


























pitable. Let me illustrate what I mean by reference to the famous "Dow Theory"

. is the best known of the methods used for forecasting the stock market. I

seme elsborate studies of the results of applying the mechenical concepts .
of the Dow Theory, in which you have well-defined signals to buy and sell stocks
by the movement of the average through resistance points upward or downward. I
found that when I studied the record from 1898 to 1933, a peried of about 35
years--~Tthé resulis from following this mechanicel method were” Femarkebly’ good.
About 1933, the time when the Dow Theory had shown itself a very useful method
for desling with the market action in the 1920°'s and early 1930's, the public’s
interest in the Theory increased enormously., Previously it had been 2 kind of
esoteric prescription followed only by a few devoted adherents, and about which
everybody else had been pretty skeptical. The Dow Theory became exbremely popular

ter 1933. I studied the consequences of using exactly the same method in

the merket after 1933, and I found peculiarly enough that in no case in the
next 25 vyesrs did one benefit through following the Dow signals mechanically.
By this I mean that one was never sble to buy his stocks back at a lower price
than he sold them for,

As you know, the Dow Theory is still persued by a number of practitioners
and serviess. I think all of them will tell you that it is not a mechanical
theory now, and that a large element of Jjudgment has to enter in the interpretation
of the signals. But once you introduce that element you don't have a true theory
anymore, you just have a certain expertise which may or may not be dependable and
useful.

Let me now meke a general observation. For obvious reasons it is impossible
for investors as a whole, and therefore for the average ilnvestor or speculator,
to do better than the general market. The reagon is that you gggﬁthe general market
and you can't do better than yourselves. I do believe it is possible for a
minority of investors to get significantly better results than the average. Two
conditions are necessary for that. One is that they must follow some sound prine
ciples of selection which are related to the value of the securities and not to

\\\\ their market price action. The other ia that their method of operation must be
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basically different than that of the majority of security buyers. They have to ‘
. cut themselves off from the general public and put themselves into a special catder
‘gory. I will touch more briefly on that point later. -
Now, let me summarize up this stage. The investor needs common stocks in his)
portfolioc; but these imtroduce hazards of wide fluctuations which he cannot é(ﬁg
expect to avoid more successfully than others unless perhaps he thinks indepen- ¢
dently from the crowd, that is unless he is constitutionally different from the _
average. :

Now let me come to part two: what investment policy to follow under the con-
ditions discussed? My views thereon are and definite and strong. In my nearly .
£ifty yeers of experience in Wall Street I've found that I know less and less about
what the' stock merket is going to do but I know more and more about what inves-
tors ought to dos and that's a pretty vital change in attitude. The first point

\g*(is that the investor is required by the very insecurity ruling in the world of

T today to maintain at all times some division of his funds between bonds and stocks
(cash and various types of interest-bearing deposits mayi\e viewed as hond-
equivalents.) My suggestion is that the minimum position of this portfolio
held in common stocks should be 25% and the maximum should be 75%9 Conseguen=
tly the maximum holding of bonds would be 75% and the minimum 25%- the figures
being reversed. Any variations made in his portfolio mix should be held within
these 25% and T5% figures. Any such variations should be clearly based on value
considerations, which would lead him to own more common stocks when the market
seems low in relstion to value and less common stocks when the merket seems high
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in relation to value.
Now while this is the classic language of investment authorities, 1t is

amazing how many people think in exactly opposite terms. That was brought
home to me shortly after the May 1962 break when a savings-and-loan company
representative came to me with questions. The first question he asked me
was "Don't you think that common stocks now are less safe than before because of
the decline in the market?" That hit me between the eyes. Here were financial
people who could seriously consider that stocks less safe because they have de-
clined in price then they were after they had advanced in price. The policy I
propose to have more common stocks when the market seems to be low and less when
it seems to be high by value standards is obviously opposed to the psychology
of investors generally and té that of speculators always. It is particularly
true now because of the great confusion between investment and speculation which
I shall refer to later. I suppose the idea of having more common stocks at low
levels than at high levels is a "counsel of perfection” for most investors. But
it could be followed by meny investors to the extent of an inflexible rule that
they should not increase the percentage of common stocks in their portfolio as
the market advances, except of course through the rise in the market itself. How-
ever, & more sophisticatéd application, which would take advantage of a rise in the
market level for sales, could be something like this. Use a fixed 50-50 division
between bonde and stocks. When the market level of the stocks rises to a point
where they congtitute 55% of the total or maybe 60%‘g you would then sell out enough
to bring your proportion back to 50%, putting the proceeds back into bonds or into
savings benks. And conversely when the mark@t went down so that your common stock
proportion had fallen L5% or 40%, you would uge some of your bond money to buy
common stocks and bring it back to the 50%. That was the famous Yale University
system, which was oii¥ of the earliest formula methods known. They used a 35% basis
for common stocks, a percentage which at that time was regerded as pretty rash
for an institution of learning. When a merket rise brought it up to 40% they sold
out one eighth of their holdlngs, to get back to 35%; when it went down to 30% they

_bought one sixth to bring the ratic up sgain to 35%. It was & good system until ‘
the market ran away on the upside, and then they decided they had too little in-
common stocks. Now they are up tora 50 to 55% vatio, like the other univer51t1es,
I think, and they don't follow the formula anymore.

Another approach that is practicable, but from a different p01nt of view, is
the "Dollar Averaging” method, in which you put the same amount of money in common
stocks year after year, or quarter after quarter. In that way you buy more shares
. .OF stocks when the market level is low and. fewver shares when its high. That
- ’#ethod has worked out extremely well for those who have had (a) the money, (b) the
time, and (c) the character necessary to persue a consistent policy over the years
regardless of whether the market has been going up or down. If you can do that you
are guaranteed satisfactory success in your investments.

, Let me add that there are countless variants of this type, which are called
"formula plans.” The main need here is for the investor to select some rule which
seems to be suitable for his point of view, one which will keep him out of mise
chief, and one, I insist, which will always maintain some interest in common stocks
regardless of how high the market level goes. For if you "had follovwed one of
these older formulas which toock you out of common stocks entirely at some level of
the market, your disappointment would have been so great because of the ensueing
advance as probably to ruin you from the standpoint of intelligent investing for
the rest of your life.

Now let me come to the problems of security selemtiono We have talked about
& bond component (and/or a cash-equivalent component) and a common stock come
ponent., There's a wide choice in the bond component, but the decision is not of
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too much importance in most cases. In the taxable list, you can put your money

in U.S. Savings Bonds at 35%, which you can redeem at willy you can buy long

term U.S. Government Bonds at about 4.10% taxsble; you cean buy high grade, long-
term corporate bonds at 4.30%, or 43% if you do a little selecting; you can

have savings deposits in commercial banks which give you up to h—% if held for

one year; you can buy savings-and loan shares (bear in mind that they are not
deposits but shares) which now yield up to 5% in California. Another choice of
great importance are tex-free state and municipal bonds, which yield up to about
35% for good quality and long maturity. For most investors who are in a tax
bracket of more than 30%, tax-free bonds have been the most attractable for

meny years. They actually were in part a gift to the investor of which he didn't
take advantage up to the extent he should have as against taxable bonds. That
advantage has diminished, because tax free bonds have advanced relative to others,
but it is still persuasive for people of substantial means. I would like to point
out that in 1953 municipal bonds yielded 2.93% and U.S. Government taxable bonds
3.08%, nearly the same return despite the full tax on the governments. In October
63 the municipal average was 3.28% and that of U.S. Government bonds 4.06%, so

you see the advantage that has scerued to the past holder of tax-free bonds as
compared with U.S. government.

One question for the investor which I won't go into, and I am glad I havn't
got the time to do it, is whether he should take advantage of the 5% rate offered
by some of the savings and loan associstions in California. Let me say that T am
not an expert on savings- and loan associations, snd I don't want to get drawn into
the controversy that has now begun as to whether their methods are completely sound
and their prospects are completely dependable. I just want to say in general terms
that nobody cen assume that he can get exactly the same degree of safety and
dependability in a standard type of investment yielding 5% as in one yielding 4%.

With respect to prefered stocks the import point is that they do not belong
in the individual investor's portfolio. The reason is they have a great tax
advantage for corporate owners which they don't have for individual owners.
Corporate owners save 85% of the tax on these dividends, individual owners save
& very small amount, which may disappear pretty soon in the new law. It should
be obviocus that preferred stocks should be bought only by corporate investors Just
a8 tax-free bonds should be bought only by people who pay income tax. You may have
noticed last week that one of the public utility companies offered a bond issue and
a preferred-stock issue at practically the same yield, although hitherto preferred
stocks have always yielded quite a bit more than the bonds to which they were
Junior. The great tax advantage of preferred stocks to corporate buyers is now
belatedly showing its effect on relative yields.

We come finally to common-stock investment., My recommendstion is that the
investor choose either his own 1ist of, say, 20 or 30 representative and leading
companies, or else put his money in several of the well-established mutual funds.
(There is usually an advantage for the shrewd investor in buying sheres of the
closed-end investment companies on the New York Stock Exchange, when obtainable
at discounts from net asset value, rather than paying the premium added on to the
price of most open-end shsares.)

\\ Many investors would think my prescription too simple. If they can get res

sults equal to the averages in thig easy way why shouldn't they try to get a

\ substantially higher return by careful and compebtently-advised selection? My
\  short answer has already been given: If the investment funds as a whole can't
\ beat the averéges, even pretty clever investors as a whole can't do it elther.

\ The underlying problem of selection is that the "good stocks=-chiefly the
\growth stocks with better than average prospects--tend to be fully priced and

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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




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

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