financial strength test by a modest margin. Suststmight well exclude up to half of the NYSE
list today from investment consideration, but theold remain enough qualifying issues to
give the analysts and the investor an ample seledti should be clear that | have faith in the
valuation process as a guide to investment cholmeghat | would limit this technique rather
strictly to companies that meet criteria of finat@oundness. Also, | should require that the buy
decisions based on this approach involve a marfgsafety factor. This might well be a purchase
price not over two-thirds of the central appraigsatle.

How would such policy have worked out during thetgecade? Several times the market price
of Firestone fell below our formula value, but bgtthe one-third margin. (The indicated buying
level in 1970 was 16 against its low of 17.5, foléml by the next year’s high of 28.5) Other
studies have led me to believe that a computeramgheation job of this kind would have found

a considerable number of cases where shares ofl soumpanies could have been obtained for
less than two-thirds of their formula value. On wi®le one would have done quite well over
this period by buying on this basis and selling &0 percent profit when obtainable. | see no
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reason to think that a similar policy could notfblowed with satisfactory results in the future.
(It should be unnecessary for me to add that tresdts are not guaranteed.)

There are, of course, many other approaches ofalu@tion type, and different analysts may
favor different formulas with different parameténan the two | have been using. | have myself
been intrigued by the idea of choosing stocks antboge that are obtainable at not more than
one-half their former high quotation, provided ttiay meet criteria of value independent of the
price record. A technique of this sort would hawerked fine, according to my studies, up to and
including the post-1970 market recovery. Under ntepent conditions it would merely have
added a price decline criterion to the determimatibbuy points based on the valuation
approach. For practically all issues of the Finesttype an acquisition price at two-thirds of
analysts’ valuation would be at less than halhef previous market high.

Let me pass on to a factor in the valuation protesisl my thinking has taken on considerable
importance under present conditions. This is trakbh@lue figure, to be viewed either as a point
of departure for more refined calculations or asagctically usable measure of a common
stock’s value. For years we have all pretty wedregarded asset values, except for financial
enterprises and some special cases. But in recahkets a large number — perhaps a majority —
of NYSE, commons have actually fluctuate in pricghbabove and below their asset values.
Even Polaroid was recently obtainable at less bwank value! This fact would seem to establish
a realistic relationship in many cases betweenvoeth and intrinsic or analysts’ value. One
might well speak today of “The Renaissance of Bdakie.”

You are all intelligent enough to appreciate thal not now saying that Avon Products is only
worth its book figure of $7.70 per share, or thhtcdgo Milwaukee common is to be valued at
the $149 per share shown on the balance sheetubstantial percentage of issues the book
value figures have no worthwhile connection wita thvestment value of their shares. But the
analyst has today perhaps a thousand stocks ortmol®ose from in which the asset value may
actually fall within his range of appraised valtremany of these cases he could then settle for
the net worth as his preferred specific figure alire, and base his buy-and-sell points on his
convenient measure.

This approach can put the choice of marketable comstocks on a basis corresponding to that
of investment in a private non-quoted enterpristhd commitment would be attractive as an
ordinary business venture it should be even mdraciitve as part of a publicly-held enterprise,
with the added advantages of diversification aradlyemarketability.

However, in my experience marketability has progedubious overall advantage. It has led

investors astray at least as much as it has hétead. It has made them stock-market minded
instead of value-minded. | have a puritanic visibthe true investor as someone who is entirely
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disinterested in what the stock market does exmepivo sorts of occasions that meet his
convenience. The first occasion is when the maskihgly permits him to buy a group of
common stocks at less than their indicated vaheesecond is when with equal courtesy it
permits him to sell at not more than one-half tf@imer high quotation those that are of no
importance to him. True, he may sometimes dispbsa cnvestment at a loss. But that should
not be because the market price went down; it shbelbecause things went badly for the
company and the true value of the shares decliehixthe price he paid for them. (Of course
the investor may also use the stock market to bvatt of issues he owns into others that offer
more value at ruling prices.)

(You are now hearing some of the “old-time religioviou may not be converted, but it
shouldn’t do you any harm.)

Some interesting questions relating to intrinsigars. market price are raised by the take-over
bids that are now part of our daily financial faflae most spectacular such event occurred a few
weeks ago, when two large companies actively coaapiet buy a third, with the result that

within a single month the price of ESB Inc. advahfrem 17.5 to over 41. We have always
considered the value of the business to a privateesoas a significant element of appraising a
stock issue. We now have a parallel figure for ggcanalysts to think about: the price that

might be offered for a given company by a wouldabguirer. In that respect the ESB

transaction and the Marcor one that followed ieofhuch encouragement to those who believe
that the real value of most common stocks is watlve their present market level.

Alter native | nvestments

The value approach has always been more depenahbleapplied to senior issues than to
common stocks. Its particular purpose in bond aisiig to determine whether the enterprise has
a fair value so comfortably in excess of its debtaprovide an adequate margin of safety. The
standard calculation of interest coverage has rthelsame function. There is much work of

truly professional caliber that analysts can dthevast area of bonds and preferred stocks — and
to some degree also in that of convertible issties.field has become an increasingly important
one, especially since all well-rounded portfolibesld have their bond component.

Any security analyst worth his salt should be dbldecide whether a given senior issue has
enough statistically based protection to warrantansideration for investment. This job has
been neglected at times in the past ten years tgtasgly in the case of the Penn Central debt
structure. It is an unforgivable blot on the recofaur profession that the Penn Central bonds
were allowed to sell in 1968 at the same pricegoasl public-utility issues. An examination of
that system’s record in previous years — notingriatia its peculiar accounting and the fact that
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it paid virtually no income taxes — would have digaalled for moving out of the bonds, to say
nothing of the stock even at prices well belowhitgh of $86. We now have a situation in which
all bonds sell at high yields, but many companigghan over-extended debt position. Also,
many of them do not seem to have sufficiently girprotective provision in their bond
indentures to prevent them from offering new del#ichange for their own common stock. (A
striking example is the current bond for stock atien of Caesar’'s World.) These widespread
present maneuvers seem to me to be so many dabggessin the soft bodies of the poor
creditors. Bondholders can and should take stegal If necessary, to protect their interests
against such forms of invasion.

Thus security analysts could well advise a hostathwhile switching in the bond field. Even

in the Federal debt structure — where safety isnassue — the multiplicity of indirect U.S.
Government obligations of all sorts, including sa@re exempts, suggest many opportunities for
investors to improve their yields. Similarly, wevieaseen many convertible issues selling at
close to parity price with the common; in the tygdicase the senior issue has offered a higher
yield than the junior shares. Thus a switch froem¢bmmon stocks into the senior issue in these
cases would be a plain matter of common sensenfgbes: Studebaker-Worthington and
Engelhard Mineral preferred vs. common.)

Special Situations

The period 1939-1942 was a heyday for operatospétial situations and under-valued
securities. During these years the trend was unéée to those owning standard issues, and the
brokerage business also was on the quiet sideoBlyast, many bargain industrial stocks scored
substantial advances — especially since the eaxntyyears brought proportionately greater
business improvement to the secondary companiedatae leaders. In addition, quite a
number of railroad and utility reorganizations weaking shape, and developing good profits for
those who had brought their issues at unpopulagiamd consequently at basement prices.

By 1942 many in Wall Street had come to believé tiha only real and dependable income was
to be made in special situations. As usually happtis generalization proved wide of the mark.
In the ensuing four years there have been goodtpinfalmost everything, and the spectacular
returns have lately been shown in essentially dpéea, as distinct from “special” operations.
But perhaps enough interest remains in the latper of activity to warrant this section.

The Meaning of Special Situations
First, just what is meant by a “special situatio@@nvention has not jelled sufficiently to permit

a clear-cut and final definition. In the broadens® a special situation is one in which a
particular development is counted upon to yieldtstactory profit in the security even though
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the general market does not advance. In the nasemse, you do not have a real “special
situation” unless the particular development igadly under way.

This distinction is readily apparent by referenzéhie wide fields of bankrupt corporations and
preferred stocks with large back dividends. Inftrener case, the “particular development”
would be reorganization; in the latter, it woulddischarge of the arrears, usually by a
recapitalization. Many practitioners will say tlatompany in trusteeship does not constitute a
special situation until a reorganization plan hasally been submitted; similarly, there must be
a definite plan on foot for taking care of dividemctumulations.

There is a logical and important reason for favgtims narrower definition of a special

situation. By doing so we are able to conceivehebe commitments in terms of an expected
annual return on the investment. As will be seanhsa calculation involves quite a number of
estimates in each case, and thus the final figasesdittle resemblance to the bond yields taken
out of a basis book. Nevertheless, this technig@evaluable as a guide to the operator in special
situations, and it gives him an entirely differattitude toward his holdings than that of the
trader, speculator, or ordinary investor.

In one respect, however, the calculation goes béyiom lore of the yield book. If we are willing
to make the necessary assumptions, the attractisaiany given special situation can be
expressed as an indicated annual return in pengénallowance for the risk factor. Here is the
general formula:

Let G be the expected gain in points in the evéstiocess’
L be the expected loss in points in the eeéfailure;
C be the expected chance of success, ergrassa percentage;
Y be the expected time of holdings, in ygars
P be the current price of the security.
Then

GC — LO00Y% — C)
Indicuted annual return = -—— Vo -

We may take as a current example the Metropolit@st\V8ide Elevated 5s selling at 23. It is
proposed to sell the property to the City of Chiwag terms expected to9c yield in cash about
35 for the bonds. For illustrative purposes, leassume (a) that if the plan fails the bonds will
be worth 16; (b) that the chances of success ar@twof three — i.e., 67%; (c) that the holding
period will average one year. Then by the formula:
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12 X 67 %

- 7 X 33%
llldil':lll-tl ulmu:ti return = —_——— l '><F§:% e

- 24.7%

Note that the formula allows for the chance andatime@unt of possible loss. If only possible gain
were considered the indicated return would be 34.5%

Classes of Special Situations

Let us turn now to a condensed description andidgon of the various types of special
situations. These could be divided into two maitegaries: (I) Security exchanges or
distributions, (II) Cash pay-outs. Only in a raese does a special situation, as we use the term,
work itself out in a higher market without a castsecurity distribution occurring somewhere in
the picture. However, a more conventional classiificy may better serve our present purpose.

Class A. Standard Arbitrages, Based on a ReorgéinizaRecapitalization, or Merger Plan

In bankruptcy reorganizations, particularly tho$eadroads, the operation consists of buying
old and selling “when-issued” securities. Railr@ahitrage has had a curious history in the past
five years. In more than half of the cases theplave been consummated and the expected
profit realized — although almost always after rrger time lag than was originally anticipated.
In the remainder the plans have been changed ppddoand the when-issued trades cancelled;
or else such cancellation is now expected, cheslg result of the Wheeler Bill. Nevertheless,
large profits were made by many arbitragers, emghe unsuccessful plans, because the old
securities advanced greatly above the price tha&l paspite of the plan’s failure. Thus, what
was intended to be an old-fashioned arbitrage tuim® a successful bond speculation.

This experience illustrates one pleasing aspettteo§pecial situation operation, which is that if
your deal works out pleasing aspect of the spstiahtion operation, which is that if your deal
works out you are sure to make a profit, but daesn’t, you may still make a profit. The
hazards of arbitraging increase as the generalehbakel rises, because your chances of loss in
the event of the plan’s failure become correspagigligreater. To this important extent many
types of special situation are tied with generatkabconditions; but it is still true in the aveeag
or representative case the result depends upooredepand not on market price developments.

Arbitrages in industrials generally grow out of mens or recapitalizations and involve the sale
of existing rather than when-issued securitieshérecent Raytheon-Submarine Signal merger,
one could buy Submarine Signal and sell Raytheoanmouncement at an indicated spread of
about 18%. That arbitrage was successfully consuednaithin sixty days. Similarly, when the
General Cable Recapitalization Plan announcedgcoulel buy a share of A stock at 52 and sell
four shares of common for 5 — a spread of about 1@8th consummation in 45 days. However,
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such operations have as a pre-requisite the atolibprrow the stock for the duration of the
arbitrage. Under present conditions of no margiditrg, such borrowing is so difficult as to
prevent many (though not all) of these deals.

In the utility field, somewhat similar arbitrageave been available as a result of exchange offers
made by holding companies for their preferred stoBlecent examples are United Corporation
and American Superpower.

There are, of course, various hazards involved ithese arbitrages. They include possible
rejection by stockholders; possible legal actiongority holders; possible disapproval by the
SEC, etc. The experienced operator does not ighese hazards, but attempts to measure them
carefully in the particular circumstances of eaabec

It will be noted that the industrial, utility andikarbitrages fall respectively into three distinc
classes with regard to the time element. One nalyhost say that the first is usually a matter of
weeks, the second of months, and the third of years

An exception to this rule was the United Light &¥ arbitrage. Here one bought a share of
old preferred and sold five shares of new commohetwissued” against it, at an initial spread of
about 10% net. Because of litigation that reachedSupreme Court, this utility recapitalization
too fully two years between proposal and consunmonaiihough it yielded the expected profit

in dollars, the time element made the outcomertanforilliant.

Class B. Cash Payouts in Recapitalizations or Mexge

A recent example of this type is Central and Soettern Utilities 2 preferred. Under a
recapitalization and merger plan, presented t&HBE on Feb 5, 1946, the holders were given
the option of taking the full redemption value esb or the equivalent in new common stock at
the syndicate offering price. The current redemmptialue was $220 per share, against the
market price of 185. Thus the expected profit wdaddl 9%, plus interest at about 3% per
annum for the duration of the operation. The hwdbebe surmounted here include (a) SEC
approval; (b) court approval; (c) ability to secareunderwriting of new common stock at a
specified minimum price; (d) miscellaneous delagest frequently caused by litigation. If the
plan should fail, the buyer risks a fall in thegariof his shares; but contrariwise in the typical
preferred stock or bond pay-out, there is virtualbychance of getting more than the redemption
value accorded under the plan. We must recogniedreinherent weakness in this type of
operation. [Sequel: The plan was carried out, aedoteferred holders who asked for cash
received $223 in February 1947.]
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The experienced analyst knows that the chanceiofatke loss diminishes to the extent that the
preferred stock is cushioned by the presence gfgstionally large common stock equity. Thus
he should feel differently as regards Cities SenditPreferred selling at 132, with total claim of
181 (or 193 call price), as compared with AmeriPanver and Light $6 Preferred selling at 117
with a total claim of 145 (or 160 at call pricehd'maximum indicated gain for Cities Service
Preferred is backed by $1.20 in market value ofroom stock; while each dollar paid American
P. & L. plan, the purchaser of Cities Service Rrefdwill undoubtedly of common stock; while
each dollar paid American P. & L. plan, the pur@nad Cities Service Preferred will
undoubtedly fare the better of the two. [Sequek Pending plan for paying off the American
Power & Light Preferred was withdrawn, and the e sold at 91 at the end of 1947.
Conversely, a plan was proposed and carried oygdping off the Cities Service Preferred
issues. As a consequence the First preferred wadmeged for bonds, making it worth $157 per
share at the end of 1947.]

Class C. Cash Payments on Sale or Liquidation

In most cases where a company sells out its bustoesnother or merely liquidates its assets
piecemeal, the ultimate amount received by therggdwlder exceeds the market price at the
time the sale or liquidation is proposed. (Thisditan grows out of the nature of the price
making factors in the security market). In the ocafsa sale for cash on a going concern basis, the
large profits are most often to be made by those ty before the negotiations are begun or
completed. But even after the terms are annourtietk is often an interesting spread to be
realized if the sale is consummated.

Quite a number of such sales have recently takareph the textile-mill field. At this time the
most recent example is a bid of $365 per sharstéwk of the Luther Mfg. Co., contingent on
acceptance by not less than 95% of the stock. Awe#ore the purchase offer was made public
the stock was quoted at $150 bid. [Sequel: Thehase at $365 was consummated.] Most of
these purchase offers, even though contingent ceptance by a large majority, have become
effective; and those which failed generally didoggause a still higher bid was forthcoming
from other quarters.

A vote to liquidate assets by piecemeal sale Iserahfrequent, except that we have had a
number of such liquidations of public utility hotdj companies under statutory pressure.

In such cases the amount of cash to be realizethéomssets, less the corporate liabilities and
expenses, is subject to estimation and consequent Where estimates are made by the
management, they are customarily on the conseevatile. In most instances, the market price
at the time of the vote to liquidate proves to ppraciably less than the amount recovered. A
protracted liquidation of this kind has been ungay in Ogden Corp., showing a very good
percentage profit for those who bought at an estdge. Brewster Corp. is an example in the
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industrial field. At this writing the tax liabiliéis of Brewster have not been determined. As
against a stated book value of 5 and a market pfiebout 4.25, the current “expert” estimate of
ultimate realization ranges between 5.5 and 6.8ked he stockholders have since received
$5.75 per share in cash, and are expected toeealinething additional.]

Class D. Litigated Matters

These are fairly numerous cases in which the vall@esecurity depends largely on the put come
of litigation. This may involve a damage or subagdion suit, disputed income tax liability, and
an appeal from reorganization plan wiping out steskies. In general, the market undervalues a
litigated claim as an asset and overvalues itledgity. Hence the students of these situations
often have an opportunity to buy into them at léss their true value, and to realize attractive
profits — on the average — when the litigationigpdsed of.

Class E. Public Utility Breakups

These have been a very important group of speitigit®ns in recent years. They are an
essentially temporary phenomenon in that theypa#is out of the picture when compliance with
Section 11 of the Public Utility Holding CompanytAws been completed for the industry.

Their unique feature is that the profit in them eleghs upon the principle that a holding company
is worth more dead than alive — i.e., that its s&gaassets, net, will sell for more than the paren
company securities. This has brought about thedpareal situation that the stocks of holding
companies bitterly fighting dissolution — presunyafiolr the sake of their owners, the
shareholders — have been depressed in price byalésit battle and have advanced when they
lost their fight.

The technical quality which sets these situatiqgreatafrom others is the fact that they usually
depend upon an estimate or forecast of the magtae\of securities which are to be distributed
and are not now traded in. In some cases therengreow market for existing minority shares,
but it may not be too informing in relation to catiwhs after the majority shares come on the
market. (An example of this is Philadelphia Co.jckhs the central factor in the valuation of
Standard Gas and Electric Preferred issues. Theroarket price for the 3.2% minority interest
may or may not be representative of the value ®Ftitire issue.)

Improvement in the art of utility analysis, favorey the relative infrequency of unlooked for
developments in the field, makes it possible tcwdale fairly dependably what any operating
company stock is likely to sell at under currentkeaconditions. Thus the hazard in exploiting
these breakup situations grows largely out of theettain time element, with the attendant
possibility of an unfavorable change in market ¢tods before the distributions are received.
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Class F. Miscellaneous Special Situations

This catch-all category includes everything we haotalready classified. There is no point in
trying to make our descriptions comprehensive sangeod deal depends on one’s personal
definition of “special situation.” We may suggesbtadditional varieties by way of example
only. A peculiar one would be the rather majordief hedging operations — most
characteristically the sale of a common stock ajaiwnership of a convertible bond or

preferred stock. (Here the security-exchange featperates to protect against loss rather than to

create the profit.) Another, more limited, wouldthe purchase of a guaranteed security on the
expectation that it will later be made exchangeatitza bond on attractive terms, in order to
save heavy corporate income tax. (This occurreétdercase of Delaware Hudson and D.L. & W.
leased-line stocks.)

Conclusion

At the outset of this section, we grouped spediadons and undervalued securities together.
The reader will have noticed that we do not condidese terms as synonymous — although it
may be held that special situations constitute pnsab-division of undervalued securities. The
essence of a special situation is an expected g Mot market) development, within a time
period estimable in the light of past experiendeusThere, as almost everywhere else in finance,
wide experience is a major factor in lasting susc#snust be supplemented by careful study of
each situation and the possession of sound thaugkwhat specialized judgment.

Special situations, as we define them, appeal mygbtone class of temperament for the very
reason that they leave other people cold. Theyilabkstrial glamour, speculative dynamite, or
more sober growth prospects. But they do afforcatiedyst an opportunity to deal with security
values very much as the merchant deals with hisntory, calculating in advance his average
profits and his average holding period. In thissgetiney occupy an interesting middle ground
between security purchases for ordinary specularonvestment and security purchases for
resale in syndicate or dealership operations.

Common Stocks and I nflation

Let us turn now to inflation. Do the prospects ohttnued inflation make equity purchases
undesirable at present market prices or indeedyat@nceivable level? It is passing strange that
this question should even suggest itself It seemhs\esterday that everyone was saying that
stocks, even at high prices, were definitely piaiés to bonds because equities carried an
important measure of protection against futureatidh.
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But it should be admitted that not only recentlyt for many years and perhaps decades past,
equities as a whole have failed to provide thequtidn against inflation that was expected from
them. | refer to the natural surmise that a higjereral price level would produce a higher value
for business assets and hence correspondinglyrpgbfit rates in relation to original costs.

This has not been borne out by the statistics.rateeof return on book equities as a whole—
much understated as they must be in terms of reptimeh costs—has at best held constant at
around the 10 to 12 level. If anything, it has de=d from the 1948 to 1953 period when the
Dow was selling at only seven times earnings.

It is true of course that the earnings on the Damél the S&P 425 Industrials have tripled from
1947-1951 to 1969-1973. But in the same periodtok value of both indexes has quadrupled.
Hence we may say that all the increase in posteaarings may be ascribed to the simple
building up of net worth by the reinvestment of istidbuted profits, and none of it to the more
than doubling of the general price level in thoBey2ars. In other words, inflation as such has
not helped common stock earnings.

This is a good reason—and there are others—na¢ enthusiastic about equities at every
market level. This caution is part of my long-haldestment philosophy. But what about the
current situation? Should inflation prospects daslian investor from buying strong companies
on a 15 percent earnings return? My answer woulthb¢ What are the investors' real
choices—whether as an institution or as an ind@i@dHe can elect to keep his money in short-
term obligations, at a good yield, expecting thatife inflation will eventually produce lower
market levels for all kinds of stocks, includings$e with low multipliers. This choice would be
justified when the investor is convinced that swake selling above their true value, but
otherwise it is only a kind of bet on future mark&tvements. Or he may conceivably decide on
an entirely new sort of investment policy—nametyniove from stocks or bonds into things:
real estate, gold, commodities, valuable picturesthe like.

Let me make three observations here. The firstasit is impossible for any really large sums of
money—say billions of dollars—to be invested intstengibles, other than real property,
without creating a huge advance in the price lebeis creating a typical speculative cycle
ending in the inevitable crash. Secondly, this tgpe of hazard is already manifest to us in the
real estate field, where numerous new ventureantied through a combination of borrowing
and quoted common-stock issues, have encountepbteprs of all sorts, including large stock-
market losses for their investors. My third obséorais on the positive side. | think all investors
should recognize the possibility —though not neaglysthe probability —of future inflation at
the recent 11 per cent rate, or even higher, aodlghntroduce what | shall call a "concrete-
object factor" in their overall financial approa®y this | mean that they should not be content
to have an overwhelming proportion of their weaipresented by paper money and its
equivalents, such as bank deposits, bonds and/adates of all sorts. For the shorter or longer
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pull—who can really tell?—it may turn out to be efigo have at least an indirect interest—via
the common-stock portfolio—in such tangibles asl/druildings, machinery and inventories.
This is relatively easy to accomplish in the exexubf an ordinary common-stock investment
policy. My point is only that it would be worthwkitto introduce the concept as a specific and
measured criterion in analyzing one's resourceat itlea is as readily applicable to pension
funds as to other portfolios.

It should be obvious from my overall approach t filture of equities that | do not consider
such much-publicized problems as the energy cesigironmental pressures, foreign exchange
instability, etc. as central determinations of fin&l policy. They enter into the value versus
price equation in the same general fashion as wemydsuch other adverse factors as 1) a
tendency towards lower profit margins and 2) thghar debt burden and the higher interest rate
thereon. Their weight for the future may be asskbyeeconomists and security analysts,
presumably with the same accuracy, or lack ofsithas characterized such predictive work in
the past.

The Beta Coefficient

So far | have been talking about the virtues ofleie approach as if I had never heard of such
newer discoveries as “the random walk”, “the eéfitimarket”, “efficient portfolios”, the Beta
coefficient, and others such. | have heard abarhttand | want to talk first for a moment about
Beta. This is a more or less useful measure ofgtask price fluctuations of common stocks.
What bothers me is that authorities now equat@#ta idea with the concept of “risk”. Price
variability yes; risk no. Real investment risk igasured not by the percent that a stock may
decline in price in relation to the general maiked given period, but by the danger of a loss of
guality and earning power through economic chawogeteterioration in management. In the five
editions ofThe Intelligent Investor have used the example of A & P shares in 193816
illustrate the basic difference between fluctuagionprice and changes in value. By contrast, in
the last decade, the price of A & P shares frono48 paralleled pretty well a corresponding loss
of trade position profitability, and intrinsic vauThe idea of measuring investment risks by
price fluctuations is repugnant to me, for the vexgson that it confuses what the stock market
says with what actually happens to the owners’estakthe business.

Pitfalls of Discounted Cash Flows

We are badly in need of a technique of common-sitmaéstment which will be at once forward-
looking and quantitatively restrained. Mr. Williah®ok seeks to give us just this-and more,
because it deals also with bond investment. Asiegpd stocks, the underlying idea is simple
enough. The investment value of a stock is thegotesorth of all future dividends. If we can
fairly estimate these dividends and can selecttatda discount rate, the calculation of present
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value becomes merely a problem in higher algebrgo@d part of the book is devoted to
working out the formulas applicable to a varietyngpotheses, the treatment here being similar
to, but far more elaborate than, the mathematiadlqf G. A. D. Preinreich's The Nature of
Dividends. Many of these formulas are later empdioye’case studies” to determine the
investment value of General Motors, United StateglSand Phoenix Insurance in 1937, and
four public utility issues as of 1930. Mr. Williangsves us also an elaborate study of United
States government bonds, aiming at a forecasttofdunterest rates and an appraisal of the
outlook for inflation.

A vast amount of original thought, comprehensivseegch, and laborious mathematical study
has gone into this impressive work. The task ofiatang it is no easy one, for it is crammed
with new ideas, critical judgments of the past both bold and tentative prediction. At the least
we have here an interesting combination of econ@mit mathematical theory. The author
claims much more for it-namely, that he has giverestment analysts "the proper methods of
evaluation" and of translating "prospects into @sic, so that there is now no excuse for another
excessive boom. But on this point there may be rtayrakepticism. If we examine the case
studies critically we may find that the sound cosans are not really dependent on the new
technique, while the latter's distinctive results @ither inconsequential or unconvincing.

| was especially interested in the study of Phoémsxirrance to see how Mr. Williams deals with
the vexing problem of evaluating an expected |l@rgatupward trend in earnings. The result
was rather surprising. The value "assuming growthpgleted" was set at $105, by what amounts
to the quite conventional method of multiplying egped normal earnings by 20. The method of
discounting future growth (consuming seven pagesraquiring much mathematics) added only
$5.00 to this value, because in fine the authaitrarily limited his consideration to a very minor
net gain from an expansion lasting only a few yeaing case study of American Telephone in
1930 yields even stranger results. Assuming anamate of growth of 10 per cent for ten years,
the author finds an investment value of $200 parestBut had he assumed no growth at all and
valued the 1929 earnings on the same basis alddarshe average earning power of Phoenix
Insurance, the value of American Telephone wouldhmeen 20 X $14, or $280.

Clearly, Mr. Williams' method stands or falls natlois formulas (which are unimpeachable) but
on his assumptions with respect to their numereusbles-e.g., the rates of growth, of
distribution of profits, and of interest; and therminal value" when growth ceases. One
wonders whether there may not be too great a giaomy between the necessarily hit-or-miss
character of these assumptions and the highlyeefinathematical treatment to which they are
subjected.

A word must be added with respect to the elabatatgdy of factors affecting the future interest
yield of government bonds. The reviewer cannotreffrom expressing strong disagreement
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with the reasoning which leads Mr. Williams to asfieat common-stock prices should not
reflect anticipated inflation, while bond yieldsostd adjust them-selves mathematically to
expected future changes in the cost of livinghi$ tast were so, bonds could sell at a minus
yield to discount a substantial fall in prices.

These criticisms, if justified, are serious. Nekeless there remains much of solid value in the
work. The case studies of United States Steel woe@ri#x Insurance are models of
thoroughgoing security and industry analysis. Timpleasis on the primacy of dividends, and the
insistence that the value of reinvested earnings e found only in increased dividends, are a
much-needed warning to Wall Street. In many otkspects, too, Mr. Williams is to be
commended for his conservative approach towardkstalties. This conservatism is not really
implicit in the author's formulas; but if the intescan be persuaded by higher algebra to take a
sane attitude toward common-stock prices, | wiit@loud vote for higher algebra.

Dividendsand Tax Matters
Tax Advantages

Given an expanding economy, which needs to addanitsly to its equity capital, both at the
management and the stockholders face a dilemnieimatter of dividend policy. If the
dividend is held down below a reasonable returtherfair value of the enterprise, the rank and
file of the stockholders lose twice — first, by demuate income, and second, by an unduly low
market price for the shares.

On the other hand, if the company follows what usele considered the preferable policy —
namely, to pay a fully adequate dividend, but tteebuild up its equity capital by selling
additional shares — the result makes no senséfatralthe income-tax angle. For in that case
the stockholders receive a good dividend, pay h aigrage personal tax thereon, and
concurrently are called upon to put the same maaeydiminished, back into the business.

The simple solution of this dilemma lies in the o$@on-taxable stock dividends represent

that part of the earnings which ordinarily woulddead out in cash, but are now required by the
company for purposes of expansion. However, irptiesent state of investors’ thinking on the
matter of dividends, the stock-dividend solutiommgttractive. A recent incident will illustrate
this point.

The Caterpillar Tractor Co. is a strong and sudaéssterprise which has paid dividends
continuously since 1914. In June, 1953, it cugitarterly cash dividend from 75 cents to 50
cents, but at the same time paid a stock dividédd® In the accompanying statement the
management explained that it needed to conservefeathe building of a large additional plant.
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It added that the stockholders would be bettemitfi a $2 annual rate in cash, plus a 4% stock
dividend, than they were with the straight $3 adisbursement, since those who wish to can
realize more than $1 difference by the sale ofr thteick dividends.

Apparently, the stockholders did not accept thissarance at face value; however, for
immediately following the announcement (in a geltgrageak market) the shares declined a full
10%. It would appear from this incident, and frothers like it, that investors do not regard a
stock dividend as a desirable substitute for a pagiment, even though their former may have a
higher value taken at market. Under present canditof taxation and corporate expansion
needs, a stock dividend polioy the right kinds in many cases more logical and more
advantageous than a cash dividend policy. It igemdifficult, we think, to demonstrate that

this is true. But it will be much more difficult @hange the thinking and the traditional reactions
of the financial community in the matter of dividkn

There are several factors that now make cash didigleess desirable than they used to be, and
have enhanced the usefulness of systematic stomedds. The first of these factors is the
above-mentioned double taxation of distributed ie@s) at heavy rates. The second is the
continuous need for corporate expansion on a heaje 8 support the full-employment
principle to which both government and businessare committed. These same conditions
give rise to a third factor, namely the sharpemhgn inherent conflict of desire, re dividends,
between the average or outside stockholder andattomg interests. Finally, we might a ssert
that the cash dividend rate and dividend recordhar®nger, as once they were, the most
convincing indication available of the success tedquality of a common stock investment.

Today’s situation can be illustrated by almost palic utility company of the typical kind. It
has satisfactory earnings; it pays a “normal” adisidend; it is expanding at a rapid rate, and
financing that expansion by the sale of bonds,gpreél stock and also by offering subscription
rights for new common stock to its shareholdersligactly to the public. If you examine what
took place over the past seven years — the pogtevaod — you will find that the common
stockholders as a class have given back to the @oynijor new stock all or a large part of the
cash dividends paid out to them. If you can tr&eematter further you will find that the
stockholders in the aggregate (other than corporglilost in income taxes about 50% of the
dividend received. This tax — piled on top of a 58y on the utility’s net profits — was paid
merely for the privilege of letting the dividend ney pass into the stockholders’ bank accounts
and then out again in payment for the additionala purchased.

Could the payment of this heavy dividend tax haserbavoided, with the same results otherwise
to both the company and its stockholders? Yeshbyse of periodic stock dividends to take the
place of that part of the quarterly cash paymeat ithtaken back by the sale of new shares.
Those stockholders who in the past have not exaf¢tseir subscription rights could obtain the
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same overall cash result by selling their stockd#imds as received. Those stockholders — the
majority, no doubt — who subscribed to the newlsteould obtain the same overall result by
merely keeping their stock dividends. The latterugr would have no income tax at all to pay on
these transactions. The former group would pay sergll income taxes, on a capital gains
basis, as the stock dividends as sold.

According to the Edison Electric Institute, abodtisllion is to be spent by the industry in 1953
and at least an additional $8 billion will be spen1954-56. Without question, utility
stockholders will be called upon to purchase adtl&a of the new stock for each $1 of cash
dividends received. But to the extent that stoekddinds are substituted for cash the sale of new
stock would be correspondingly diminished — anthatsame time the income tax burden on the
equity owners would be reduced.

The case for adopting this kind of policy can ppshbe dramatized by taking an extreme
example — that of the American Telephone & Telelr@p. In 1946-52 A.T. &T. paid out

$1,800 million in cash dividends at it traditioi$8l rate. During the same seven years it received
from its stockholders (and their transferees) ye®2l 700 million, paid in the first instance for
convertible bonds and in the second as additicasth consideration (premiums) for the
exchange of the bonds into stock. By the end oR186st of the bonds — as well as some
previously existing — had been converted, so tiastock and premium accounts alone showed
a growth of $2,600 million.

It is clear from these figures that in the paseseyears A.T. & T. stockholders have effectively
paid over to the company a good deal more moneyttiey have received in dividends. To the
extent that non-stockholders bought rights or caive bonds, they were in the same position

as if they had bought stock from existing ownerad khe shareholders received the new stock
directly from the company in the form of stock dignds — instead of via the combination of

cash dividends with convertible bond subscriptiand exchanges — they would have been saved
at least a half billion dollars in personal incotages.

The mechanism of a stock dividend policy by A. TT&s much simpler than one would
imagine. The declarations would continue to fixagmpent of $9 annually, but the medium of
payment would be in stock valued at $150 per sfidre.same kind of dividend checks would be
issued as now; but instead of calling for so mamgs$ $2.25 in cash it would call for that many
times 3/200ths of a share. The owner could eitb&t these dividend checks, to add to his stock
interest, or else he could cash them by depoditiegn with any broker or even his bank. The
company would presumably set up an agency to ceshround out stock fractions for its
shareholders, at no cost to them.
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The cost of administering such a plan — coverimgetjuivalent of over $90 million in cash
dividends every three months — should be a gooblelesathan the present elaborate financial
operations entail. Stock issued via the stock-@rdiroute would supersede the following series
of steps: (a) Payment of cash dividends; (b) issei@h subscription rights for convertible bonds;
(c) transferring such rights when sold; (d) issuimg new convertible bonds; (e) paying interest
on and otherwise administering the convertible Ispadd (f) taking in the convertibles and the
related cash premiums and issuing new stock inangd — the same stock that would have been
issued in the first place had a stock dividendgyatieen followed.

The idea proposed for A. T. & T. is indeed a retiolary one. In view of the almost sacred
character of this company’s quarterly dividend 25 — a fixture since 1920 — a change might
appear unthinkable. This may be true. Nevertheiessakes better sense than the present
enormously expensive shuttling back and forth afdrads of millions of dollars annually. And
if not applicable to A. T. & T. the idea would cartly fit a large number of utilities that are not
bound by a particular dividend tradition. Citizédiglities Co., a small but highly successful
enterprise, has followed a combined cash and stvadtend policy with excellent results since
1946. The advantages of the policy have been &xplained to the shareholders.

The stock-dividend concept has a wider applicatimyever, than the “subscription right” cases
we have been considering. Stock dividends shoulaskd also, in a systematic fashion, to
supplement a present low cash payout in relaticataings. In the industrial and railroad fields
most companies have met their need for more egajital by holding down their cash dividend
rates, rather than by paying full dividends andirsgladditional common stock. The overall
situation in this respect is indicated by the fafilog ratios covering the 200 stocks reported on
by Moody’s. In 1935-39 the payout averaged 81%anhiags; in 1945-49 the payout was only
51%. (For rails alone in 1948-52 the payout rats @/&%.)

It is clear from these figures that a large nundierompanies have been paying out well under
half of their earnings. Such a policy may be jistiffrom the standpoint of corporate needs, but
it has been unnecessarily hard upon the incomeremklet position of the stockholders. A
properly conceived and executed stock dividendcgalan conserve cash earnings for the
company'’s requirements and at the same time gigquade recognition to the stockholders’
desire for liberal distributions.

Major Obstacles

In our previous section we have indicated soméefobvious tax advantages that might accrue
to the investor if more corporations paid dividemdstock instead or as well as in cash,
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provided that this policy were thoroughly explainiedhe public and accepted as normal by the
financial community.

Corporations which need large sums for capital kgreents, as most do today, are caught on
the horns of a dilemma with respect to dividentithdy conserve cash, and make small dividend
payments, the investor obviously suffers as regardsturn. If, on the other hand, they pay
generous cash dividends, and then come back iatmérket for capital the shareholder may be
scarcely better off. He will pay a high income taxthe dividend received, and if he then
subscribes to the new capital issue he will bewlstre he was beforminusthe tax. In the case

of many utilities, and in the dramatic case of A&IT. in particular, we showed that this
needless shuffling of funds back and forth betwemmpany and shareholder has been
enormously expensive over the years.

There is, therefore, a prima facie case for theofis¢ock dividends which avoid giving this
unnecessary hostage to the Federal Treasury.fBlis practice is to spread, it will have to
receive much more general public acceptance théreisase today. In this section, we will
examine some of the obstacles to stock dividendydirst from the point of view of the law
and, secondly, from the point of view of the cogimns and its owners.

As to the law, it is well-known that dividends pandstock (on a basis which does not change the
relative position of each shareholder) are notestitip income tax. This was the ruling of the
U.S. Supreme Court in the famous casEisher vs. Macomben 1920. The Court found that

an ordinary stock dividend is not income within theaning of the Constitution as amended;
because it neither gives to the shareholders anythiat they did not already have nor takes
anything from the corporation. It merely re-divid#eckholders’ equity into more parts than
before, in the same manner as is done by a reductipar value or other stock splits.

The non-taxability of the ordinary stock dividerscthus firmly established in law, logic, and
practice. However, one may properly ask whetheognam of stock dividends adopted in place
of a previous combination of cash dividends, pltoslsofferings, would be regarded as a device
to avoid the second or personal tax on corporataregs. WWhen the philosophy of the present
tax law is examined the answer is found to runegthie other way. The present practice of
paying cash dividends and then selling stock fa@h a device to subject earnings to double
taxation when they should be taxed only once.

The present scheme of taxation — good or bad —segthree kinds of taxes on corporate
profits:

1. Corporate earnings are first subject to the cotparecome tax.
2. Earnings paid out to stockholders are then sulpeitte personal income tax.
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3. Earnings improperly accumulated — i.e. retainethieycorporation for the purpose of
evading the payment of personal income tax by $lodders — are subject to a penalty tax
under Section 102 of the Internal Revenue Code.

The purpose of these provisions should be cleaniigs properly retainable by a corporation,
and so retained, are subject only to corporatedarjings not properly retainable by a
corporation are subject to a double tax, whetherovmactually paid out in dividends. The courts
have held that earnings are properly retainalileely are used to expand the business.

It is an evasion of the tax law to retain earningsneeded in the business in order that
stockholders may be spared personal income tagaheBut, conversely, the purpose and
provisions of the tax law are complied with themnéags are retained for expansion. If an
expanding business pays out cash dividends anddkes the equivalent money back from its
stockholders for new stock, it is going out ofvitay to subject the profits to double taxation.
Furthermore, it is thereby reducing its own abiéityd that of the American economy to finance
the expansion needed to maintain full employmehtisTiwe are led to conclude that one of the
most vital tax reforms from the standpoint of ermmeging business expansion does not require
governmental action or change in the tax lawschatbe initiated by business itself by a change
in its dividend and financing policies.

Turning from government to management we find thatlatter should clearly favor the

payment of stock dividends rather than cash divddemhen their corporate financing needs are
large. The problem of paying adequate dividendsfiamashcing plant expansion has become
increasingly serious, in view of the sharp incréaghe sum total of corporate indebtedness and
the accompanying rise in the cost of borrowing. &bwer, as we indicated in our previous
article, a regular stock dividend policy is certgino more burdensome to administer than the
policy of cash dividends, plus regular offeringsabscription rights.

Management, of course, plays the key role in eistaibly a successful stock dividend program.
The plan should call for systematic distributioapresenting current or recently accumulated
earnings. As a corollary to the above, the mark&iesof the stock should be taken into account
when declaring a stock dividend. In the twentielsewstock dividends were popular,
distributions tended to be much too high relatvearnings. (In 1929, for example, the regular
quarterly stock dividends of 2.5% paid by North Amoan Co. had an aggregate market value of
$12.70 per share, while the year’s earnings wet® @3 per share.) Excessive liberality
discredited the stock dividend concept in the pastmust be avoided in the future. Finally,
large stock dividends, purporting to represent‘th&tribution” of accumulated surplus, have no
sound place in financial practice. An increaséhmmiumber of shares and the reduction and the
reduction of their market level should be accont@ts by split-ups having no connotation of a
dividend.
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Above all, however, management must be clear ad&t they are doing and explain matters
thoroughly to their shareholders. For as investgw the matter today a stock dividend is not

an adequate substitute for cash dividends. Thewiiieg enough to take a stock dividend in
addition to the regular cash payment, but in mases the typical 5% extra declared in stock has
much less of an effect on the market — i.e., ookstolders’ thinking — than is produced by a
more modest increase in the regular rate of digiob.

The chief reason for this is that stock dividends r@ot recognized by the market as part of the
dividend yield. The example of Caterpillar Trac€w., examined in our previous article, clearly
illustrates this point. When Caterpillar Tractotdsat $60 and paid $3 in cash, its dividend yield
was universally figured at 5%. When the rate waanged to $2 in cash, plus 4% in stock, the
financial community had no adequate method of reiaiigg and evaluating the new policy. The
newspapers and services cut the stated divideaddmatn from $3 to $2, with a buried footnote
reference to a stock supplement. In the yield ¢atmns, which are part of nearly all statistical
presentations, only the cash rate is taken intowdcand the stock payment is also relegated to a
footnote reference. Thus at its June 30 price dd 82 yield on Caterpillar Tractor is given in
Standard & Poor’s Stock Guide at 3.8%, with the igintus addition of “also stock.” Since the
May 31 yield was stated at 5% on a price of 60,dh@nge in dividend policgppearshighly
unfavorable.

There is here a paradoxical conflict between thewsi of investors as a whole — i.e., “the
market” — regarding cash dividends and the personatest and arithmetic of the individual

investor. Recent surveys show clearly that mosiddivds are received by people who do not
need the cash itself for living expenses, who phigh rate of tax thereon, and who would much
prefer capital gains to dividend income. A Harvatddy published this year (“Effects on

Taxation — Investments by Individuals,” by Buttefdjompson and Bollinger) calculates that
75% of the stock held by private owners belongth&top 3% of the spending units, and that
65% of all stock is owned by spending units withwerth in excess of $250,000.

It states further that the top 5% of the incomesnegrs is responsible for over 55% of the total
annual savings. In other words, they do not hawapemd their dividends, in spite of their heavy
tax load. Complementing this study is that madéieyNew York Stock Exchange of stock
transactions on March 18 and March 25, 1953. Inédion was assembled on the reasons for
buying shares. The figures show, in substance othigit16% of purchases are made for income
return, about 33% for quick or short-term gain, &aéo for ultimate long-term gain.

These analyses suggest quite clearly that thedlypieestor wants cash dividends, not for the
sake of dependable income, but rather “for the sékes stocks.” He knows that market prices
are governed to a great extent by the cash dividated and that the surest way to realize his
coveted capital gain is by having the cash dividensed. Conversely, he realizes that stock
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dividends are not a popular substitute for caghenview of the market; and consequently he is
himselfopposed to such a substitution because it will tihatprice of his shares. Thus, we see
that the representative investor wants his sharpay taxable cash dividends rather than non-
taxable stock dividends because that is what ativestors want. The thinking of each
individual is here shaped by the market — whichase other than the aggregate of these very
individuals. This is a kind of vicious circle whicperates as a formidable barrier to the
introduction of newer and sounder thinking in thatt@r of dividend policy. This barrier could,
however, be partially overcome were corporationsengxplicit in their dividend declarations.

We are far from asserting, however, that all teateeded to gain proper acceptance for a stock-
dividend policy is the right kind of statement Ine tcorporation at the time dividends are
declared. The problem of educating stockholdegrsy Huvisers, investment services, and other
significant agencies, to a proper evaluation ofesystic stock dividends is one of major
importance. We do not believe that a company ctaddy successfully substitute stock
dividends even for cash dividends plus repeatezksitierings. The matter would first have to
be widely discussed in the financial community, argeneral acknowledgement secured of the
logic and advantage of the new approach. The sestepdvould be taken by individual
companies in advising stockholders of their intemtio adopt a systematic stock dividend policy
at a specified future date. The lapse of a fairamof time, and the right sort of educational
campaign in the interim, should together achiewexjadte acceptance of the new policy by
stockholders.

An important additional area for education and ¢jeaof practice lies in the legal, accounting,
and “journalistic” treatment of systematic stockidends. The financial community as a whole
must be persuaded to treat stock dividends asgiigadent of a specified amount of cash, to the
extent that they are so denominated by the deglaonporation. Thus, in our Caterpillar Tractor
example, if the “new” dividend were specified atigea the annual rate of $4.30, payable $2 in
cash and $2.30 in stock, then the newspapers arfthtincial services should designate the
dividend in the same fashion. The basic differemoald be that instead of calling the rate $2,
with a footnote addition “plus stock” — as theymtww — they would call the rate $4.30 with the
foot addition “partly in stock.” The dividend yiekhould be calculated on the basis of $4.30,
instead of $2, as at present.

If a stock dividend policy is to become more widesl, there would of course have to be a
change in the accounting practices affecting athiacstered funds, and probably in the legal
provisions governing trust funds. In the latteregatry it is the standard rule that stock dividends,
even if regularly received and regularly disposttbocash, do not constitute distributable
income. Income beneficiaries from such funds wadbétefore suffer unless present practice, and
probably present law, were changed. In the cas¢hef administered portfolios — such as

mutual trust funds, insurance company holdings,fands managed by investment advisors —
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there is at present no standard procedure for mgnsliock dividends in calculating normal
income or yield from the fund. This situation, haweg could be changed if paying corporations
clearly designate their stock dividends as equitaie a specified amount of cash distribution.

An innovation of this basic nature may seem too/fi@a assignment for the financial world to
cope with. Maybe it is. But the question is wellritathinking over and arguing about, because
there is something obviously foolish in paying cash dividends subject to personal tax, and
taking back the same money in payment for new stdakdreds of millions of stockholders’
money can be saved annually by adjusting dividesidips to present-day realities. No less
important, a well defined cash and stock dividealicy might contribute powerfully to
reconciling the real interests of the modern caapon with the interests and desires of its
shareholders.

Congress has been concerned for many years witusstion of the distribution or retention of
corporation profits, insofar as such corporateqiedi affect the tax revenue. Five Internal
Revenue Acts of the Civil War period taxed as inedmthe stockholder his share of corporate
gains, whether divided or niot.2 After a lapseaty years the Revenue Act of 1913 sought to
apply the same principle as a punitive measurkarcase of corporations which accumulated
surplus "beyond the reasonable needs of the bsSifeasthe purpose of preventing the
imposition of surtax on their shareholders. Simiesvisions appear in the 1916 and 1918 tax
legislation. In 1917 a special tax of 10% was ingabsn corporate profits remaining
undistributed six months after the close of thedigear and not actually employed in the
business, or "retained for employment in the reaBtarequirements of the business”, or
invested in War Loans. Beginning with the Revenged 1921, a penalty surtax of 25% was
levied on the entire net income of corporationsrfed or availed of for the purpose of
preventing the imposition of surtax upon its shaoéders through the medium of permitting
earnings or profits to accumulate instead of bélingled or distributed”.

The principle of this tax has been maintaineduinsgquent revenue acts. In 1924 the rate was
raised to 50%; but in 1934 it was reduced to 25%herfirst $100,000 and 35% on the
remainder of net income minus dividends paid. Foorgsiderable period this penalty tax seems
to have been very much of a dead letter, althougtay have exerted a substantial deter-rent
influence. In more recent years the Treasury Depent has had some success in collecting
surtaxes under this provision. But even if it wpossible to prevent by this means all
"improper" accumulations of surplus-as clearly #smot-there remained a substantial tax ad-
vantage to the wealthy stockholders of corporatiwhgh could find legitimate ways of
reinvesting all or most of their current profita.the 1936 Revenue Act Congress extended the
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idea of the penalty tax to apply to all undistrémiearnings regardless of the motive of their
retention.

The new Surtax on Undistributed Profits is imposadll domestic corporations, except banks,
insurance companies, concerns in receivershiptvandther minor groups. The tax is levied in
brackets, beginning with 7% of the undistributedfips up to 10% of the "adjusted net income"
and ending with 27% on all undistributed profit®ab 60% of the adjusted net income. If no
part of the earnings is distributed the total "ptee" or "penalty” tax will amount to 20.5% of
the income after the 8% to 15% normal tax, andh@case of a large corporation) the two taxes
together will take about one-third of the incomergidrations subject to the new Surtax on
Undistributed Profits may also be subject to thee"&8urtax on Corporations Improperly
Accumulating Surplus”, but at reduced rates, oy thay be subject also to the "Surtax on
Personal Holding Companies" at rates ranging frétn®& 48% of the undistributed adjusted net
income. It evidently was the purpose, and it undedly will be the effect, of the Revenue Act
of 1936 to induce corporations generally to payinwtividends a larger proportion of their
profits than heretofore. If this new fiscal ideantt abandoned as the result of the election, it is
bound to have significant effects upon the finalhgadicies of corporations, and upon the
welfare of their stockholders, and possibly of tleeeditors. It is intended in this paper to
consider some of the theoretical and practical icagibns of the new Surtax on Undistributed
Profits, as they bear upon the related fields gbaation and investment finance.

Tax Burden on Corporate Profits

From the tax standpoint, the Revenue Act of 193fuestionably imposes a heavy additional
burden upon stockholders. As conceived by the éeasiand as passed by the House, the Bill
originally aimed to tax corporation earnings onakethe same basis as partnership earnings.

To bring this about, it provided for the compleliengnation of both the normal corporation tax
and the capital stock tax (with its appended expesfits tax provision). On the other hand it
subjected dividends to normal individual tax, ie game way that partnership profits are taxed,
and it imposed a tax on undistributed earningsigieesl either to induce the payment of
dividends or to collect from the corporation a ggnsubstantially equal to the personal taxes
which the stockholders might save through the remeipt of dividends. As finally passed,
however, the effect of the Revenue Act is to tasporate earnings upon both a corporation and a
partnership basis. If all earnings are distributedividends the profits will first bear the regula
corporation tax of between 8% and 15% and alscdpéal stock-excess profits combination

tax, amounting to not less than 1% of income amthitdy averaging nearer 2% of income.

The balance will then be subject to full normal #amd surtax in the hands of the individual
stockholders. The penalty imposed on retained egsnwill prevent any substantial escape from
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this double taxation. It cannot be fairly said ttieg new law removes the inequalities in tax
status as between stockholders and members ofepshitps. It has indeed very largely
eliminated the tax advantage formerly enjoyed bglthe stock-holders, but it has placed all
other stockholders at a great tax disadvantagerapared with partners. The smaller the
stockholder the greater proportionately is thisithattal handicap. This outcome, so
disconcerting to stockholders generally, is notwvaut its ironical aspects. The House Bill,

which did substantially equalize the tax statusarporations and partnerships, was subjected to
violent attack by the business world. The measwa® arshly criticized, and with justice, as
being complicated, confusing, and full of technitzallts.

But the chief assault centered on the theory ofheistributed Profits Tax. This was excoriated
as running counter to all sound concepts of cotpgralicy, as encouraging improvidence,
penalizing prudence, and making impossible the sssug accumulation of rainy-day reserves.
With what may be regarded as an excess of zeatyitines insisted both that the new tax would
cripple corporations and that it would bring inappointingly small revenue. Hence they argued
the Government could not afford to give up the tined corporation tax for this new
experiment. Congress, being impressed by the Ettgiment, compromised by retaining the
old taxes, imposing the new one as well, and afiolisthe time-honored exemption of
dividends from normal tax. In this case businegsrseto have talked itself into a higher tax bill.

There is further irony in the fact that what wasuaitive provision in the 1918 War Revenue Act
reappears in the 1936 Act as a concession or @gigrudgingly granted a very limited group of
enterprises called "Mutual Investment Companiasthé 1918 legislation the penalty for the
improper accumulation of surplus was merely tothexenterprise on a partnership basis-that is,
waiving the corporation in-come tax, but taxingleatockholder on his full pro rata share of the
profits.14 Under the present scheme of taxatioh Spanishment” would prove a boon. This
boon is in fact graciously accorded to certain 'imalitnvestment companies”, provided they
meet one general and eight specific conditionsh\itié progress of taxation, the horrors of war
become the blessings of peace.

Alternatives to Cash Dividends

The criticisms of the undistributed profits taxador the most part taken it for granted that
corporations now have but two alternatives: eitbatenude themselves of substantially all their
earnings or else pay a crushing penalty tax. §were so, it would undoubtedly work great
hardship, although needed additional capital msgifitbe raised in most cases by the private or
public sale of securities. But the new law suppéiesmportant third alternative, namely that
corporations may retain but capitalize any de-gredion of their earnings.

Such capitalization of retained earnings may beotdd in at least four different ways, namely:
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(1) By the payment of taxable stock dividends;

(2) By the declaration of optional dividends, pdgadither in cash or stock, so arranged as to
result in the payment of stock only;

(3) By the declaration of cash dividends accomghbiean attractive right to purchase stock
therewith;

(4) By the use of part-paid shares, and the caliingayments thereon coincident with the
declaration of cash dividends.

Under the recent ruling of the United States Supr@uwourt in thékoshland casedividends

upon common stock paid in stock of some other ai@g be taxable to the stockholder.
Apparently dividends on preferred stock paid ircktof either the same or a different class
would be similarly taxable. The 1936 Revenue Acdves that such stock dividends shall be
valued for taxation at their fair market valuela time of payment and shall create a
corresponding "dividends paid credit” for the bénaffthe corporation. A corporation may
presumably adopt the device of declaring a taxdividend payable in preferred stock which in
turn is convertible for a brief period into the am@n stock on attractive terms. The result will be
the prompt conversion of the stock dividend intdiadnal common, with a final set-up
equivalent to that produced by an ordinary (comnsdogk dividend. Such taxable dividends
may also be paid in obligations of the companyluiding income bonds and other new-fangled
forms of pseudo-debt.

The second of our four methods is provided focHgmally in Section 115 (f) (2) of the new
Revenue Act. This states that if a dividend mayaen either in cash or stock at any
stockholder's option, it shall constitute a taxabledend in the hands of all stockholders
receiving it, regardless of the medium in whictsipaid. Such optional dividends were paid in
the past by a number of companies, for exampletiNmerican Company in the earlier years
of its stock dividend policy. Hence, literally cansed, Section 115 (f) (2) presents an extremely
simple way of enabling corporations to pay ordinstock dividends which will be "deductible”
for the corporation and taxable to the stockholdéisan declare such a dividend accompanied
by an option to take an entirely negligible amoaintash. Of course, no shareholder will
exercise that nugatory "option”. Concretely, a campcould declare a dividend payable either
in common stock worth $5 or at the rate of 1 cerdash. It may be doubted, however, whether
on such a state of facts the courts would holdttiatuling inEisner v. Macombenad been
successfully circumvented and that the dividend wassence anything other than a "true stock
dividend made lawfully and in good faith", suchi@sot taxable under the rule of that case.
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A further literal construction of this sub-sectiould permit the option to take cash to be given
to a single stockholder, thus making an ordinaoglstividend taxable to all the stockholders.
Whether the courts will uphold such a peculiar radtbf making taxable stock dividends that
are otherwise non-taxable, also remains to be geeanflict of interest is likely to develop
between corporations and certain of their stockérsidn the question whether a given stock
dividend is or is not taxable.

The method of offering subscription rights simuéaunsly with the payment of a cash dividend,
and involving the same amount, has also been usadfrequently in the past. By making the
subscription price of the additional stock apprelsidower than its market value, the company
can make sure that the rights will be exercisedthadash dividend returned to its treasury. In
its practical effects this device differs in ongpect from that discussed just previously. In the
latter case, the taxable and "deductible" valugnefdividend would be the market value of the
stock on the date received; under this third metharh value is restricted to the cash dividend
declared, which is presumably less than the masdkiele of the stock ultimately received.

The combination of cash dividends and subscriptigints is merely a special manner of selling
additional shares to stockholders. If it choosexyrporation can offer these shares at other times
and raise amounts either greater or less tharatte dividends paid. The prohibition against
selling stock at less than par formerly constitigdchnical obstacle in the way of such stock
offerings. With the present vogue of no-par andieidlly low par shares, this no longer

presents a serious difficulty.

The application of cash dividends to the payingtipart-paid shares is a device perhaps
unknown to this country, but not unusual abroadrelpart-paid shares are far more prevalent
than they are here. Theoretically it should be ides$o issue such partially paid shares with a
charter provision to the effect that demands fothier payments thereon may only be made
coincidentally with the declaration of an equivaleash dividend. Under this arrangement a
"dividend distribution" will mean merely the tramsfof certain dollar amounts from surplus to
capital, with no change in the number of sharestanting, but with an increase in the nominal
or paid-in value of each share. Evidently suchyargnt will be no more than a bookkeeping
device to relieve the corporation of the penalkylig making its income taxable to the individual
stockholders. Such a device would seem, howevér fuite legitimate and feasible.

We have dwelt at such length upon these possibtkanod capitalizing retained earnings
because they seem to have been largely over-laokibe early heated discussions of the new
pressure tax. The writer is convinced that they belwidely availed of, so as to permit many
corporations to retain pretty much the same prapodf earnings as heretofore without
incurring the surtax. Dividend actions taken bylpiyp-owned corporations from the passage of
the 1936 Revenue Act to date would not seem to dagtathis prediction, since these devices
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have not yet been used to any great extent. Tlexehlowever, been a pronounced expansion in
cash dividend payments, for which both the newdad increased earnings have been
responsible. It may take some little time for cogiimns generally to familiarize themselves with
the lines of procedure just discussed. Many congsaaie undoubtedly delaying action of this
sort pending the outcome of the election, which m@ynise the repeal of the Surtax on
Undistributed Profits.

Effect upon Corporate Policies

So much for the burden of taxation under the neweRee Act. Let us now address ourselves to
its effect upon the dividend policies of corporasoWill it result in a substantial increase in the
percentage of earnings paid out in cash divideifds®, will this be a bad thing, or possibly a
good thing for stockholders generally? Are corporet likely to adopt devices by which they
may avoid both the payment of cash dividends aadntiposition of the penalty tax? What are
these devices, and what will be their effects ug@ncorporate structure and upon the corporate
picture in good times and bad?

Since our inquiry may appear to take a number wiodes turns, it might be helpful if at this

point we summarized the conclusions to which wepaoeeeding. We shall conclude that the
new law will result in the distribution of nearlyl the current earnings of publicly-owned
corporations, but that such distribution will b&ided between cash and taxable stock dividends
as the managements see fit. On the whole, castietligis are likely to be somewhat larger than
has been the practice previously, particulariyhm ¢ase of companies which have a limited field
of profitable expansion. As regards other corporetj however, there is not likely to be a
striking change in the proportion of current eagsimvhich is reinvested in the business.

If these predictions are well founded, the new figriax will not have a profoundly disturbing
effect upon significant corporate policies, asidgiished from matters of bookkeeping. But
numerous exceptions are likely to occur in the adsmmpanies which are unable or unwilling
to adopt the flexible capitalization policies tall be now required. Moreover, there are serious
technical defects in the new law which subjecttq aind impel the distribution of amounts that
may not be true earnings at all. These inequitiag be highly injurious to some corporations,
and, of course, to their stockholders.

As far as the interests of shareholders geneaadlyconcerned, the greater liberality of dividend
payments is likely to redound to their advantagpeeially through curtailing the extent of
uneconomic corporate expansion. A more specifipaesibility will be placed upon

management to justify the "plowing back" of earsimgthe property. The advantages frequently
gained by insiders through manipulating the divitipolicy are likely to be less prominent.
While it is possible that dividend rates may be enaarriable than heretofore, they will be kept
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closely in line with annual earnings. In view oétfreater emphasis now given by the stock
market to earnings as against the dividend raéeetjualizing of the latter with the former may
not create much additional instability of stockces.

From the standpoint of corporate accounting, theajte tax will in all probability accentuate the
recent blurring of the distinction between capéadl surplus, in order to offset the apparent
interdiction against building up an earned surplusilable for the maintenance of dividends
during poor years. Reductions in par value andrdthasfers from book capital to book surplus,
already familiar phenomena; will become even maespread.

Effect upon the Stockholder's Interests

There is reason to believe that stock prices gdpevdl benefit from a more liberal dividend
policy in relation to earnings. Wall Street may pigyservice to the idea that withholding of
earnings is beneficial to stockholders, but it paigher prices for the shares of companies which
pay out their earnings. Of two substantially simdancerns with the same earnings per share,
the one paying the larger dividend will nearly ayaaell at the higher figure. This preference for
dividends rather than for increased book valuessgestified by the investor's experience.
Where a large pro-portion of the profits has bestained and reinvested in the business over a
period of years it frequently happens that the iagrpower and the stock price fail to show a
proportionate increase, particularly if allowaneerbade for compound interest on the amounts
retained.

Broadly speaking, it may be said that if additiocapital can be profitably employed in the
business, the management can always get it froraradchew stockholders. As a practical

matter, financing in the market is not difficulttife company has been prosperous in the past and
has paid liberal dividends. The advantage of retgirarnings rather than selling new stock
seems to accrue to the management rather thae gidbkholders, in that there does not seem to
be the same responsibility for earning an adeqediben upon surplus as upon capital funds.
This point is illustrated by a remark made somayeago by Judge Gary at an annual meeting of
the United States Steel Corporation. To a stockdradguing for an increased dividend, the
Chairman replied that the current $7 rate wasexdibreturn on any common stock. But adding
the undistributed profits to the common stock issugar, the dividend figured out at barely 4%
on the stockholder's equity.

When the reinvested earnings are represented bypantionate increase in stated capital, the
underlying nature of the financial operation is matkarer to both the stockholders and the
management. A more definite responsibility is kagbn the latter to justify the expansion of the
business capital by showing a corresponding inereathe earnings and by maintaining the
basic cash dividend rate on the additional numbshares. Where there may be good reason to
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doubt whether the rein-vested earnings will be gubductive, this more specific challenge to
the management may impel it to decide against seinkiestment and in favor of a cash
disbursement. Under the circumstances statedwtiigd be decidedly in the stockholders'
interest.

Summarizing the foregoing argument, we concludettr@Undistributed Profits tax, if
continued, will lead to larger cash disbursemegtedmpanies with limited opportunities of
profitable expansion, and to the issuance of anlthli stock generally to represent reinvested
earn-ings.29 As far as those particular effectsaneerned, we consider them favorable to the
stockholders and not inimical to the financial stess of corporations.

Certain collateral problems and objections in tusnection present themselves. First, how will
stockholders find the money to pay income taxedigidends received in the form of stock? If
the enterprise is a close corporation they mayeatble to sell their stock at all; in other cases
sales to raise money for taxes may seriously dsghesmarket price.

When carefully considered, this question is sedretpart of the general problem of obtaining
the cash to pay individual taxes on business egsnifian individual owner or members of a
partnership wish to leave substantially all thefigan the business, they must still pay their
taxes thereon and must find the money from somer siburce. The stockholders of a private
corporation are in exactly the same position agrnprship in this respect-except, as we pointed
out at the beginning, that the aggregate tax buodetheir earnings is substantially greater. In
either case a distribution policy will be adoptekiethh seems best suited to the needs of the
owners (including their tax bill) on the one haadd the requirements of the business on the
other. In the case of some corporations the owmassdecide that the new penalty tax is still
less burdensome than their individual surtaxes @bel and retain part of the earnings with this
tax saving in view.

In a publicly owned corporation the tax statushef individual share-holders may or may not
exert an influence upon the distribution policytHére are wealthy stockholders who own a
controlling interest, their preference as betwessh@ayments, stock payments, and no
payments, will no doubt carry due weight with theecktors. In most cases the cash distributions
will be at least sufficient to take care of thec&twolders' tax bill for both the cash and stock
dividends combined. It may well be that part of sheck dividends will be sold to meet taxes
imposed there-on, but such sales are not likebeta more serious matter market-wise than
sales of such dividends for any other purpose.

The second question relates to the building ugeénves for the purpose of maintaining cash
dividends and meeting losses in bad years. Ttasnsewhat different than the matter of finding
money for expanding the business. It is argueddhigiluses constitute a necessary rainy-day
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reserve, and that the new tax, by virtually prdimigi the accumulation of a substantial surplus,
will make it impossible for corporations generalyd new enterprises in particular to meet the
challenge of hard times.

This contention is not so plausible as it soundsahse there is really no close connection
between a balance-sheet surplus and surplus casimpany may have a large accumulated
surplus and yet be short of cash -the surplus mgsriiaving gone into other assets or to pay
liabilities. For opposite reasons an enterprise hwxe a very small surplus, or even a profit and
loss deficit, and have far more cash than it ne€ldis. condition did in fact exist in many
important companies at the height of the depressid®31-1933. On the whole it does not
appear to have been a well-defined policy of legdorporations to build up a substantial cash
reserve out of the profits of prosperous years. [&fge cash holdings that have been
characteristic of recent years, in the case ofstréal companies, were in good part the result of
additional stock financing before the crash.

Whether or not this is in fact true, the use obtae stock dividends will enable corporations to
build up their cash holdings almost as freely urtdernew surtax as previously. The question of
maintaining an established cash dividend in demes&ars involves an additional
consideration; for, if there is no accumulated bsokplus, the state laws would prohibit
dividend payments in excess of current earningsn ¢élvough cash holdings were ample for the
purpose. On this point two observations suggeshsieé/es. The first is that accumulated
surpluses could not be relied upon in the receptadsion to assure the continuance of
dividends. By the end of 1931 United States Stadldccumulated Undistributed Net Income of
about $1,200,000,000 (of which $500 million hadrbappropriated to write off intangibles).

Yet it passed the dividend on its common stockpnilAL932, and reduced the dividend on its
preferred from $7 to $2 in January, 1933. The modithe Atchison Topeka & Santa Fe
Railroad is very similar.

The second observation is that under the new atiogutechniques the payment of stock
dividends representing all the earnings above dastiends may still permit the accumulation

of a substantial book sur-plus. Hence both a castt &nd a statutory surplus may be available to
continue cash dividends even when there are nanggrnro illustrate: Company A may have
common stock selling at $100 per share, with a&dtaalue (no par) of $5, or with an artificially
low par of $5. It earns $8, pays $3 in cash, andrmyof the devices described previously pays a
taxable dividend of 5% in common stock, worth $6gfeare. On its books this 5%7 stock
dividend is transferred from surplus to capitah aaluation of only 25 cents per old share
outstanding-that is, 5% of $5 par or stated valirere remains $4.75 per share in surplus,
available to continue the $3 cash dividend evehefe are no earnings next year.
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On the whole, therefore, the Undistributed Profiéx need not change substantially the
aggregate of cash dividends paid by any given catjpm over a cycle of good and bad years. If
the cash dividend is kept low in the prosperoussyghe balance of earnings being "paid out” in
stock, it may still be possible to maintain thelceste in an ensuing depression. If all the
earnings are paid out in cash, and there is naquely accumulated surplus, it will of course be
impossible to continue dividends when there arsdesSuch a policy might well be
improvident; but there is no reason why the typazhpany need follow it, in view of the other
alternatives at its command.

Effect upon Creditors

There remains the question of the effect of the teeswpon creditors, particularly bondholders.
If the penalty tax will make for improvident coroe policies, creditors as well as stock-holders
would of course be harmed thereby. Since we hameladed that most corporations will be able
to utilize their cash earnings very much as ingast, we do not anticipate any serious
impairment of the position of bondholders becausé@new pressure to pay dividends. It may
be added that the safety of bond investments iergérs not measured by or predicated upon
the expectation of a substantial rein-vestmenttfre profits in the business. Bonds are bought
on the basis of the past earnings record, the présancial status, and the general view as to
future prospects. Protection against untoward dgweénts is provided in indentures by various
stipulations, affirmatively, by requiring sinkingiid payments and the maintenance of a certain
working capital position; negatively, by prohibgisales of additional bonds or dividends unless
stated conditions are met. Only when bonds ar@@ssader conditions of considerable
corporate weakness do we find a specific agreetodmiild up surplus to a certain point before
paying dividends.

The new law may seem to interfere with proper sigkund arrangements for future bond
issues, since such sinking fund payments may ndedacted from earnings subject to the
pressure tax. Sinking funds of reasonable sizéigidy desirable features of bond issues; hence
the imposition of an extra tax burden on resouusesl for that purpose would run counter to
sound financial principles and be fairly subjecséwere criticism. It should be pointed out,
however, that the typical bond sinking fund repmeséhe application of sums reserved for
depreciation and deducted from earnings beforaitzing the income subject to tax. From an
accounting standpoint moreover, the sinking funghpent it-self is not a deduction from
earnings at all, since the company's funded ded#éseased in virtually the same amount as the
cash expenditure.

Depreciation charges are frequently offset, anch@xeeeded, by current expenditures for
additions and replacements, and hence there mayenmash available from that source for
sinking fund payments. But in theory such expemdgware no different from any other new
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investments in the business, and they may justagsepy be capitalized by selling new bonds,
paying stock dividends, etc. Whether or not thisug in practice is not necessarily relevant to
the question of a special allowance for sinkingdfpayments, but rather to the more basic issue
of whether all sums retained and added to surpashme considered the equivalent of new
capital in their effect upon future earning pow#tis problem exists, of course, regardless of
whether or not there are bond issues with sinkimgl forovisions. It may be pointed out that the
heavier weight of taxes requires an offsettingratization of the deductions allowed from
income to reflect the very real element of obsaase, which up to now has been taken care of
to a considerable extent in the surplus account.

The pressure tax should produce certain changée iwording of protective covenants in bond
indentures. The new law gives corporations an exiemfrom surtax with respect to earnings
withheld in accordance with a written contract twopay dividends, if executed prior to May 1,
1936. If a future bond issue carries such a promistompliance therewith may subject the
company to a heavy penalty tax. To meet this sagoeguch protective prohibitions should apply
to cash dividends only, leaving free the paymertiwftlends in stock; they might even allow the
declaration of a cash dividend provided a corredpgnamount of cash has been or is to be
returned to the treasury through the sale or aaceptof stock. It should be evident that
creditors' interests are not adversely affectethbypayment of stock dividends. In fact, to the
extent that such dividends earmark past earningsl@sional capital, they may be said to benefit
the creditors.

A conspicuous weakness in most bond indenturéeisfailure to insist on the maintenance of a
minimum amount of stockholders' "junior investmeritteoretically, the typical company with
funded debt might, with the approval of stockhatdenly, reduce its capital to $1, distribute all
of the stockholders' equity in the form of a retofrcapital, and leave the bondholders without
any of that margin of resources over debt on wthehpurchase of the bonds was largely based.
Some of the more recent indentures remedy this messkby prohibiting or restricting
distributions to shareholders through the mediura @turn of capital. A provision of this kind
should be standard practice; but here again thestiited Profits Tax should be kept in mind,
and a suitable degree of flexibility retained. &fams from capital to surplus and payments of
stock dividends out of the capital so transferteolgd be permitted, since they will not injure
the creditors and may prove to be necessary irr ¢odevoid the penalty surtax.

The effect of the Undistributed Profits Tax on amgie accounting would seem to be
concentrated in the area of capital and surplusst€Corporations will desire (a) to retain a
flexible cash dividend policy; (b) to escape thegley tax on undistributed earnings; and (c) to
com-ply with state law. As already indicated, tihiree-fold objective will be conducive to
arbitrarily low par values for both preferred amarenon stocks (already expedient from the
standpoint of transfer taxes, etc.), a low stasdde/for the issued capital, and hence to liberal
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transfers from capital to special surplus accoudteh transfers will be especially necessary to
eliminate accumulated deficits on the balance shddth in some states prevent payment of
dividends out of current earnings.

The huge write-offs and write-downs occasionedhnaydepression have already been
responsible for widespread transfers from capitaurplus. Hence the manipulations induced by
the pressure tax will merely intensify an alreadynounced trend. The effect of all this may be
misleading to unwary investors. Ultimately we slgabw accustomed to ignore par values,
stated values, etc.; renounce the idea that thi@ Bnol Loss Surplus in the balance sheet has a
separate historical value; and treat the capitdlsamplus accounts together as an indivisible
entity for purposes of analysis.

The chief result of the undistributed profits tai wot be the disruption of American business
policies but rather the imposition of considerafigher aggregate taxes upon corporations and
their stock-holders. Shareholders of publicly ownethpanies will get partial compensation in
higher dividends, which will come largely in theroof additional stock. The effect upon
stockholder-management relationships is likelygadther salutary; upon the position of
bondholders and other creditors, unfavorable butsastrously so. The objectionable features
of the Revenue Act of 1936 do not reside in thagple of the undistributed profits tax but in
numerous unfair details of its application.

Threatsto Equity Values

We have all become so familiar with a more or lasmaged economy since the Roosevelt era
beginning 40 years ago, that we should be quiteethto its effect on everything including
equities. Basically, the intervention of governmienthe economy has had two opposite effects
on common stock values. It has benefited them lgrabugh its virtual guarantee against the
money panics and large-scale depressions of th&93® decades. But it was hurt profits
through the maze of restrictions and the numerthisr durdens it has imposed on business
operations. Up to now the net effect seems to baea favorable to equity values—or at least to
their prices. This can be seen at first glancedigparing the Dow or S&P Index lines on a chart
before and after 1949. In such comparisons the pléclines in 1969 to 70 and 1973 to 74
appear like minor downturns in a massive upwardegpwe

Experience suggests therefore that the variouatdte equities implied in the last question are
not very different from other obstacles that commtutks have faced and surmounted in the

past. My prediction is that stocks will surmourgrhin the future.

But | cannot leave my subject without alluding tither menace to equity values not touched
on in my terms of reference. This is the loss dfliguiconfidence in the financial community
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growing out of its own conduct in recent yearsidist that more damage has been done to stock
values and to the future of equities from insiddl\8&eet than from outside Wall Street.

Edward Gibbon and Oliver Goldsmith both wrote thHiistory is little more than a register of
the crimes, the follies and the misfortunes of naghK This phrase applies to Wall Street
history in the 1968 to 73 period, but with more é&@gs to be given to its crimes and follies than
to its misfortunes. | have not time even to listla glaring categories of imprudent and
inefficient business practice, of shabby and shaattics perpetrated by financial houses and
individuals, without the excuse of poverty or igaoce to palliate their misdemeanors. Just one
incredible example: Did anyone ever hear of a wiadestry almost going bankrupt because it
was accepting more business than it could handé@®? i$ what happened to our proud NYSE
community in 1969, with their back-office mix upsissing securities, etc. The abuses in the
financial practices of many corporations during $hene period paint the same melancholy
picture.

It may take many years—and new legislation—for putbnfidence in Wall Street to be
restored and in the meantime stock prices may iahgBut | should think the true investor
would be pleased, rather than discouraged, atrthsppct of investing his new savings on very
satisfactory terms. To pension-fund managers, é&pewith large and annual increments to
invest, the prospects are especially inviting. @dbky have imagined five years ago that they
would be able to buy AAA bonds on an eight to rpee cent basis, and the shares of sound
companies on a 15 per cent or better earnings%ielhd opportunities available today afford a
more promising investment approach than the reatesurd idea of aiming at, say, 25 per cent
market appreciation by shifting equities amongiiagons at constantly higher price levels—a
bootstrap operation if there ever was one.

Let me close with a quotation from Virgil, my fauerpoet. It is inscribed beneath a large
picture panel at the head of the grand staircasieedDepartment of Agriculture building in
Washington. It reads:

“O fortunati nimium.. .(etc.) Agricolae!”

Virgil addressed this apostrophe to the Roman fesrothis day, but | shall direct it at the
common-stock buyers of this and future years:

“O enviably fortunate Investors, if only you re@izyour current advantages!”
Shareholdersand M anagement

If gold dollars without any strings attached coatdually be purchased for 50 cents, plenty of
publicity and plenty of buying power would quickbg marshaled to take advantage of the
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bargain. Corporate gold dollars are now availablguantity at 50 cents and less--but they do
have strings attached. Although they belong tcstbekholder, he doesn't control them. He may
have to sit back and watch them dwindle and disapa® operating losses take their toll. For
that reason the public refuses to accept evenasie lvoldings of corporations at their face value.

In fact, the hardhearted reader may well ask inrep#iy: "Why all this talk about liquidating
values, when companies are not going to liquidatefar as the stockholders are concerned,
their interest in the corporation's cash accouptssas theoretical as their interest in the plant
account. If the business were would up, the stolddne would get the cash; if the enterprise
were profitable, the plants would be worth theioboalue. "If we had some ham, etc., etc.”

This criticism has force, but there is an answat. tbhe stockholders do not have it in their
power to make a business profitable, but they de litain their power to liquidate it. At bottom
is not a theoretical questions at all; the issumib very practical and very pressing. It is aso
highly controversial one. It includes an undoultedflict of judgment between corporate
managements and the stock market, and a probatfillectof interest between corporate
managements and their stockholders.

In its simplest terms the question comes downi® #re these managements wrong or is the
market wrong? Are these low prices merely the pcodéiunreasoning fear, or do they convey a
stern warning to liquidate while there is yet timfe2day stockholders are leaving the answer to
this problem, as to all other corporate problemsghe hands of their management. But when the
latter's judgment is violently challenged by thediet of the open market, it seems childish to let
the management decide whether itself or the magkeght. This is especially true when the
issue involves a strong conflict of interest betw#e officials who draw salaries from the
business and the owners whose capital is at sfaj@u owned a grocery store that was doing
badly, you wouldn't leave it to the paid manageddoide whether to keep it going or to shut up
shop.

The innate helplessness of the public in the fédbis critical problem is aggravated by its
acceptance of two pernicious doctrines in the fa#ldorporate administration. The first is that
directors have no responsibility for, or interestthe market price of their securities. The second
is that outside stockholders know nothing aboutdiiiginess, and hence their views deserve no
consideration unless sponsored by the managemgnrirtBe of dictum number one, directors
succeed in evading all issues based upon the maniketof their stock. Principle number two is
invoked to excellent advantage in order to squalthstockholder (not in control) who has the
temerity to suggest that those in charge may ngrbeceding wisely or in the best interests of
their employers. The two together afford managermg@rfect protection against the necessity
of justifying to their stockholders the continuarutehe business when the weight of sound
opinion points to better results for the ownerstigh liquidation.
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The accepted notion that directors have no cone@imthe market price of their stock is as
fallacious as it is hypocritical. Needless to sagnagements are not responsible for market
fluctuations, but they should take cognizance akssively high or unduly low price levels for
the shares. They have a duty to protect their siidiers against avoidable depreciation in
market value--as far as is reasonable in their peegual to the duty to protect them against
avoidable losses of earnings or assets.

If this duty were admitted and insisted upon, thespnt absurd relationship between quoted
prices and liquidating values would never have carteeexistence. Directors and stockholders
both would recognize that the true value of th&ck should under no circumstances be less
than the realizable value of the business, whicbuarhin turn would ordinarily be not less than
the net quick assets.

They would recognize further that if the businessot worth its realizable value as a going
concern it should be wound up. Finally, directormid acknowledge their responsibility to
conserve the realizable value of the business agsiminkage and to prevent, as far as is
reasonably possible, the establishment of a peieel lcontinuously and substantially below the
reasonable value.

Hence, instead of viewing with philosophic indi#ece the collapse of their stock to abysmally
low levels, directors would take these declinea aRallenge to constructive action. In the first
place, they would make every effort to maintainwadend at least commensurate with the
minimum real value of the stock. For this purpdssytwould draw freely on accumulated
surplus, provided the company's financial positemained unimpaired. Secondly, they would
not hesitate to direct the stockholders' attertiiotine existence of minimum liquidating values in
excess of the market price, and to assert thefidance in the reality of these values. In the
third place, wherever possible, they would aidstoek-holders by returning to them surplus
cash capital through retirement of shares proatgafair price.

Finally, they would study carefully the companytsation and outlook, to make sure that the
realizable value of the shares is not likely tdesué substantial shrinkage. If they find there is
danger of serious future loss, they would give estrand fair-minded consideration to the
guestion whether the stockholders' interest mighbest be served by sale or liquidation.
However forcibly the stock market may be assertirggdesirability of liquidation, there are no
signs that managements are giving serious considieta the issue. In fact, the infrequency of
voluntary dissolution by companies with diversifi@@nership may well be a subject of wonder,
or of cynicism. In the case of privately owned epitises, withdrawing from business is an
everyday occurrence. But with companies whose stoekdely held, it is the rarest of corporate
developments.
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Liquidation after insolvency is, of course, moreduent, but the idea of shutting up shop before
the sheriff steps in seems repugnant to the caofov&all Street. One thing can be said for our
corporate managements--they are not quitters. lash Billings, who in patriotic zeal stood
ready to sacrifice all his wife's relations on #itar of his county, officials are willing to

sacrifice their stockholders' last dollar to keptliusiness going.

But is it not true that the paid officials are sdijto the decisions of the board of directors, who
represent the stockholders, and whose duty it chémpion the owners' interests--if necessary,
against the interests of the operating managentenktory this cannot be gain-said, but it
doesn't work out in practice.

The reasons will appear from a study of any typittadctorate. Here we find: (a) The paid
officials themselves, who are interested in thalisjfirst and the stockholders second; (b)
Investment bankers, whose first interest is in mwdéng profits; (c) Commercial bankers,
whose first interest is in making and protectingns; (d) Individuals who do business of various
kinds with the company; and finally--and almost @& in a scant minority--(e) Directors who
are interested only in the welfare of the stockboid

Even the latter are usually bound by ties of fremg to the officers (that is how they came to be
nominated), so that the whole atmosphere of a boaeting is not conducive to any assertion of
stockholders' rights against the desires of theatjpgy management. Directors are not dishonest,
but they are human. The writer, being himself a imemof several boards, knows something of
this subject from personal experience.

The conclusion stands out that liquidation is pieciyl an issue for the stockholders. Not only
must it be decided by their independent judgmedt@eference, but in most cases the initiative
and pressure to effect liquidation must emanat@ stockholders not on the board of directors.
In this connection we believe that the recognitddthe following principle would be
exceedingly helpful: The fact that a company's efaell persistently below their liquidating
value should fairly raise the question whetheritigtion is advisable. Please note we do not
suggest that the low price proves the desirallitjquidation. It merely justifies any
stockholder in raising the issue, and entitles/ies/s to respectful attention. It means that
stockholders should consider the issue with an oped, and decide it on the basis of the facts
presented and in accordance with their best indalifuidgment. No doubt in many of these
cases--perhaps a majority--a fair minded study @ahbw liquidation to be unjustified. The
going concern value under normal conditions wo@ddund so large, as compared with the sum
realizable in liquidation, as to warrant seeingdbgression through, despite current operating
losses.

However, it is conceivable that under presentditticonditions the owners of a great many
businesses might conclude that they would fareebbit winding them up rather than continuing
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them. What would be the significance of such a mmm@ to the economic situation as a whole?
Would it mean further deflation, further unemployrmeand further reduction of purchasing
power? Would stockholders be harming the countyenilping themselves? Superficially it
might seem so, but powerful arguments can be aewatacthe opposite effect.

The operation of unsoundly situated enterprises Ineagalled a detriment, instead of an
advantage, to the nation. We suffer not only frararecapacity, but still more from the
disruptive competition of companies which have harce to survive, but continue to exist none
the less, to the loss of their stockholders anditisettlement of their industry. Without making
any profits for themselves, they destroy the pradissibilities of other enterprises. Their removal
might permit a better adjustment of supply to dedpamd a larger output with consequent lower
costs to the stronger companies which remain. Aleavor is now being made to accomplish
this result in the cotton goods industry.

From the standpoint of employment, the demandherproduct is not reduced by closing down
unprofitable units. Hence, production is transféreésewhere and employment in the aggregate
may not be diminished. That great individual hangdstould be involved cannot be denied, nor
should it be minimized, but in any case the condgifor employment in a fundamentally
unsound enterprise must be precarious in the ertréaimitting that the employees must be
given sympathetic consideration, it is only jusptant out that our economic principles do not
include the destruction of stockholders' capitaltf@ sole purpose of providing employment.
We have not yet found any way to prevent depredsomn throttling us in the midst of our
superabundance. But unquestioningly there are teagedieve the plight of the stockholders who
to-day own so much and can realize so little. Alirgiewpoint on these matters might work
wonders for the sadly demoralized army of Amerisentkholders.

Another aspect of the current maladjustment betwegporations and their stockholders is the
guestion of possible liquidation. Many stocks $allless than their cash value because the
market judges that future operating losses wikigigte this cash. If that is the case, then should
not the stockholder demand liquidation before lshcs used up?

The management says "no,--naturally. But the stoakket says "Yes,"--emphatically.

If a business is doomed to lose money, why contit®ul its future is so hopeless that it is worth
much less as a going concern than if it were waymavhy not wind it up? Surely the owners of
a business have a better alternative than to ggy@ésent cash away for fear that it is later goin
to be dissipated. Either the business is worth raera going concern than its cash in bank, or it
is not. If it is worth more, the stockholder is fisb to sell out for much less than this cash,
unless he is compelled to do so. If it isn't theibess should be liquidated and each stockholder
paid out his share of the cash plus whatever ther@tssets will bring.
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The supervision of these businesses must, of cobesgelegated to directors and their operation
to paid officials. But whether the owners' monegudl be dissipated by operating losses, and

whether it should be tied up unproductively in essiee cash balances while they themselves are

in dire need of funds, are questions of major golbich each stockholder must ponder and
decide for himself. These are not management prehléhese are ownership problems.

There is another aspect of takeovers that | wahtit@ up here, on a somewhat personal basis,
because it relates to an old and losing battlelthave long fought to make stockholders less
sheep-like vis-a-vis their managements. You withtethat the first bid of INCO was termed a
“hostile act” by the ESB management, who voweddbtfit tooth and nail. Several
managements have recently asked stockholders ¢achatter changes that would make such
acquisitions more difficult to accomplish agairtgtit opposition; in other words, make it more
difficult to deprive present officers of their jobad more difficult for stockholders to obtain an
attractive price for their shares.

The stockholders, still sheep-like, generally apprsuch proposals. If this movement becomes
widespread it could really harm investors; inteseshope financial analysts will form a sound
judgment about what is involved here and do whey ttan to dissuade stockholders from
cutting their own throats in such a foolish andktess fashion. This might well be a subject for
the FAF to discuss and take an official stand on.

U.S. Steel Case Study

This is not a hand-picked instance in which | cese gou a neat solution and say “Look! The
public thinks this stock is worth $10, but | cawe by my analytical technique that it is worth
$30.” | can do something like that from time to éintout obviously those are exceptional cases.

The problem of the U.S. Steel Corporation is typicat nature. In other words, it has no
definite conclusive solution. The security anabyat only give you certain hints as to what the
solution is likely to be, certain indications ofange of value rather than a specific figure, and
perhaps a different suggestion as to where wittisirange he believes the probabilities of the
future will lie. Those things, inconclusive as thag, may be found not without practical utility
even in a typical, perplexing case such as U.&l $temmon.

The analysis goes along in a certain logical secgiehhe first question we shall study is “What
did the company earn most recently?” That is tlmegtbn which most emphasis is placed by the
ordinary investor, and it is also the starting peirif not the most important factor for the
analyst.
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An income account published under today’s condgtisrsubject to a series of corrections which
we need to go over one by one. In Table A we hiagertcome of U.S. Steel as reported —
namely, $35.6 million for the common, or $4.09 arsh

able A.
T Condensed Financial Analysis of U. S. Steel Co.
(end of 1944)

Corrections of the Current Income Account (1944)
Income for Common Stock (in Millions) Per Share
As Reported ... ... ittt ettt ittt $35.6 $4.09
Corrections for Renegotiation .......... emataee i aeae i — —
Contingency HESEIVES 1vuieisecerrauenrantonsssssssasisnsrnnsses 215 (net) 2,47
Tax Liab“i')’ FbdE BB EABAAB AR R R RN R —_— -—
Depreciation, €1€. coesseuiinisiainireierenns T srsrras — —
CMHEE v s vsessssmsnnssnrarssasssanssasssssmnssnnsssssnsnsansnsnns — —_
Corrected EamMmin@s ..uuiusueesnisssssssssasasnnsssrasssssnsssvsns $57.1 $6.56

That is far from a large figure of earnings for 8teel Corporation, especially when you
consider that it did a business of over $2 billimtlars, which was fully twice its normal

volume. These earnings, under war conditions caci&poperation, would undoubtedly be
regarded as very disappointing if they fairly refleshat the Steel Corporation had accomplished
in 1944. However, as we look over the report wihe¢ we see that at least one correction needs
to be made which will increase the indicated psofitet us take up the corrections in their order.

The first is that for renegotiation, which represem current rather than a recurrent problem. All
the corporations engaged in war work to any exdemtsubject to renegotiation contingency. In
their annual reports they make estimates of curnemggotiation liability, and they also tell you
what has happened with respect to the renegotihsibitity for previous years. As it happens,
the U.S. Steel Corporation clearly has no serigablpm with renegotiation. In 1943 they paid
over a very little amount of money, and in all prbbity they will not have to pay back anything
for 1944,

In the 1943 report, Steel Corporation speaks addding $25 million dollars to expenses in each
of the past three years “for additional costs ajalie to the period caused by the war.” If that
was all they said, it would clearly indicate thay had actually incurred these additional costs.
But the report adds:

“Such costs include deferred maintenance and igpaiconverting and reallocating facilities
from wartime to peacetime use, costs resulting freemployment of servicemen, loss on raw
materials and supplies not needed in the post-e@aog and other similar costs.”

I think it is obvious to anyone who analyzes thatesment that they do not really mean
additional costs applicable to the period causethbywar’but rather “additional costs thatay
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later be incurredbecause of the war.” Such costs are of an indefoharacter; they do not
represent any true loss or liability, except insaf&you can measure the actual amount of
deferred maintenance and repairs; in a generatheyrepresent the post-war contingency
reserves which most corporations have been setfirigr general purposes.

An analyst, for the purpose of making his presemtatf the company’s earnings, would add
back these contingency reserves to the compangisnga, and say they have earnings of over
$6.50 in the year 1944, instead of $4.09 as regorte

The next item that we look at is that of liabilftr Federal income and excess profit taxes. The
U.S. Steel Corporation reserves an amount for tak&85 million for this purpose. It is rather
clear from their report that they paid no excesdiptax for the last year, and it is also cleatth
they have provided for their full tax liability.

The next item is that of depreciation. The Corporas depreciation charges have been quite
large. They were $129 million in 1944, which is teeord figure, and that included about $56
million for amortization of emergency facilities wh are being written off on the basis of only a
five-year tax life. From the standpoint of theetlife of the property, the facilities do not recpi
so rapid an amortization. On the other hand,titlis that the rate of production shown last year
requires rather liberal depreciation.

| don’t believe the analyst would go so far as takencorrection for excessive depreciation for
1944, even though the total figure is very high.wtrild content himself with saying that the
actual amortization and the maintenance chargesratiee liberal side, and that perhaps there is
some extra or concealed earnings power, becaubke bigh depreciation charges.

The ten-year analysis, given in tabular outlineobelpretty well speaks for itself. Let me call
attention to two points. One is the final resultlod ten-year analysis. This shows that, while the
reported earnings averaged $3.92 per share, treveeadditional earnings due to surplus
adjustments (including contingency reserves) awegagbout $1.90. Hence, the true earnings
were about 50% more than those reported for thgean period. The second point is that, since
the depreciation reserves charged in the ten-y&awgwere considerably greater than the
expenditures on the plant, the company’s finanmigition increased another $1.28 per share
annually. Hence, the total “cash flow” in the pdstade averaged about $7 per share annually.

There is room for much argument, of course, abédrue significance of the amount of cash
which is accruing for the common stock from souraiéer than the corrected earnings. If we
were only going to look at the working capital an@asure of asset value for stocks, then we
would say that amounts turned back from plant actmio current assets should be regarded as
equivalent to additional earnings. Obviously oneutt not go so far as that. My own rule-of-
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thumb is to say that 50% of the net reduction efgltant account over a period of time might be
considered as equivalent to additional earningsifercommon stock. On that basis we should
have “constructive earnings” of somewhere aroun@%8& share for the stock over a ten-year

period.
ble B.
Table Ten Year Analysis
1. Comparative Balance Sheet
(in millions) Change
Dec. 31, 1934%%¢ Dec, 31, 1944 in 10 yrs.
(approx.)
Net Current ASSElS. . vveanrnns triast e s R s 365 s 748 + ‘383
Other Assets Net.icioorsesrnsesrnsassiassasss 1,098 987 — 11
. " $1,463 $1,735 + $272
Senior Claims® .. .. .00ttt iaisnnsanssnns 517 456 — 61
Common Stock Equity®®.........ccviieiininnnes 946 1,279 4 333
$1,463 $1,735 + $272

* Includes small minority interest.

** Includes contingent reserve.
**s Adjusted for write-off of $530,000,000 in 1935 and 1938.

11, Statement of Corrected Earnings and
Current-Assets Flow for Common
(in millions)

10 yr. Avge.

Per Share-

1935-0 1940-44 1935-44 per year
Earnings Reported ... . eiviivninineniannens ces $54 $288 $342 $3.92
Additional Earnings .eeeeeecereieriaocarcrsnns 31 131 162 1.80
Corrected Earnings ......ovvvernrenrasvsansens $85 $419 550‘! $5.78
Change in Plant Acct., elc.....vivervsnrsncens dr, 74 cr, 185 cr. 111 1.28
Current Assets Flow for Common.............. $11 $604 $615 $7.06

We turn next to our long-term historical surveyattask is greatly facilitated by the unusual
practice of U.S. Steel in giving us much annuahdeim 1902 on each report. We have
telescoped this 40-year study by selecting onhyfitsg the middle, and the last years of the
period.

What stands out in any long-term study is thatcthmpany’s financial position has been
revolutionized in the direction of improvement vehits earning power has been revolutionized
in the direction of deterioration. | think thatasensational and challenging situation. It recuire
a great deal of pondering before you can get tdtt®m of its significance.

You will notice that the figures for 1902 show didié of $163 million for the common stock
equity. Of course, that isn’t what the balance sbted at the time; it claimed a plus equity of
$550 million. This figure was later written off Isyccessive charges, so that we now know that
the company really started off with less than nagHior the common stock in terms of tangible
assets. Nevertheless it was able to earn $54 miffiat year. Forty-two years later, it had built
up equity of $1,270 million — $1,433 more than $02 — but was able to earn only $56 million
for the common stock after counting in the $21iomillin reserves that have been challenged
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here. If you do not include that $21 million, thengany would have earned only $35 million, or
much less than in 1902 — despite the additionalnsomstock investment of nearly $1.5 billion,

and despite a level of war production which mustdgarded as extremely favorable to the steel
industry.

The analysis of the income account for 1902 andt1Brbken down as to various items of
expense, will show you in what manner profit margfithe company has retrogressed. The
proportion of labor expenditures has gone up fr& 20 46% — a most adverse development.
The purchase exchange hasn’'t changed, but theetagitage has expanded a great deal. Interest

charges and preferred dividends, on the other henmly a very substantial decrease.
Table C. -

Special Historlcal Survey of U, S, Steel

(by use of selected years)
I. Balance Sheet

%1902 *1923 1944
(In Millions) (Approx.)
Net Current AsSSelS........cescemarssssnisassssrrannanss $167 $ 568 $ 748
Other ASSELS INEl.iveersrraroresnsrrrorsasnrnsssinassnas 560 1,287 987
Total for Capitalization. .v.vvveerrrsnieerrrinrenininaannns §727 $1,855 $1,735
Senior Claims®® .t vertairraiatinrtarsssrneasssasssnnnsns 890 918 456
Common Stock Equity.icieeisriviierannss errieceerans . def. 163 937 1,279
Net Current Assets for Common Stock.......vovsviveians del. 723 def, 350 292
*Adjusted for write-down of $768 million of intangibles,
**Includes small minority interest.
II. Production and Prices ] )
i . ill, 31.0 mill.
Tons Ingots Produced...... rrrreesareinraariaass 1923 :;;lll. . i:; 3 ‘;: v
% of Capacity Operated. ... ocivenenenniarroncrees 65;% 45% 35%
@ of Nation's Steel Produced,.......oovveriniaans | % 659 $53
Composite Steel I'rice Per Ton...o.ooisiisrenss cos Abt. § 1 6 mill Yy mill. ¥ mil,
“Equated” Production—Tons .. oviaervrierarieees B .
II1. Income Account Per
Equated Esl';eaaed : uated
( Millions) 'on ( Millions) 'on (Mliilions) on
1097 %59 $2082 $53
Net Sales .ovvvrveesnrrosansransanns $423 340 $ o
l.:lmr EXPENSE +0vrerasvsensnnanranss 121 (28.6%) 47; (43.0%) g;; (46.0%)
Purchases, €€, ..ovviverarreresasnns 161 ‘325 a1
Taxes (excl, Fed, Inc.)ocoivierenrvens 2 est. po 139
Depreciation, ete, ,...cviiiiarniaires a8 e . e -
Balance  oicvvvrrnsroarsrrsrarsssssss 111 10.5 157 8.3 .1..5.3 '3_-9-
Fedo Inc. TAX.vverrenrnes e rerianens - — est. 20 21; g; 1.-;
Int. & Pfd. Div...oooiiiniirennnns 57 5.4 ﬁ s e i
Tes 14
Bal. for COMMON. . .uveenensrneenanns 54 $ 5.1 . 84 3$ 4.4 s 1'52 56 $
Per Share ........ it aaneeerra & 7.57 $ 117 .
* Adj, for 409 stock div. + Before reserves of $21.5 mill, net.

The net result is that the company has improvefinéscial position enormously, but it has not
been able to do better than to retain about theessming power for its common stock. You
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will see in the bottom figure that it earned $7p&rF share in 1902 after allowing for a later stock
dividend, and only $6.56 in 1944 before reserves.

Our concluding section will deal with the analygBshnique in appraising the future earning
power of U.S. Steel. The kind of thing an analygihihdo is shown in Table D, in which we
make several hypotheses and derive correspondjuces for the earnings per share. The last
favorable assumption is that Steel will go back®d0 volume — which is by no means a bad
volume, historically — and show a profit margin@s as that of 1944. If it did these two things
it would earn only $2.20 per share. Our most ogiimihypothesis is that Steel will do a
business 25% greater than in 1940 and have the ganfiemargin as in that year. On that basis
the common stock would earn $10.40 a share.

Table 1 Prospective Earnings for U. S, Steel Common
(on various assumplions)
1) 2) 3) (4)
1940 Volume o Volume +25%
1940 Volume 1040 Volume -+-25% 1940 Volume 4-25%
lggfr;?m 1944 Margin 1940 Margin 1944 Margin
(In Millions)
Sales. oo ivriverianvnnes $1,100 $1,100 $1.-lﬂll)4v Sl.*lﬂ;lI 20,
Profit Margin, .. ....... 14% 7.2% 196 6 lm.
Operating Profit. . ..oa.. 154 79 e s
Intereste e sercnrnenss vie 5 5 ”: _ “
Federal Taxat 40%. ... .. 60 30 o S
Preferred Dividends. . ... . 25 f; = i
Balance for Common. ... .. 64
Per Share. .. .vvevevivinn $7.30 $2.20 $10.40 $3.70

Despite the range of figures it is by no means issfide that the true earning power of U.S.
Steel could be either as low as $2.20 or as higl8s10 s share. Neither extreme, however,
appears probable. The likely area of variation wWda¢ more in the range between $4 and $8 a
share and the valuation you would get from thageaof earnings would probably run between a

low of $40 and a high of $120 in value. This asssithat the multiplier may be as low as ten or
as high as fifteen.

If this analyst were put on the spot and askeddkenhis best single estimate of the future
earning power and value of U.S. Steel, he woulthbiéned to take middle points in the range
given. Hence he would say that earnings of arouhd $hare would be his best guess for an
average period of time for the future. His mul@plvould be only 12.5, and he would thus arrive
at an indicated value of $75. That multiplier izlanbtedly low for an immense, financially
strong concern such as U.S. Steel. Large entespaigegenerally thought to be worth more than
12.5 times average earnings; but in my opinionlStees not rate a high multiplier. This is
because its history is one that is weak rather ghsinong one with respect to earning power
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developments, and also because there have bedrelgne@nts of variation and instability in the
company’s picture in the past. You are likely te sgose again in the future.

Prologue

Let me close with a few words of counsel from ary&@r-old veteran of many a bull and many a
bear market. Do those things as an analyst thakgow you can do well, and only those things.
If you can really beat the market by charts, bycdstly, or by some rare and valuable gift of
your own, then that’s the row you should hoe. Ifi'ye really good at picking the stocks most
likely to succeed in the next twelve months, bamar work on the endeavor. If you can foretell
the next important development in the economyndhé technology, or in consumers’
preferences, and gauge its consequences for vaguity values, then concentrate on that
particular activity. But in each case you must jgréw yourself by honest, no-bluffing self-
examination, and by continuous testing of perforoeathat you have what it takes to produce
worthwhile results.

If you believe — as | have always believed — thatwalue approach is inherently sound,
workable, and profitable, then devote yourselfai fprinciple. Stick to it, and don’t be led
astray by Wall Street’s fashions, its illusionsgats constant chase after the fast dollar. Let me
emphasize that it does not take a genius or esaiperior talent to be successful as a value
analyst. What it needs is, first, reasonable gatelligence; second, sound principles of
operation; third, and most important, firmness ludracter.

But whatever path you follow as financial analysisid on to your moral and intellectual
integrity. Wall Street in the past decade felldhort of its once praiseworthy ethical standards,
to the great detriment of the public it serves ahthe financial community itself. When | was in
elementary school, more than 70 years ago, wedadite various maxims in our copybooks.
The first on the list was: “Honesty is the bestipof It is still the best policy.

Benjamin Graham — 1974
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